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Protectionism
A review of the recent resort to
trade restrictions, factors
influencing trade policies, and
the implications of protection for
the developing countries.

For much of the period from the end of
World War H to 1973, world trade grew rapidly, aided by significant liberalization
achieved in successive rounds of multilateral trade negotiations. The world economy became increasingly integrated as the
growth of trade outpaced production.
Since 1973, although export performance
has differed widely between and within
broad country groupings, global trade volumes have been erratic, growth has slowed
considerably, and the pace of integration
has stabilized. By 1981, when output rose
by only 1 per cent, world trade had
stagnated.
A major problem currently facing the
world economy is a substantial underutilization of resources. The unemployment
rate in seven major industrial countries,
which averaged just over 3 per cent in
1963-72, exceeded 6Vi per cent in 1981, and
further increased in 1982. Capacity utilization is generally low, and employment opportunities have been eroded severely in
some industrial sectors.
In 1981-82, restrictive actions on trade
became more widespread in both the industrial and the agricultural sectors. The
measures affecting trade in industrial products have been recognized, in principle, as
being exceptions from the existing liberal
framework of the General Agreement on
Tariffs and Trade (GATT), to be applied
temporarily. For legal and historical reasons, GATT rules have not applied equally
rigorously to agricultural trade. Policymakers continue to recognize the need to
overcome structural rigidities and to encourage goods to be exchanged on the basis
of comparative costs. Not surprisingly,
however, there is little agreement on specific measures to encourage structural adjustment. Agricultural protection has again
become a debated issue—both in the protecting countries, because of its economic
2

and budgetary costs, and in the competitive exporting countries, because of the
burden of adjustment it imposes on their
agricultural sectors. But the central problem of international trade policy persists—
the urgent need for structural change remains greater than the adjustment that is
under way.
The rise in protectionist pressures is worrisome, because the likelihood of chain reactions toward more protectionism generated by individual restrictive actions is
greatest in a setting of slow economic
growth and highly interdependent economies. Two broad developments are of particular concern. First, with the conclusion
of the Tokyo Round of Multilateral Trade
Negotiations (MTN) in 1979, the momentum toward trade liberalization that had
been sustained for three decades appeared
to have been dissipated. Protectionist pressures and protective actions that were
taken or intensified since the conclusion of
the Tokyo Round affect sectors accounting
for more than one fifth of world trade in
manufactures, including iron and steel,
automobiles, textiles, and clothing. In addition, industrial countries apply restrictions at the border or use other measures
that affect or distort trade in temperate
zone agricultural products that account for
one third of international trade in agriculture, including sugar. Apart from the increase in the number of restrictive actions,
domestic and export subsidies have also
increased in recent years in many major
trading nations.
A second cause for concern is that there
appears to have been a perceptible shift in
the attitude of policymakers, who seem to
be increasingly preoccupied with bilateral
trade balances. Bilateral approaches also reflect a concern that foreign competitors are
receiving an undue advantage as a result of
their domestic policies and institutional arrangements. In addition, efforts to protect
particular sectors have become more entrenched, jeopardizing the prospects for
developing and strengthening the rules of
general application that constitute the multilateral trading system. This shift could
bring about greater international acceptance of existing sectoral restrictions or lead
to further regulation of international trade
flows; at worst, it could lead to balancing

trade flows, bilaterally or sectorally, at
progressively lower levels. Political and
strategic considerations also appear to have
influenced trade policy in several recent
instances.
Factors in trade policies
Protectionist pressures tend to increase
during periods of cyclical downturns in
economic activity and the associated rise in
unemployment, as industries and workers
seek government action to insulate sectors
of the economy from import competition.
The groups threatened by import competition tend to be the traditional industries,
where political influence is relatively well
developed. On the other hand, those hurt
by protectionist policies, including consumers and taxpayers, generally do not influence policy as actively. Pressures become particularly acute when recessionary
conditions spread worldwide—as they did,
for example, in 1974-75 and as they have
since 1980—and the possibilities for maintaining employment through increased
export activity diminish. Furthermore, protection granted through restraints on imports and subsidies for exports during periods of rising unemployment is, in practice,
difficult to dismantle speedily when economic activity improves. Unless the recovery is sustained over relatively long periods, there is a tendency for protection to
persist when the need for it has passed.
TTtis article draws selectively on a fuller study,
Developments in International Trade Policy, IMF Occasional Paper No. 16, by S. ].
Anjaria, Z. labal, N. Kirmani, and L. L. Perez.
The study, completed in July 1982, focused on
the main current issues in the trade policies of the
ma/or trading nations. In addition, it outlined
the principal developments in the recent evolution of the international trading system, including international initiatives in such areas as
structural adjustment, safeguards, agricultural
trade policies, and dispute settlement procedures. The focus of this article is on protectionist
measures or pressures in major industrial countries, because these have a pronounced effect on
the world economy. The negative effects of developing countries' own protectionist policies,
which are also important, are not covered in this
article. See inside front cover for ordering information on Developments in International
Trade Policy.
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Protectionist pressures are also closely
related to underlying structural rigidities;
such constraints had become increasingly
apparent after 1974-75 in several industrial
countries. They have been manifested as:
(1) successive rounds of inflation over the
last two decades, each beginning at a higher level; (2) high and growing unemployment, particularly of semiskilled laborers in
traditional industries, who are difficult to
retrain and relocate; and (3) sluggish private investment. The Organization for Economic Cooperation and Development
(OECD), in 1978, adopted guidelines on
positive adjustment that emphasized the
importance of pursuing policies consistent
with efficient resource allocation. Commitment to this principle was renewed by governments in the OECD Declaration on
Trade Policy, adopted June 4, 1980.
In addition to the OECD initiatives, recent discussions at the GATT and the United Nations Conference on Trade and Development (UNCTAD) have focused on the
general policy issues relating to structural
adjustment. The practical difficulties of
adopting more positive adjustment policies
were compounded by the cyclical downturn that began in 1980. The problems ensuing from structural rigidities in many major trading nations have been made worse,
too, by the rapid emergence of the newly
industrializing countries as competitors in
a wide range of sectors.
The recent pressures for protection have
sometimes been attributed to exchange rate
developments. Some exchange rates have
continued to diverge from levels consistent
with the underlying economic fundamentals. The effects of these on trade have at
times encouraged protectionist forces in
countries experiencing trade deficits to demand bilateral restrictions. Moreover, increased exchange rate instability is said to
have impeded rational long-run policymaking by business. Finally, it is sometimes contended that trade liberalization is
less important under a floating exchange
rate system than under fixed exchange
rates because the effects of arduously negotiated tariff concessions are likely to be
swamped by large exchange rate changes.
The importance of exchange rates that
reflect economic fundamentals has long
been recognized and is central to Fund surveillance over members' exchange rate policies. However, protectionism is not a viable solution to the problems arising from
inappropriate exchange rate levels or exchange rate instability. Protectionist measures have direct, industry-specific effects
on resource allocation. Exchange rate
changes and trade liberalization do not offset each other. Protectionism is likely to

lead to a misallocation of resources, to slow
the pace of necessary structural adjustment, and to invite retaliation in other
countries. Indeed, protectionist measures
tend to perpetuate inappropriate exchange
rate levels.
Industrial trade policies

to judge the effect of MFA III on the export
prospects of developing countries, indications are that it may be used by some
importing countries to restrict exports of
"dominant"—that is, efficient—developing country suppliers more severely than
those of other countries. At the expiration
of MFA III, multilaterally negotiated restrictions in textiles and clothing will have
been applied for nearly 25 years. During
this period, they have become progressively more complex and comprehensive. In other industrial sectors that have
been subject to protectionist pressures in
recent years, such as footwear, petrochemicals, shipbuilding, and electronics, the picture is somewhat mixed.
Sectoral pressures for protection in
North America and Europe have commonly arisen with respect to the industrial
performance of Japan. The flexibility of the
Japanese economy and its ability to shift
resources rapidly to more promising lines
have been generally recognized. Nevertheless, pressures in North America and
Europe have increased to address alleged
specific problems in their bilateral trade
with Japan. In late 1981 and early 1982,
Japan announced measures to facilitate imports and streamline import procedures
and to deal more effectively with complaints from abroad through the establishment of a trade ombudsman's office. The
measures included the elimination and reduction of some tariffs, and the simplification and relaxation of certain procedures
and standards perceived as nontariff
barriers.

The loss of dynamism in world trade has
been particularly marked in the case of
manufactured products, which make up 55
per cent of world trade and 70 per cent of
trade among industrial countries. The
growth of world exports of manufactures
decelerated from 11 per cent annually during 1963-73 to 5 per cent during 1974-80
and further to 3 per cent in 1981. In
1981-82, a few existing import restrictions
were liberalized, but the main trend was
toward increased protection that affected
not only historically protected industries
but also new sectors.
An important set of recent protectionist
actions has been in the automobile sector,
which accounts for 8 per cent of total world
trade in manufactures. In 1981, bilateral
limitations or other forms of restraints were
introduced on Japanese exports to several
industrial countries, including the United
States, that together account for two thirds
of Japan's exports of automobiles. Combined with previous restrictions, the measures now affect virtually all Japanese
exports of automobiles to industrial countries. The spread of protection in this important sector is symptomatic of the problems of structural adjustment in the industrial countries.
International trade in iron and steel accounts for 4 per cent of world trade and has Agricultural trade policies
been growing relatively rapidly despite reIn the agricultural sector, the major
strictions imposed periodically by one or trading nations pursue the following objecmore industrial countries since the 1960s. tives in varying degrees, though they are
Since early 1981, pressures for protection not necessarily mutually consistent: selfhave remained high. In October last year, a sufficiency or security of supplies in food;
new restraint arrangement covering the Eu- parity or fair income for the domestic farm
ropean Community's steel exports to the sector; market stabilization; and reasonable
United States was concluded. Given the prices to the consumer. In addition, agripersistence of trade and adjustment prob- cultural policies also take account of social,
lems in this sector and the increasing in- regional development, environmental, and
roads that competitive developing country health considerations. Agricultural producsuppliers have recently made in the mar- tion is inherently subject to the vagaries of
kets of the industrial countries, it would the weather, which can bring about sharp
not be surprising if suggestions for nego- variations in supplies. These factors, comtiating still wider restrictions on steel con- bined with generally low short-term detinued to surface from time to time.
mand and supply price elasticities, tend to
Trade restrictions in the textile and produce relatively wide price fluctuations.
clothing sector, which constitutes about 5
International trade policy in the agriculper cent of world trade, also raise difficult tural sector is often designed to achieve the
issues of trade policy. In December 1981, main objective of income support for dothe Multifiber Arrangement, which autho- mestic farmers through a variety of mearizes importing countries to restrict imports sures, including import quotas, tariffs,
from individual exporting countries, was variable import levies, and export subextended by a protocol of extension to July sidies, and is often designed to mitigate the
1986 (MFA HI). Although it is still too early extent of market fluctuations. Market deFinance & Development / March 1983
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velopments are also related to policies on
food security and food aid, and they are
influenced by preferential access commitments undertaken by some industrial
countries. In addition, international agreements exist for sugar, dairy products,
grains, and meat, but only the sugar and
dairy products agreements contain pricing
and other economic provisions.
The Fund's study focused on the five
principal agricultural commodities produced in temperate zones—dairy products,

porting countries for the commodities concerned. For the United States, the ratios
have generally remained, or have come
down to, around or below unity.
Although trade policies and market conditions for each of the main temperate zone
products differ, a broad generalization that
emerges from the survey of agriculture is
that national policies have given an unequivocal priority to the achievement of domestic social and political objectives, to the
detriment of trade liberalization. In the few

World production and exports, 1963-81
1963

1973

1975

1977

1979

1980

1961

In per cent

Growth of world
commodity output

8.7

5.4

-1.1

4.6

2.8

1.4

1.3

In billions of current U.S.dollars

World exports
Of which
Agricultural products
Minerals1
Manufactures
Growth of volume of
world exports

574

154

873

1,125

1 635

1,985

1,970

In per cent of world exports

29.2
16.9
53.2

21.1
16.7
60.5

17.2
23.7
57.4

7.1

11.1

-2.9

16.7
23.6
57.6

16.0
24.5
57.8

15.0
28.5
55.2

5.6

1.7

14.7
27.4
56.1

In per cent

4.3

—

Source: LiAl I , Internationa/ Trade 1981/82.
— Indicates zero.
'Including fuels and nonferrous metals.

fats and oils, grains, meats, and sugar.
While the specific means of protection vary
from product to product, virtually all major
industrial countries protect their domestic
agricultural sectors to a considerable extent. In the fats and oils sector, protection
is relatively low. In the other sectors, high
domestic price supports often encourage
production that cannot be absorbed at prevailing prices; this obliges the disposal of
stocks in international markets, displacing
more efficient producers.
An indication of the extent to which industrial countries' agricultural sectors are
insulated is given by the generally low ratio
of international trade to global production.
This insulation of domestic markets produces a considerable divergence in domestic wholesale prices among countries. A
comparison of nominal protection coefficients, that is, the ratio of domestic wholesale to "international" price, for selected
agricultural commodities in the three major
industrial areas—the European Community, Japan, and the United States—is
illustrative of the degree of agricultural protection, although subject to the many qualifications outlined in the study on which
this article is based. The nominal protection
coefficients are well above unity, reflecting
positive protection, in both the European
Community and Japan, the major im4

products where international trade has remained relatively free, such as cereal substitutes, the liberal stance of policies is increasingly in jeopardy. Long-term trade
agreements that involve elements of market organization could become increasingly
important in the future. Currently, such
agreements reportedly cover principally
grains (accounting for at least 15 per cent of
international grain trade), beef, soybeans,
and dairy products.
The economic effects of agricultural protection can take the form of overproduction
and underconsumption of agricultural output in the protecting country, as well as
distortions in the allocation of resources between agriculture and other sectors. Large
exportable surpluses may develop that may
be disposed of in the international market
through export subsidization, imposing
costs on consumers or taxpayers in the protecting country and on efficient producers
abroad.
According to some studies, including a
recent report by the OECD Secretariat, reform of agricultural policies might not provoke the massive structural dislocations
that are sometimes feared. Moreover, even
a relatively small reduction in surpluses in
the traditional importing countries would
bring about a significant improvement in
conditions of access for the traditionally ef-

ficient suppliers of agricultural products
such as dairy products and meat. In spite of
the somewhat higher rate of growth of
world agricultural trade since 1973, the proportion of total production entering trade is
still generally small. More open agricultural
trade policies may reduce market instability
and possibly raise the average level of free
international market prices for certain commodities, while lowering high consumer
prices in certain countries. Even so, the establishment of more liberal international
trading conditions in agriculture is still not
generally accepted as a priority. In the absence of new policy initiatives to promote
reform of agricultural trade policies, an intensification of restrictions through a proliferation of bilateral arrangements cannot be
ruled out; this would pose serious consequences for efficient producers.

Implications for LDCs
In the aggregate, non-oil developing
countries' exports have since 1973 grown
rather well, but within this group there
have been wide disparities in export performance. Non-oil developing countries'
export performance and growth rates depend on a number of factors in addition to
the stance of trade policies in the industrial
countries. Among such factors, analyzed in
a recent study by Goldstein and Khan (Effects of Slowdown in Industrial Countries on
Growth in Non-Oil Developing Countries, IMF
Occasional Paper No. 12), are the rate of
economic growth of the industrial countries; the stance and general orientation of
the developing countries' own economic
policies (including their trade policies,
which are not discussed here); the scope of
demand and production linkages between
their export and domestic sectors; and the
quantity and efficiency of physical and financial capital available in these countries.
The observed variations in the developing
countries' export and growth performance
must therefore be assessed with reference
to the sensitivity of their existing production and trade patterns to the interaction of
these factors. In the past three years, in
particular, the impact of the economic
slowdown in industrial countries on the export performance of many developing
countries has been marked.
Although there are obvious and important differences in export and growth performance among the developing countries,
there is little doubt that protectionism in
the major trading nations has hampered
developing countries' efforts to specialize
in production in accordance with their
comparative advantage. The MTN mostfavored-nation tariff reductions on industrial products exported by developing
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countries were, on average, less deep
than the overall cut. Tariff escalation—increasing nominal protection by stage of
processing—on products of export interest
to developing countries remains a problem,
and it has received increased attention recently in the GATT and elsewhere. The incidence of nontariff barriers is frequently
higher in sectors where developing countries have a comparative advantage; the imposition of nontariff barriers on agricultural
commodities produced in both industrial

the GATT. Attempts to apply this clause
have, however, generated trade frictions,
and the precise criteria for what constitutes
"development" and "improvement in
trade situation" are—and probably will remain—controversial issues. If successful
efforts by more advanced developing countries to pursue export-oriented development strategies are frustrated by selective
protection, export diversification of other
developing countries and their greater integration in the world economy may well be

necessitate or validate restrictions or perpetuate trade distortions, longer-term investment planning becomes more uncertain. This can occur even if individual trade
restrictions are not directed specifically at
imports from developing countries.
Several developing countries, including
some newly industrializing ones, have recently begun to rationalize and simplify
their import regimes, as well as to reduce
import restrictions and their reliance on export subsidies. These efforts would be

GATT ministerial meeting
The Genera! Agreement on Tariffs and Trade (GATT) establishes the
economic, legal, and institutional framework for the conduct of world
trade. Asa result of successive rounds of trade negotiations conducted
under GATT auspices, tariff barriers to trade in manufactures are
relatively low. Because of the rise in protectionist pressures and restrictive actions in recent years, the GATT CONTRACTING PARTIES
held a meeting at ministerial level—the first since 1973—in Geneva in
November 1982 to assess the functioning of the multilateral trading
system and to agree on its direction for the coming years. The results
of the GATT meeting are embodied in a wide-ranging Ministerial
Declaration. In it, the Ministers recognized that "protectionist
pressures on governments have multiplied, disregard of GATT disciplines has increased, and certain shortcomings of the GATT system
have been accentuated," and they resolved to overcome these threats to
the system.
A key element of the 16-page Ministerial Declaration is the undertaking by CONTRACTING PARTIES "to make determined efforts to
ensure that trade policies and measures are consistent with GATT
principles and rules, and to resist protectionist pressures in the formulation of national trade policy and in proposing legislation." Ministers
also undertook "to refrain from taking or maintaining any measures
inconsistent with GATT and to make determined efforts to avoid
measures which would limit or distort international trade." In addition, a detailed work program to be pursued under GATT auspices was
agreed.
Both the President of the World Bank, A. W. Clausen, and the
Managing Director of the Fund, Jacques de Larosiere, speaking on the
first day of the meeting, issued strong warnings about the dangers of

and developing countries is widespread;
and in textiles and clothing, restrictions are
applied to exports from developing countries, while those from other countries that
account for a significant portion of world
export are generally unrestricted.
During the MTN and subsequently, considerable controversy has arisen on the
concept of "graduation." The enabling
clause agreed in the MTN states that, with
the progressive development in their economies and improvement in their trade
situation, developing countries would be
expected to participate more fully in the
framework of rights and obligations under

protectionism. Mr. Clausen made three points: • ".. .free and expanding trade is crucial for Third World development." • "... it is
needed urgently now to help some developing countries overcome their
debt problems." And, • "... in order to liberalize commerce... we
need to overcome a fundamental weakness in decisionmaking about
trade: National and international procedures... are one-sidedly sensitive to interest groups that stand to lose from international competition."
Liberal trade, he stressed "can help us escape from the stop-and-go
between recession and inflation that has hamstrung the world economy
in recent years. Free trade fosters growth—and therefore jobs and
higher incomes—-and, at the same time, it tends to restrain inflation.
The benefits that a nation gains from trade are more than enough to
cover the costs.. .."
Making the point that the "smooth operation of the international
financial system and the efficient working of the adjustment process are dependent upon the maintenance of open trade policies,"
Mr. de Larosiire emphasized the dangers of protectionism. In the
immediate future, "It is absolutely essential that debtor countries'
access to world markets is not restricted if they are to be in a position
to service their external debt." For the longer term, he stressed three
pervasive consequences of protection: it obstructs the adjustment process, impeding the optimal utilization of resources; it endangers the
whole outward-looking strategy that has fostered postwar development; and it threatens the prospects for medium-term recovery in the
world economy. "The Fund," he said, "has a vital interest in preserving the open trading system. It also has an important role to play
in supporting that objective... through the exercise of surveillance
and through its financing in support of adjustment programs."

hindered. Inward-looking bilateral and regional approaches to trade policy could be
encouraged, and these would be contrary
to the interests of all countries.
The existing structure of protection and
the tendency of major trading nations to
approach trade issues on a bilateral or sectoral basis also have detrimental effects on
developing countries' longer-term prospects for increasing exports. Even in sectors where access to major markets is relatively liberal, these approaches generate
uncertainty about future continued access.
If major trading nations avoid pressures for
structural change by applying policies that

greatly discouraged if it appeared that
open, multilateral approaches to trade
problems were to be abandoned by the major trading nations. Experience indicates
that when restrictions, such as those in the
agricultural and textile and clothing sectors, become entrenched, the relatively
smaller trading nations are obliged to seek
the best possible accommodation of their
commercial interests in order to avoid the
loss of markets. This further weakens the
basis for the pursuit of more fundamental
liberalization or reform of trade policies deriving from multilateral rules of general
application.
HD
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Capital utilization in manufacturing

The optimum utilization of
capital in developing countries
is an important but complex
aspect of development strategy.

Helen Hughes

Most countries use only a small proportion
of the capital invested in manufacturing (in
the form of buildings and equipment) at
full capacity. Even though interest must be
paid on that capital stock (at least notionally), often the only plants that operate
continuously involve processes such as
petrochemicals and iron and steel that cannot be shut down without very high costs.
The reasons for this "waste" are obvious
in high-income countries. Workers and
managers do not like to work in the early
morning, late afternoon, at night, on weekends, or on holidays, and society can afford
the cost of such preferences, which are expressed as premiums for work outside regular hours. However, in developing countries, the failure to utilize capital around
the clock is a luxury that can ill be afforded.
A few rapidly developing economies, such
as Hong Kong, have a very high level of
capital utilization; studies conducted in the
1960s and early 1970s in several less industrialized countries, however, estimated
that manufacturers used their buildings
and equipment for only about 15 per cent of
the year. It was generally believed that such
percentages were extremely and unnecessarily low, and that higher levels of utiliza6

tion would increase the productivity of capital. Further, by doubling or trebling the
number of shifts worked, higher levels of
capital utilization would also enable new
employment to be increased without additional investment.
To arrive at policy recommendations to
bridge the gap between utilization levels
that are appropriate and those that exist in
different countries, a World Bank study
found that levels of capital utilization were,
on average, higher than expected but still
reflected considerable underutilization. In
most cases, the actual level was intended
and was rational, given domestic policies
and costs; distorted domestic policies and
costs were the main reasons for this apparently "inefficient" use of capital in each
country studied. Eliminating a variety of
policy distortions is thus necessary to
achieve "optimum" levels of capital utilization for particular countries at particular
stages of development.
The study
Manufacturing enterprises in four countries were selected for the comparative
study—Colombia, Israel, Malaysia, and the
Philippines. All four were at a relatively
advanced stage of development, although
differences in natural endowments, in the
size of the domestic market, and particularly in policies meant that manufacturing
played a somewhat different role in each.
The management of between 350 to 400
firms were interviewed in each country, so
that the overall results were based on a
sample of about 1,700 firms. Questionnaires were designed to identify the proportion of time a plant had operated during
the year of the survey and to provide information on the determinants of capital
utilization.

The measurement of capital utilization
proved very complex. The low estimates
derived from earlier studies had been
based on electricity utilization. As a result,
actual utilization was consistently undervalued; in Israel and the Philippines in
1972-73, for instance, average electricity
utilization was 15 per cent and 18 per cent
respectively, while average capital utilization (weighted by capital) was 43 per cent
and 61 per cent. Likewise, the number of
shifts worked turned out to be a poor indicator, as many plants extended their hours
of operation by working more than eight
hours a shift and by weekend work, as well
as by multiple shifts. Manufacturers also
tended to operate the capital-intensive
sections of their plants intensively—frequently at three shifts a day, seven days a
week—but operated the more laborintensive sections on a one-shift basis. The
high level operations of the capitalintensive parts of a plant were usually not
reported. This meant that capital utilization could not always be increased simply
by increasing the number of shifts worked
in the rest of the plant. Increasing shift
work usually also requires additional
investment.
The measure used in the study was
therefore the amount of time machinery
and buildings were in use as a proportion
of the time they could be used (the latter
being 24 hours a day or 8,760 hours a year).
This article is based on a comparative study of
capital utilization in Colombia, lsradt Malaysia
and the Philippines m Capital Utilization in
Manufacturing by Romeo M. Bautista, Helen
Hughes, David Vim, David Morawetz, and
Francisco Thomm (Oxford University Press for
the World Bank, 1981).
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Development, manufacturing, and capital utilization
In Colombia, Israel, Malaysia, and the Philippines, 1960-78
Population (in millions)
GNP per capita (in U.S. dollars)
Real GNP per capita growth
(in per cent)
Value added in manufacturing as percentage of GNP (in current prices)
Real growth in value added in
manufacturing (in per cent)
Manufacturing exports as share of
total merchandise exports
(in per cent)2
Capital utilization weighted by
capital (in per cent)

Years

Colombia

1978
1978

25.6

1960-78

1978

3.7

Malaysia

13.3

Philippines

45.6

900.0

4,150.0

1,150.0

530.0

2.9

4.2

3.9

2.6

19.0

1960-78

Israel

6.7

18.01

18.0

4.0

12.4

24.0
7.0

1977

19.0

80.0

17.0

25.0

1972-73

79.0

43.0

71.0

61.0

Source: Bautista et al, Capital Utilization in Manufacturing, p. 5.
'Includes mining.
Includes Standard International Trade Classification (SITC) categories 5 through 8, minus division 68.

According to this measure, for instance, if
capital is used for one eight-hour shift a
day, five days a week, fifty-two weeks a
year, it would be operating at 24 per cent of
capacity.
The findings
Even allowing for the peak in economic
activity that was taking place in the selected
countries in 1972-73 when the survey was
carried out, it was surprising to find that
utilization levels were substantially higher
than previous studies had indicated. During the year covered by the study, capital
was in use for 43 per cent of the time it
could be in Israel, 61 per cent in the Philippines, 71 per cent in Malaysia, and 79 per
cent in Colombia (see the table). These
orders of magnitude were supported by
subsequent research in the other developing countries. (These average figures, of
course, gloss over the considerable range in
the level of the capital utilization among
and within the various branches of manufacturing, and, indeed, among individual
firms in the same sector of industry, and
therefore have to be used with great
caution.)
The principal hypothesis confirmed by
the study was that the less than 100 per
cent levels of capital utilization were in-

tentional, even in the peaks of business
cycles, except for continuous processes.
(Only in Israel did actual use fall below intended levels of utilization: this was because labor shortages made second shifts
difficult to mount.)
There seemed to be no simple correlation
between the level of development and capital utilization. The country with the highest per capita income, Israel, had the lowest
capital utilization. Colombia, with the second lowest per capita income, had the
highest capital utilization. This confirms
the findings of other studies and reflects
the fact that capital utilization levels depend to a large degree on the appropriateness of economic policies. Capital utilization, moreover, should be viewed not in
isolation from, but in relation to, the other
factors of production, notably labor and
management. For example, it was found
that high capital utilization was not necessarily optimal for development, as it often
meant unduly low employment. To achieve
rapid growth, it is total factor utilization
that must be optimized.
Main determinants of utilization
Identifying the determinants of capital
utilization was tantamount to choosing a
path through a minefield of theories, data

measurement difficulties, and econometric
options. The determinants are so intricate,
subtle, and overlapping that all types of
applied economic analysis leave something
to be desired. The initial decisions of a firm
on products and production techniques,
location, the intended level of utilization,
and subsequent expansion are all interconnected. The resulting levels of utilization largely reflect those planning decisions, but unexpected changes in demand
and supply conditions can also affect them.
Nevertheless, despite the variations between countries and between industries
within countries, some consistent determinants of the levels of utilization did
emerge. They relate to the following:
• The capital-labor intensity of production;
• Economies of scale;
• Fluctuations in the demand and supply of inputs or outputs;
• Effects inadvertently caused by policies that have other objectives;
• Forms of industrial organization; and
• Infrastructural and noneconomic factors.
Some of these will be discussed in detail.
The capital/labor ratio emerged as one of
the two principal determinants of utilization in each country and in the crosscountry regressions over the long run.
Capital-intensive industries, plants, and
parts of plants tended to operate relatively
long hours, implying that the larger the
capital cost, the more responsive manufacturers were to the incentive to economize. Labor-intensive processes, in contrast, often had low capital utilization rates
to avoid the payment of the higher costs of
night and weekend shifts. Since continuous process industries, which are usually
also highly capital intensive, have very
high stop-and-start costs, such industries
as steel and chemicals tended to be in operation all the time. Of the 347 manufacturing
enterprises surveyed in Colombia, for instance, the 8 plants that reported full capacity utilization were all producing industrial
chemicals and petrochemicals, glass, iron,
and steel. The plants with low utilization,
on the other hand, tended to be relatively
labor-intensive export industries or proFinance & Development /March 1983
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ducers for a limited but highly protected
domestic market.
The question arises on the reasons a
manufacturer would have to choose a relatively more capital-intensive process in a
developing country. The impact of relative
capital and labor costs on the choice of
product and production techniques proved
to be critical in determining the level of capital utilization. If capital was cheap relative
to labor, capital-intensive technologies
were likely to be chosen. Thus, in Israel,
subsidized credit, low tariffs on imported
machinery, and the overvaluation of the exchange rate caused the cost of capital goods
to be unduly low. This led to a shift toward
more capital-intensive techniques of production than would otherwise have been
the case. Moreover, sectoral patterns of
manufacturing investment were influenced
by government allocations of financial resources to particular enterprises at low interest rates. Equally, a high price of capital
relative to labor was expected to encourage
existing plants to expand by increasing the
hours worked rather than by purchasing
extra machines. The cost of borrowing to
finance capital expansion had to be
weighed against the cost of hiring labor for
additional shifts.
The scale of production typically affects
utilization in two ways. Some production
processes are "indivisible"; they have, for
engineering reasons, a single most efficient
size. Such indivisibilities may result in the
underutilization of some pieces of equipment, such as printing machinery that
makes labels for a food canning plant; once
the requirements for a given period have
been met, the equipment becomes idle. On
the other hand, a small plant cannot install
only half the smallest available steamboiler
or furnace to correspond to its need.
The existence of economies of scale thus
implies that smaller firms will generally
have low levels of capital utilization. A producer may also decide to overbuild plant
capacity because the cost of built-in excess
capacity lying idle is less than the lack of
economies of scale. (This is especially likely
if there is some expectation of expanding
production in the future.) Hence, largescale plants will tend to utilize capital more
fully than small-scale ones. The study confirmed these assumptions.
The indivisibilities of entrepreneurship
and management were also important. An
owner-managed plant rarely operates more
than one shift (albeit a "stretched" one that
may last 12 or even 14 hours) because hiring a supervisor for a second or third shift
would raise costs disproportionately. Further, the owner, besides being plant supervisor, generally performs the functions of
finance officer, sales manager, and so on;
8

and a night supervisor typically could not
carry out these daytime functions. A larger
plant, on the contrary, is able to specialize
the services of supervisors more, making
the operation of second and third shifts relatively less expensive.
Daily or seasonal fluctuations in the supply of inputs were also sources of capital
idleness. Bakeries geared to supplying
fresh bread early in the morning tended to
be idle the rest of the day. The strongest
seasonal demand factor was noted in Colombia, where the Christmas buying season, fortified by wage and salary bonuses,
created a very high seasonal peak in December. Off-peak utilization rates were correspondingly low. High short-term interest
rates for working capital, compared with
those for fixed capital, limited off-season
stockpiling. In agricultural processing, utilization levels depended on the length of
the season and the perishability of the inputs, and whether the plant had alternative
uses. In general, operations producing
perishable goods had lower utilization than
others. If output can only be stored for a
short time, producers will adjust utilization
to respond to short-term fluctuations in demand. In Israel, however, capacity utilization in plants producing perishable products was 7 percentage points higher than in
other plants. The reason was that the products—newspapers, bread, meat, milk, and
other food goods—were mainly produced
at night to be ready for sale the next morning. But the managers were able to find a
way to use the plant during the day as well,
using cheaper labor.
Shift, weekend, and public holiday premiums represented rhythms in the working day, week, and year. The higher the
overtime and shift work premiums, the
lower the level of capital utilization tended
to be. Problems were encountered in measuring wage premiums, but it seems that
these premiums were less important as deterrents to high capital utilization in developing than in industrial countries.
Helen Hughes
an Australian, studied at
Melbourne University and
at the London School of
Economics. She was an
economic consultant for
Australian mining and
manufacturing firms, and
also taught at the
Universities of New South
Wales and Queensland,
and at the Australian National University. She has
been at the World Bank since 1969 and is at present
Director of the Economic Analysis and Projections
Department.

Although policies such as those favoring
capital intensity may be misguided, their
effects turn out largely as intended. However, in some cases, policies also have
wholly unintended impacts on capital utilization. Where "capacity in existence" was
used as a criterion for granting import or
production licenses, for instance, it became
profitable for entrepreneurs to invest in excess manufacturing capacity so that a
monopoly of inputs or production could be
obtained. This was the case with flour milling in Colombia, and similar experience
has been observed in many other countries, including India and Pakistan. In social terms, the result was capital wastage
because of large-scale planned capital
idleness.
A high level of capital utilization requires
working capital to finance raw materials,
wages, and so on. But in the repressed capital markets that are common in many developing countries, the cost of working
capital is usually very high, much higher
than that of long-term capital for investment. As a result, when their markets
expand, manufacturers buy additional
equipment rather than mounting extra
shifts, thus creating a bias in favor of a
lower utilization of capital. In the interviews in the Philippines and Colombia, this
problem was emphasized, and it was also
found to exist in other Latin American
countries.
In sum, the more distorted manpower,
capital, and taxation policies are, the lower
the level of capital utilization will be. Further, while trade policy distortions may not
necessarily lead to low capital utilization, it
seems that low protection and high export
levels do lead to a relatively high utilization
of the most plentiful factor of production in
these countries—labor.
Policy implications
Theory offers no single conclusion that
can be drawn about the relationship between the levels of capital utilization and
development. Rather, the relationship
changes over time. In the early stages of
industrial development, when capital is
scarce and labor ample, small-scale operations, management difficulties, and limited social infrastructure are likely to keep
capital utilization at low levels in all but
those processes in which technology dictates high capital intensity and continuous
processing. As development progresses, it
brings improvements in management and
increases in the scale of production, particularly in such infrastructural facilities as
transport. In semi-industrial countries,
capital utilization generally rises to peak
levels when production, trade, and employment in manufacturing are growing
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most rapidly. If appropriate policies are being implemented in developing counpursued, both labor and capital utilization tries. In many countries, the price of capital
will tend to be very high. In time, however, to manufacturers is lower than its cost to
the trend toward high factor utilization will society in terms of the lost employment opbe offset as workers' preferences change: as portunities it represents. Reducing tariffs
full employment is approached, higher on imported capital equipment, while
premiums must be paid to compensate tariffs on finished goods remain high, enpeople for working extra shifts and week- courages the choice of capital-intensive
products and production techniques. This
ends. Capital utilization then drops.
Thus, while raising the utilization of results in relatively high levels of capital
capital and increasing employment are utilization but can also lead to lower levels
interconnected and to some extent comple- of employment than might otherwise prementary objectives, at low levels of devel- vail. Subsidies to capital have a similar efopment they may also be competitive. In fect, whether provided directly or through
most developing countries, the optimum reduced interest charges. Moving the price
combination and utilization of both at suc- of capital closer to its true social cost in
cessive levels of development requires con- countries with urgent employment needs
encourages a more labor-intensive and
siderable sophistication in policymaking.
When making policy with respect to utili- smaller-scale structure of manufacturing. If
zation levels, it is also important to take a scarcity of managerial skills and social facinto account social attitudes. Industrial tors militates against shift work, the initial
countries had a sharp, and in many in- result is usually increased employment but
stances permanent, increase in shift work with lower levels of capital utilization.
during World War II, mainly as a result of However, in time, as management gains
exhortation to entrepreneurs and workers experience and the scale of production into back the war effort by round-the-clock creases with economic development (and
shifts. In many developing countries it with export growth), this trend is reversed.
Other considerations are-.
would pay to promote higher capital utili• If the cost of working capital is high
zation as a social goal by similar "jawboning." Still, exhortation is of limited relative to that of long-term borrowing, revalue if existing policies lead to price dis- moving interest rate distortions increases
tortions that make high utilization levels capital utilization.
• In those developing countries where
unprofitable for private firms.
Several conclusions can be drawn on the wage premiums for night shifts appear to
basis of this study regarding actual policies be too high to reflect workers'—or social—

Changing
your
address?
In order for us to
change your address,
please return the
mailing label from
this copy of
the magazine.
If you cannot find
the mailing label,
you must send us
both your previous
address and your
new address.

Change
of
address
form

priorities, reduced shift premiums will lead
to higher employment.
• Tax policies may also be used to improve utilization levels. Corporate tax
structures tying depreciation rates to utilization levels may be a direct incentive as
well as a useful educational tool in increasing capital utilization.
• Direct controls generally have unforeseen side effects and should be avoided
where possible. Controls that tie "capacity" to import quotas or production licenses
should particularly be avoided.
• Measures encouraging the development of management skills can be helpful.
Clearly, where inadequate infrastructure
inhibits shift work, improving public transport and safety will raise utilization levels.
Finally, taking remedial measures in a coherent framework aimed at increasing capital utilization will be more effective than
undertaking them ad hoc.
It is evident that a wide range of macroeconomic policies, together with direct controls, contributes to the price distortions
that lead to low utilization. As such, there
is no single policy solution to the problem.
While the changes in the particular policies
outlined above are considered the principal
ones needed to improve capital and labor
utilization, optimal utilization of the factors
of production will only result from a totality of "good" policies. Unfortunately, this
means that optimal utilization is likely to
come about only slowly.
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Toward a more orderly
exchange rate system
Ways of reducing fluctuations
include more stable and
credible domestic policies,
greater intervention in foreign
exchange markets, and, under
certain conditions, the formation
of currency blocs.
Jacques R. Artus
There is, at present, a widespread feeling
of dissatisfaction with the exchange rate
system born out of the 1971-73 crisis, in
particular because of the large movements
of floating exchange rates. These movements have often exceeded 30 per cent over
a period of two to three years, a variability
much greater than the variability of the
relative national price levels (see chart).
Some contend that such extremely large
differences between exchange rate movements and prices were justified—by
changes in international comparative advantage, by the underlying determinants of
domestic saving and investment, or simply
by the stickiness of domestic prices. But it
is difficult to accept these views; structural
factors cannot have changed so much, so
fast, and so frequently, and exchange rates
have been much more variable than relative
money stocks, which are not subject to any
stickiness problem.
Reasons for this instability give grounds
for concern. The first reason is that an unanticipated disturbance affecting the supply or the demand for money tends to have
a larger initial effect on the exchange rate
than is ultimately necessary to offset the
effect on relative national price levels. That
is, the exchange rate "overshoots." An unanticipated reduction in money growth, for
example, is followed by an initial period
during which prices keep rising as fast as
before because of built-in rigidities in the
goods and labor markets. The ratio of available money to nominal income declines
and the real interest rate rises. The exchange rate then has to appreciate to offset
the favorable international differential in
real interest rates and the time these are
expected to persist.
When the overshooting related to the
interest-rate effect was first emphasized

10

(Dornbusch, 1976), it was thought to account for small and brief changes in the
exchange rate as monetary shocks were
supposed to have only small and brief effects on real interest rates. Now, data on
short-term real interest rates suggest that a
major monetary contraction may cause
short-term real rates to rise by as much as
5 percentage points and that the effect may
last for several years. As an illustration, a 5
percentage point increase in the short-term
real interest rate expected to last for three
years should cause an initial exchange-rate
overshooting of 15 per cent.
A second reason for the instability is that
an unanticipated disturbance that affects
the current account balance also tends to
have an initial effect on the exchange rate
that exceeds the ultimate change. For example, an adverse change in the terms of
trade will lead to a worsening of the current
account and a period of adjustment during
which private wealth is shifted from domestic residents to nonresidents. These
nonresidents have to be compensated for
the exchange and political risks of holding
the weakening currency and will bid down
the exchange rate to a level that is below the
one expected to prevail in the longer run. It
is difficult to assess the size of the overshooting arising from a current account imbalance, but there is evidence that even a
small international transfer of private
wealth may at times imply a significant depreciation of the currency. This is particularly the case when the share of assets denominated in this currency in the portfolios
of nonresidents is small.
The third reason for longer-run instability is that the future is highly uncertain.
The size of overshooting from unanticipated disturbances on the real interest rate,
or on the current account, is related to the
expected duration of their effects, which, in
practice, are extremely difficult to forecast.
Forecasts are therefore revised on the basis
of current developments, and these revisions lead to exchange rate movements.
Such uncertainty also leads to indeterminate expected long-run equilibrium exchange rates. Private market participants
have fairly limited information on what underlying economic conditions are going to
be a few years ahead and change their
views frequently. This is particularly true at
present, as it has been during most of the
1970s, because practically all industrial

countries are engaged in efforts to reduce
stagflation, efforts whose ultimate success
is highly uncertain. In addition, national
authorities are at times directly responsible
for exchange rate swings because they let
economic conditions and expectations deteriorate gradually to a point where the exchange rate has been pushed so far that
they feel obliged to shift suddenly to a policy of strict monetary restraint.
Nevertheless, over the past ten years, relative gross national product deflators or
relative money stocks in the three main
industrial countries—the United States,
Japan, and the Federal Republic of Germany—have often followed relatively regular trends with fluctuations of limited
amplitude. It is difficult to see why such
trends would lead to wild gyrations in expectations, unless political factors were as
important as economic factors in affecting
exchange rate expectations, in part because
they affected the perceived riskiness of the
physical assets located in, or the financial
assets issued by, the various countries.
These influences on long-run instability
have nothing to do with market inefficiencies. Indeed, the view is that because exchange rates reflect all available information, they often tend to overshoot and to
vary considerably from year to year.
Whether it should also be recognized that,
at times, private market participants are
victims of speculative crazes or other
"bandwagon forms" of behavior is more
controversial. It seems that there is no scientific way to prove or to disprove the existence of such forms of behavior. For example, one may find it difficult to believe that
the change in the outlook for underlying
economic and political conditions in the
United States and the Federal Republic of
Germany from January 1980 to August 1981
was so large that it justified a 54 per cent
appreciation of the U.S. dollar vis-a-vis the
deutsche mark in real terms. But that is a
matter of judgment. Possibly the information available in January 1980 suggested
that the United States was on the verge of
runaway inflation. Possibly the information available in August 1981 suggested
that the situation in Eastern Europe was on
the verge of dealing a deadly blow to the
German financial system. Neither explanation seems plausible, but it cannot be
proved that they were inconsistent with the
information available at the time.
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Bilateral exchange rates, relative prices, money stocks, arid relative current account positions, 1973-811
Germany vis-a-vis United States

Source: IMF, International Financial Statistics.

Japan vis-a-vis United States

Note: Indices 1973-81 = 100.

The costs of instability
The static welfare loss from exchange
rates that are out of line with long-run
needs is probably small. From a welfare
standpoint, far more important are the actual costs of moving resources. Given existing rigidities in goods and labor markets,
such shifts will lead to transitional unemployment of both labor and capital, and
perhaps also to a permanent loss of resources as some workers are forced to go
into early retirement and some capital
equipment is scrapped. There may also be
inflation when the industries that start to
expand bid for the necessary resources.
These sectoral shifts, with the accompanying loss of resources, can be on a fairly large
scale. Fluctuations in nominal and real exchange rates of 30 per cent or more in two
or three years have been frequent. Such
fluctuations can have major effects on the
structure of production. (See the table for
estimates of the effects of a 30 per cent
appreciation.)

Japan vis-a-vis Germany

'The bilateral real exchange rate is calculated as the bilateral nominal exchange rate (period
average) adjusted for changes in GNP deflators expressed in local currencies. The data on
relative prices also refer to the GNP deflators. The data on money stocks refer to M2 (average
of end of month series). The relative export/import ratios refer to goods and services. All data
except for bilateral exchange rates are seasonally adjusted.

Effects of a 30 per cent appreciation of the effective exchange rate1
(In per cent)

France

Export volume
Semi-finished manufactures
Finished manufactures
Other goods
Import volume
Semi-finished manufactures
Finished manufactures
Other goods
Terms of trade
Volume of production
Semi-finished manufactures
Finished manufactures
Other tradable goods
Nontradable goods
Prices
Consumption deflator
GNP deflator

Germany

United
Kingdom

Japan

United
States

.
I

-16.5
-22.4
-14.1
15.6
24.3

-13.7
-17.8
-9.1
15.4
24.7

4.0

4.9

11.3

10.4

-7.2
-12.5
-5.0

-23.0
-31.1
-23.5

-26.4
-31.5
-18.2

17.9

20.1
33.3

4.2
8.0

3.3

6.3

15.0

14.2

8.0

27.2
30.4

j
i

-10.3
-7.2
-3.2

-9.6
-9.5
-2.1

3.2

5.8

-16.2
-6.8

-15.2
-6.5

-10.1
-7.6
-1.1
3.3

-18.8
-8.0

-6.8
-7.7
-6.4
3.5

-9.6
-4.1

-1.8
-6.3
-4.3
1.5

-10.1
-4.6

!

'The estimates presented here are derived from the Fund's Multilateral Exchange Rate Model (see Artus and McGuirk
(1981)). They refer to medium-term effects (three to four years) of an appreciation of the exchange rate over and above the
exchange rate change corresponding to the differential in underlying rates of inflation. In the simulations used to derive these
estimates, the level of real GNP is constrained to remain unchanged in order to focus attention on the effects of the
appreciation on the structure of the economy.
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Another source of concern is that the uncertainty concerning longer-run changes in
real exchange rates that is generated by the
type of instability considered here may lead
to a shift of resources away from the more
exposed traded-goods sectors. The consequences may be slower growth of foreign
trade, a weaker competitive climate, and
decreased incentives for growth and productivity. Such consequences are quite
complex and difficult to measure. The main
problem is that this uncertainty cannot be
easily hedged in the forward markets.
Other forms of hedging have to be used,
and some of them may be quite costly in
terms of resource allocation. Firms may, for
example, set up separate production units
in each of their major national markets to
minimize the risk of sudden movements in
the ratio between costs and product prices.
They may also try to decrease their net risk
position by importing more from countries
to which they are exporting, or by exporting more to the countries from which they
are importing.
As a result, the decrease in the volume of
international trade could be small, but the
move away from a full exploitation of comparative advantage could be quite significant. Similarly, even if the level of foreign
direct investment is sustained, resource
allocation may be impaired by excessive
diversification of production units among
countries. More relevant in the present
context is that, if investors are risk-averse,
an increase in exchange rate uncertainty
should, in itself, generate a decrease in the
amount of savings transferred among
countries. There could also be a fragmentation of the international capital markets,
so that the comparative advantage of each
market over different types of transactions
and maturities could not be fully exploited.
The econometric evidence available thus far
casts little, if any, light on the issues concerning the effects of exchange rate uncertainty, particularly on long-term international capital flows. Available surveys of
how businesses view exchange rate developments are also inconclusive on these
points.
A further cost of exchange rate instability
is that it can make it more difficult for the
authorities to achieve stable domestic economic conditions. One reason is that, as
discussed above, a disturbance in a major
country may push its exchange rate to overshoot because of its effects on real interest
rates and the current balance. The overshooting will present authorities in trading
partners with a dilemma: to accept the
changes in their exchange rates, with their
accompanying effects on domestic costs
and prices, or to change their monetary
12

policies. Both alternatives may be ex- restraint in the main reflects the failure of
prices and nominal factor incomes to adjust
tremely costly.
To be fair, exchange rate instability in an quickly to changes in monetary policies, as
inflationary world has certain advantages. well as to changes in supply and demand in
It favors authorities that are inclined to fol- the goods and labor markets. There are
low a policy of monetary restraint, because only two ways to facilitate the decline in
the appreciation of their exchange rates will inflation and reduce overshooting: (1) to
help the domestic fight against inflation, rely on market forces, which assumes that
and it similarly penalizes loose monetary most of the rigidities that limit the role of
policies. The problem is that there are these forces are eliminated; or (2) to rely
countries such as Japan, and to a lesser ex- on incomes policy, which assumes that a
tent Germany, that have already largely re- suitable social and political framework is
duced their domestic inflation—in part established.
National authorities should also keep an
thanks to relatively well-functioning labor
markets. These countries do not appreciate eye on the exchange rate in conducting
the choice given to them between exchange their monetary policy. Technological and
rate depreciation and abnormally high in- regulatory developments in financial markets are currently affecting the meaning of
terest rates.
the various monetary aggregates in a numPolicy remedies
ber of countries. In addition, in countries
Given the costs of instability in real ex- such as the United Kingdom where resichange rates, major changes in real rates dents are free to substitute assets denomithat are not needed from the standpoint of nated in foreign currencies for domestic
adjustment in the goods markets should be money holdings, shifts in expectations
viewed with concern. The issue is how they about exchange rates or relative interest
can be reduced without introducing equal rates can affect the normal relationship between the monetary aggregates and door even greater costs.
It is a truism, but one that cannot be re- mestic nominal demand. Even in other
peated too often, that the important pre- countries, this normal relationship can be
requisite for more exchange rate stability is affected by changes in foreign demand for
to have national authorities follow more the local currency. Thus, seeking a constable, credible, and balanced domestic stant rate of growth of certain monetary
policies to deal with their inflation prob- aggregates may, at times, destabilize the
lems. First, stable expectations are neces- real economy and the exchange rate. On
sary for the floating exchange rate system such occasions, movements in the exto function properly, and these depend on change rate can be viewed as a useful inmarket participants having some reliable dicator of shifts in money demand that
information on where exchange rates are should be offset by shifts in domestic
likely to be a few years in the future. Sec- money supply. (The interest rate can also
ond, only stable and credible domestic pol- be used as an indicator to detect such
icies can lead to the gradual winding down shifts, but there is a risk that a change in the
of inflationary expectations that must take nominal interest rate may reflect a change
in inflationary expectations rather than a
place if inflation is to be reduced.
Domestic policies must also be balanced. shift in money demand. This can lead to
This does not only mean that a restrictive costly policy mistakes; in particular, an exmonetary policy should be accompanied by pansion of domestic money supply may
a restrictive fiscal policy. The overshooting feed the rise in inflationary expectations at
that occurs with a program of monetary a time when they should be subdued by a
contraction.)
However, the use of the exchange rate as
an additional indicator of monetary policy
Jacques R. Artus
requires careful judgment. Exchange rate
a French citizen, is Chief
movements that are needed to offset inof the External
flation rate differentials and other changes
Adjustment Division in
in underlying economic conditions do not
the Research Department
call for changes in domestic money supply.
of the Fund, which he
Similarly, the authorities may rightly hesijoined as an economist in
tate to change domestic money supply
1969. Mr. Artus has a
when the instability of the exchange rate
BA from the University of
reflects the instability of monetary policies
Paris and a PhD from the
abroad. Finally, even if a convincing case
University of California at
can be made that an exchange rate appreBerkeley. He has published widely on economic and
ciation reflects an increase in money definancial matters.
mand, the authorities must assess whether
allowing a sustained expansion in domestic
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money supply will not be misinterpreted
by private market participants as an indication that the monetary authorities are
giving up the fight against inflation.
There are cases where exchange rate instability results from a difference of interests between countries. For example, there
can be a difference of interests, at least in
the short run, between countries where
deeply embedded wage rigidities make it
necessary to maintain high real interest
rates for a sustained period in order to
reduce inflation, and countries where,
thanks to more flexible nominal wages,
there is no such need. Some reconciliation
must take place, and some exchange rate
instability may be unavoidable in the short
run to achieve a reduction of inflation in
countries with inflexible nominal wages.
But, in the longer run, there is no doubt
that the domestic and international objectives would best be reconciled by a gradual
elimination of wage rigidities.
Intervention and currency blocs
Although more stability could be introduced into the system through more efficient domestic policies, it would be unrealistic to expect that such a change would
completely solve the problem of exchange
rate instability. In any case, progress on
this front will be difficult and slow. Both
intervening in foreign markets and forming
currency blocs could help control exchange
rates, but only under certain conditions
that are not easy to satisfy in practice.
Intervention can be financed from
owned reserves, use of swap facilities, or
borrowing from private international markets. Directives or incentives given to state
agencies or private banks to lend or borrow
abroad are also forms of intervention. (It is
assumed here that the effects of intervention on high powered money are being offset to prevent domestic impact.)
First, it must be recognized that countries differ substantially as to how much the
authorities can rely on intervention to control their exchange rate. There is a whole
spectrum, ranging from countries that have
primitive domestic trade and financial markets completely isolated from world markets that can keep the exchange rate fixed
for many years by direct controls (although
a black market may develop), to countries
with large and highly developed domestic
markets fully integrated with world markets, where intervention is unlikely to have
a sustained effect.
Recent experience also suggests that the
effectiveness of intervention depends on
whether it has specific objectives (either a
specific rate or a lower or upper limit) over
the short run, or aims only to influence the
evolution of rates that are basically floating.

In the first case, members of the European
Monetary System (EMS) have demonstrated that countries can maintain exchange rates within narrow bands for substantial periods of time, even though they
have widely different domestic policies and
inflation rates. In the second case, the experiences of countries such as Germany
(with respect to the deutsche mark/dollar
rate), Japan, and the United Kingdom suggest that intervention as part of a managed
float tends to have a limited effect. There
are two main reasons for this difference in
effectiveness. First, a major factor influencing the exchange rate is the expectation of
a significant and persistent change in the
shares of domestic and foreign securities in
private portfolios at home and abroad. If
there is no clear intervention policy, intervention on any given day is unlikely to give
rise to such an expectation. Second, if the
authorities have a specific exchange rate
commitment, and this commitment is credible because it is realistic, private speculators will greatly enhance the effectiveness
of intervention by moving funds in the
same direction.
This evidence would suggest that an effective way to avoid the instability of a
floating rate system would be to use some
form of flexible pegging. This is what practically all developing countries, as well as
the countries that participate in the exchange rate arrangements of the EMS, have
done. But the major risk is that it becomes
a system that postpones needed exchange
rate changes. A further problem is that, in
the longer run, currency blocs such as the
EMS can work well only if member countries are able to adjust their rates of growth
of labor costs to levels that are consistent
with the rate in the least inflation-prone
country. This requires countries to be willing to adopt financial policies that foster
the achievement of this target within a few
years. It also requires a certain flexibility of
nominal wage rates if restrictive financial
policies are not to lead to a vicious circle of
profit squeeze, low investment, and declines in productivity calling for reductions
in real wage rates.
There are, therefore, a number of approaches that can be used to reduce exchange rate instability. By far the most
promising is to move toward more stable,
credible, and balanced domestic policies.
Given the present inflationary conditions,
of particular importance would be policy
measures that would reduce rigidities in labor markets in order to enhance the effect
of monetary restraint on the growth of
nominal wages. This would shorten the period of high real interest rates and reduce
the overshooting of the real exchange rate.
However, progress in this direction is likely

to be slow. Another approach is to rely
more heavily on official intervention. No
doubt, there are clear limits to the effectiveness of intervention, as well as clear
dangers, but the usefulness of intervention
under certain circumstances should not be
dismissed. In this context, regional monetary blocs could contribute to a more orderly global system, but only if member
countries are able to adjust their rates of
growth of labor costs to the rate in the least
inflation-prone country. Finally, a subject
not considered here, coordination of reserve policies among important central
banks, will have to continue in order to
prevent potentially destabilizing changes
in the composition of their portfolios of foreign currencies.
ED
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Devaluation
In developing countries:
the difficult choices
Devaluation is not painless; it is
often better than the
alternatives and it may be the
only way to reduce distortions
and restore profitability to
exports.
Karim Nashashibi

Underlying factors

A country's current account position may
deteriorate because of expansionary financial policies, a deterioration in the terms of
trade, price distortions, higher debt servicing, or—and this has been increasingly
the case—a combination of these factors.
On an ex post basis, external receipts and
payments always balance: a current account deficit can only be sustained if there
are capital inflows to match it, unless the
country can draw down reserves. Otherwise, adjustment must take place. It may
happen over a number of years by appropriate policies to restructure the economy
and minimize social and economic dislocations, or it may occur through a forced
reduction in imports by direct controls and
a buildup of arrears on external payments.
To facilitate adjustment, many countries
seek balance of payments support from
outside sources (including the Fund) and
debt relief from creditors in the framework
of a planned adjustment process. Exchange
rate depreciation is frequently an essential
part of this. Yet it is fraught with controversy, particularly its role in Fundsupported programs. It has been associated
with reduced economic growth and increased unemployment, and, in countries
with an active public sector, it has been
linked to undermining public sector investment and development strategies. The rise
in the cost of living and the redistribution
14

of income that a devaluation entails have
also frequently been criticized for shifting
the burden of adjustment to the lowerincome groups who are least able to afford
it. A final criticism has been that devaluation is often ineffective, in that it can increase inflation without sufficiently improving the external payments position,
which eventually induces another devaluation and plunges the country into an
inflation-cum-devaluation spiral.
As already indicated, countries face balance of payments problems for many reasons. One may be a deterioration in the
terms of trade. In principle, this should not
be a convincing argument for a devaluation. (For instance, the deteriorating terms
of trade experienced by many developing
countries during the past few years could
not have been reversed by devaluation.) If
export prices decline—say, in response to a
recession in the industrial countries- developing countries could simply await the
cyclical turnaround and the improvement
in prices. If, however, the decline in export
prices is secular (for instance, it may reflect
a long-term decline in market share due to
the substitution of some export such as
rubber, jute, or other textile fibers by manmade products), it would be appropriate to
find some other way of alleviating the social burdens of obsolescence while promoting the diversification of the export
base by encouraging the production of
other export commodities.
In practice many developing countries
may not have the external reserves or the
borrowing capacity to await a cyclical upturn nor the financial or human resources
to bring about sufficient export diversification within a reasonable period of time. It
may be easier—and quicker—to improve
the profitability of exports by a devaluation
of the domestic currency. When export

prices decline while the exchange rate remains unchanged, major export activities
become unprofitable in terms of the domestic currency. A devaluation restores profitability without reducing foreign exchange
reserves or public sector savings. Other exports whose world prices have not fallen
will reap a windfall gain from devaluation,
which will stimulate their expansion.
A more convincing case can be made for
devaluation when currency overvaluation
is primarily caused by a rapid rise in the
domestic cost of production resulting from
excess domestic demand rather than by a
decline in export prices. A typical example
is the small developing country with a fixed
exchange rate that does not influence
world prices either of its exports or its imports and whose capital markets are rudimentary. Inflationary pressures usually
arise from internal political expectations for
expenditures on social programs, development projects, or defense, which are higher
than can be financed from taxation and voluntary private savings. To finance this increase in expenditures, the government
will need to borrow from the banking system. Excessive credit may also have been
extended to the private sector, which finds
it difficult to raise equity in the financial
market.
This expansionary monetary policy will
increase incomes and aggregate demand,
raising the prices of the "home" or nontraded goods—that is, of subsistence agricultural products, various services, or construction—and the prices of factors of
production which use them intensively.
Given an inflationary environment, and
the resulting fall in real interest rates, savings will be diverted into real estate, further
bidding up wages and land values. The
prices of tradables (import substitutes and
exports) that are set in world markets will
become cheaper relative to home goods,
prompting domestic consumers to switch
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to them. Domestic consumption of tradables will therefore increase with incomes
because of higher aggregate demand and
relative price effects.
Meanwhile, the production of tradables
will be discouraged as the rise in the prices
of domestic inputs and factors of production spreads from the home goods sector,
increasing costs and squeezing profits,
since, as already indicated, prices of tradables are fixed by international markets. Incentives to produce them will diminish,
marginal producers will drop out, and the
rate of production will level off or decline,
exacerbating the external deficit and causing a drop in reserves. Concurrently, as a
result of high domestic inflation, real interest rates may become negative as institutional factors often prevent the rise in nominal rates, discouraging savings in domestic
currency, and encouraging conversion into
foreign currency, which often offers the
dual advantage of an anticipated appreciation vis-a-vis the domestic currency and
higher real interest rates.
Alternative approaches
Under the circumstances outlined above,
the authorities have two alternatives to
meet their external imbalance: they may resort to restrictions on imports and exchange transactions or they may reduce the
deficit through financial and price policies,
by cutting expenditures and restoring the
profitability of producing tradables.
A politically favored route, mainly because its real costs only emerge after a substantial lag, is to reduce the trade deficit
directly, by imposing restrictions on less
essential imports and on foreign exchange
movements. While these measures may reduce the external deficit temporarily, they
do not restore profitability to exports—in
fact they will eventually contribute to their
further decline. Nor do they reduce domestic expenditures to a level that the country
can afford. With the underlying inflation
unaffected by controls—indeed, frequently
exacerbated by them—production will shift
to the more profitable home goods sector
and to import substitutes that now benefit
from higher domestic prices due to the imposition of import licensing and quotas.
However, since efficient domestic substitution for imports is often limited in many
developing countries because of a lack of
technological know-how or an absence of
economies of scale, these initial controls
will not achieve significant savings in foreign exchange. Shortages, too, will develop
in imported inputs, which will eventually
affect output directly, reducing capacity
utilization in the traded goods sectors, and
resulting in unemployment. If domestic
price controls are imposed on the prices of

some import substitutes or commodities
containing imported inputs, the allocation
of resources will be further distorted. The
black market for foreign exchange will expand as official and private rates diverge
and capital is sent abroad, exacerbating
the external payments deficit. The economy will then become more inwardlooking as farmers move from cash crops to
subsistence agriculture and foreign trade
declines.
Restrictions on imports and capital can
be particularly harmful to efficiency; they
tend to shift resources to areas with high
domestic profitability (such as import substitutes) and away from more efficient exports whose profitability is domestically
repressed by inflation and an overvalued
domestic currency. By undervaluing imports they also tend to bias investment
toward capital-intensive techniques. Eventually, special exchange rates may be provided for expatriate remittances, tourism,
and nontraditional exports—betraying the
recognition that price incentives are
needed to stimulate foreign exchange earnings.
The alternative approach would be
through financial policies designed to reduce the demand for goods and services to
a level consistent with the country's income, while promoting a shift in domestic
demand from tradables to nontradables
and providing producers with incentives
for expansion. These objectives could be
achieved by demand management alone.
Government spending and credit to the private sector can be cut back to an extent
where there is an absolute reduction in
wages and prices. This would lower the
cost of producing tradables and improve
their profitability relative to home goods as
prices of home goods fall with the decline
in demand while prices of tradables remain
at the same level. However, if relative
prices need to be adjusted significantly, a
drastic reduction in aggregate demand may
be necessary. Since nominal wages are often sticky downward, this reduction could
result in substantial unemployment and social dislocation. Therefore, this course is
likely to be slow, painful, and politically
unacceptable to most governments.
But rather than induce an increase in the
profitability of producing tradables by
pushing down their costs through painful
and time-consuming demand management
policies, a country can raise the profitability
of tradables by raising their domestic price
through devaluation.
How devaluation works
The obvious advantage of devaluation is
that it is easier and quicker than demand
management alone. While the costs of

traded inputs will rise by the full percentage of the devaluation, costs of domestic
inputs should rise by less, and profits—the
residual—should rise proportionally more.
The change in relative prices will also induce exporters to search for cheaper domestic substitutes for imported inputs,
which will further reduce the demand for
imports and strengthen the profitability of
domestic production.
For a devaluation to shift enough resources from home goods to tradables to
improve the balance of payments, the
change in relative prices must be perceived
as lasting. Domestic costs should not rise
enough to erode the newly restored profitability of tradables—yet the increased domestic demand for home goods coupled
with the rise in the production of tradables
will tend to put upward pressure on domestic costs. But these pressures can be
reduced since devaluation also contracts
aggregate demand, at least in the short
term. The rise in the prices of traded goods
entailed by devaluation reduces the real
value of cash balances that people are accustomed to hold—so, in effect, a devaluation amounts to a reduction in the real
money supply. To restore the real value of
their balances, people spend less, and demand falls for all goods, including tradables. This contraction is essential to rectify
the initial imbalance resulting from an excess of domestic expenditure over output.
If aggregate demand is kept in check, there
will be no reason for the price level to
increase beyond the initial rise from the
higher prices of tradables.
But behind every devaluation looms the
danger of inflationary pressures for higher
incomes, which will raise costs and increase the likelihood of monetary expansion to accommodate the higher demand.
The result of monetary expansion will be a
jump in prices, fueling inflationary expectations and the demand for foreign currency—both as a hedge against inflation
and in anticipation of a further devaluation.
Apart from the negative impact this will
have on the external payments position, it
will set in motion another devaluation and
a new jump in prices. Such an inflationdevaluation spiral can be very damaging,
not only because it fails to correct the disequilibrium but also because it undermines
the credibility of exchange rate depreciation as a policy instrument. Whether this
happens or not depends to a large extent
on the government's determination to preserve the new structure of relative prices
through adequate demand management
policies. Thus, while the sole reliance on
demand management for correcting an external imbalance may be long drawn out
and costly in terms of unemployment and
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output, reliance on devaluation alone
would be ineffective. The answer lies in
a mix of policies whereby expendituredampening measures preserve the change
in relative prices induced by a devaluation.
Impact on output
The effects of a devaluation on output are
complex. In the short run, before exports
have expanded, there will be a drop in domestic demand for tradables that helps the
balance of payments. But the drop in demand—from lower real incomes—for home
goods will be accompanied by an increase
in demand for them, since they are now
cheaper than tradables. If the devaluation
is large and if there is little substitution between tradables and home goods as there is
in most developing countries, there will be
a net reduction in demand, since the
amount of money available for home goods
will fall. If consumers are able to substitute
domestic goods readily for tradables, a net
rise in demand for them will tend to increase their prices and bid up wages, which
will spread to tradables and reduce their
relative price advantage. Additional measures may then be needed to dampen domestic expenditures.
Moreover, for the production of tradables to increase under conditions of full
employment, fiscal and monetary policies
will also have to be stringent enough to
depress demand and reduce the output of
home goods. In the short run and due to
the lagged export response, this will result
in a decline in total output, some unemployment, and a fall in real wages. As the
output of tradables expands, unemployed
labor will be gradually absorbed but at a
lower real wage and a lower income share
than previously.
But few developing countries have,
strictly speaking, full employment. If before devaluation there existed quantitative
restrictions on imports and price controls,
there may even have been substantial excess capacity and unemployment. Even if
this were not the case, most developing
countries have ample labor resources in
"disguised unemployment"—in low productivity or seasonal jobs, and within
household units. If nominal wages increase, exports could expand by drawing
on these underemployed resources. Devaluation will then shift resources to sectors
with higher labor productivity and promote growth, without contracting the output of home goods, which will then merely
have a lower share of national income. Similarly, to restore the profits of tradable
production to their normal level, their
share in the export revenue will have to
rise. While this implies that the share of
real wages will need to decline, nominal
16

wages could still increase. Such a chain of
events will make devaluation much more
palatable, since growth in output and employment will make up for the redistribution of income shares.
The success of a devaluation in developing countries will essentially be measured
by its ability to stimulate the growth of exports. If imports had been scarce beforehand, devaluation may not result in the expected shrinkage of imports in response to
higher prices, particularly when domestic
substitution possibilities are limited. More
exports, too, may depend on a higher inflow of imported raw materials as well as
capital equipment and spare parts to rehabilitate previously neglected plant and
equipment. Consequently, in the short
run, the current account balance may very
well deteriorate following a devaluation as
the import volume will increase immediately, while export expansion will occur
only after a substantial lag.
Will exports rise?
Depending on the exports produced, the
response to a devaluation will occur with
varying time lags. The initial increase in
productivity in response to better incentives can often occur within a year of the
devaluation. If the exports are agricultural
products, even if a devaluation takes place
well into the crop cycle, improved crop
husbandry and greater efforts in harvesting
can result in significantly higher yields
quite quickly. It may be possible to bring
marginal land easily into production and
there may be excess capacity in the exportservicing facilities; in these situations a further expansion in output can take place
within two years. New investment will also
result in export growth but may take considerably longer; the installation of new
manufacturing capacity may have a long
gestation period, and producers may need
time to regain confidence after the policy
changes. These lags, coupled with infrastructural bottlenecks and rigidities often
encountered in the transfer of resources
across sectors, may imply an adjustment
period stretching over several years.
Experience with devaluation in many developing countries, particularly exporters
of manufactures, has shown that the volume of exports is generally quite responsive to price changes. However, with the
contraction in world trade that has taken
place over the past two years, and the rise
in protectionism in industrial countries,
policymakers must carefully evaluate the
potential for additional exports. Furthermore, some agricultural and primary commodities for which growth in world demand is slow or stagnating can only
increase if the market share of another ex-

porter declines. But once a market share is
lost because of inflationary policies, a devaluation can help a country recoup it.
Moreover, should it want to diversify its
export base away from slow-growing exports, a devaluation will also provide the
incentives and the profit opportunities in
nontraditional export areas with better
growth possibilities.
Real wage; income distribution
In the short run, and if only as a result of
the rise in the prices of tradables, the real
wage will fall in all activities after a devaluation. And the larger the devaluation, the
larger the decline in the wage earner's standard of living. This is its major political liability. But given the internal imbalance between output and domestic expenditures
that preceded the devaluation, the existing
level of real wages could not have been sustained anyway. Nor is there any alternative
to a decline in the real wage if internal balance is to be restored; although, as menHoned earlier, it could be achieved more
gradually but with higher unemployment
through deflation. Yet because devaluation
entails sudden price changes and a fall in
purchasing power, it does capture more
public visibility and understandably generates more political opposition.
How the real wage will be affected as the
adjustment process unfolds depends on
the proportion of tradables consumed by
wage earners and their readiness and ability to substitute home goods. The extent to
which labor succeeds in raising its nominal
wages depends on its degree of organization and relative bargaining power. Although these factors are strong in some developing countries, they tend to be weak in
most low-income developing countries and
it may take considerable time before the
real wage is restored. But toward the end of
the adjustment process there can be an increase in the real wage without adversely
affecting the balance of payments, provided output has increased by more.
Beyond the general principle that a devaluation would tend to increase the relative share of profits in national income and
reduce the relative share of wages, the impact of a devaluation on income distribution can vary widely according to the institutional characteristics of each country and
the supportive measures taken by the government. It is worth emphasizing that the
predevaluation income distribution could
not, in any case, have been sustained. In
general, if the export sector is primarily agricultural, devaluation will shift incomes
from urban to rural areas, as the demand
for urban services will tend to decline and
urban dwellers will be more affected by the
price increases of tradables. In addition,
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government expenditures tend to concentrate on urban areas, not only in sustaining
the civil service but also in providing the
urban population with educational and
health facilities and sometimes food subsidies. Since the real value of these expenditures will fall, the beneficiaries of all
these services will experience a reduction
in their real income.
Even if incomes move from urban to
rural areas, it does not necessarily imply
that they will move from the poor to the
rich. It will imply this if export crops are
grown on large agricultural estates while
most of the rural population is engaged in
producing nontraded food crops; but if
most of the rural population is actively engaged in producing export crops, they will
all benefit from a devaluation. Moreover,
the ultimate effect on incomes will be determined by the policies established to support the devaluation.
Supporting policies
As already indicated, how successfully
devaluation is translated into an expansion
of exports and import substitutes depends
to a large extent on the supporting measures taken by the government. These fall
into three categories: price policies, demand management measures, and policies
that transform an initial increase in supply
into an actual increase in exports.
From the outset, a devaluation is a signal
that greater reliance will be placed on the
price mechanism. Hence, price policies
must ensure that the change in the exchange rate is fully reflected in the price
structure of the economy. If the economy
has had price controls, quantitative restrictions on imports, and some reliance on administrative decisions in production, devaluation will have to be accompanied by
policy measures consistent with its objectives. Most prices will need to be adjusted,
restrictions on imported inputs for tradables will need to be relaxed, and cost and
incentive distortions discouraging the production of tradables will have to be eliminated. In state enterprises, price changes
brought about by the devaluation will not
in themselves result in the desired supply
response and reallocation of resources. For
instance, the cropping patterns in state
farms, which may be administratively determined, will have to be directed toward a
configuration that best reflects the profitability of alternative crops according to the
new relative export prices and domestic
costs.
It was stressed earlier that the relative
price and profit advantage of tradables can
only be maintained if demand for home
goods is kept in check. This would signal
the government's firm intention to pursue

an anti-inflationary policy—which is important to reduce inflationary expectations
and the destabilizing anticipation of a second devaluation. While supportive budgetary policy should reduce consumption, the
question is who should bear the cuts and in
what proportion: the private or the public
sectors, the low income or the high income
groups, the rural or the urban sectors?
In many developing countries the basic
needs of the poor are partly met by budgetary expenditures. It is often claimed that
devaluation taxes the poor in three ways:
by reducing the real wage, increasing unemployment, and reducing government
services and entitlements. A reduction in
the real incomes of the poor may not be
tolerable and government expenditures on
health, education, and food subsidies may
have to be maintained in real terms. In addition, devaluation will cause other government expenditures to rise, as the cost of
their import content and that of debt service go up, requiring larger increases in
revenues to reduce the budgetary deficit.
While devaluation will also increase government revenues—through higher tax
revenues on trade and incomes and higher
profits from public enterprises—the impact
on expenditures is more immediate and
will often tend to be larger. If higher profits
in tradables do not lead to higher private
investment because of lack of confidence or
uncertainty, the government will need to
encourage it; this, in itself, may limit the
government's options in reducing private
sector consumption. The alternative to reducing consumption is to cut back investment that would reduce future growth.
Either way these would be unpopular decisions for any government.
Given these narrow options, the government in most developing countries has to
tread a thin line between a credible adjustment effort necessary for devaluation to be
effective and the stress it imposes on the
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social fabric. This stress can be eased, for
instance, by attempting to raise taxes paid
by upper-income groups, by reducing government expenditures where they least
affect the basic needs of the poor, or by
tightening credit for housing and consumer
durables. These efforts will, however, be
resisted by the higher-income groups who
usually wield most of the political power.
Nevertheless, the government has some
choice. In setting the level of the devaluation, it may devalue further than necessary
to restore both export profitability and allow for some rise of wages. But such a
course will be more inflationary and may
cause destabilizing expectations. Alternatively, the authorities may opt for a smaller
devaluation than necessary, coupled with
stricter demand management measures.
Both alternatives can be combined with
some restrictions on less essential imports.
In any case, a specific rate of currency depreciation should be measured in its effects
in conjunction with the entire mix of policies chosen by the authorities.
The government will also need to pursue
a concerted policy in a number of areas to
ensure that foreign exchange earnings and
savings do increase. Development expenditures may need to be redirected to ease
existing bottlenecks, such as often arise in
electricity generation and transport and
communication. The capital stock and
export-servicing facilities may also have to
be rehabilitated to facilitate channeling
more exports to foreign markets. An active
policy of developing commercial channels
abroad will also be required to generate
higher demand.
Such a program geared toward the transformation of the productive structure of the
economy and alleviation of sectoral imbalances will require a sustained effort and
possibly some increase in development expenditures. Moreover, because of the lag in
the higher volume of exports that may result in a short-term deterioration in the
trade account of the balance of payments, it
may be—as officials in developing countries often maintain—that a devaluation
can only be effective if it is initially backed
by substantial foreign exchange resources.
Apart from helping to support the new
rate of exchange, such resources can also
ease the initial reduction in real income of
the adjustment process and shorten its
duration.
For many developing countries experiencing a balance of payments problem, further commercial borrowing from abroad
may not be sustainable, and concessional
financial assistance (including, in some
cases, debt relief) could provide the resources necessary to tide them over until
export growth resumes.
HD
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Improving the quality of education
The experience of World Bank
projects shows that better
quality teaching and teaching
tools are crucial.
Stephen P. Heyneman
The contribution of learning to economic
growth has long been recognized, although
the precise measurement of its effects is
still subject to debate. Parental demand for
educational opportunity, coupled with the
economic and political incentives for authorities to supply it, account for the expansion of formal schooling to unprecedented levels. Universal primary school
enrollment has now been achieved in 35 of
the richer developing countries since World
War II, including Argentina, Gabon, Malaysia, and Trinidad and Tobago (Table 1).
In the 36 poorest countries (whose per
capita gross national product (GNP) was
US$265 a year or less in 1975) average enrollment in all levels of primary education
increased from 48 per cent of the schoolage population in 1960 to 70 per cent in
1977. There are, moreover, about 50 per
cent more children enrolled in grade one
than in grade four, so this 70 per cent enrollment figure significantly understates
the proportion of children who begin
school. By the end of this century, every
child will probably be able to start school.
The quality of education received by
these children is the subject of this article.
Typically, primary school teachers in developing countries have few teaching tools,
and even these are of poor quality. Their
own salaries absorb most available funds.
Not surprisingly, despite common objectives in teaching mathematics, reading,
and science, their pupils leave school with
far fewer skills than do their counterparts
in the developed world, who are exposed
to schools of substantially higher quality.
And yet the Bank's experience shows that
even poor education in these basic skills
makes for better farmers, better adminis18

trators, and better mothers with healthier
children. Analysis that attempts to isolate
those factors that have the most effect on a
pupil's achievement in developing countries shows conclusively that better quality
teaching and teaching tools—particularly
more and better textbooks—have a substantial effect. As a result, there has been a
shift in emphasis within educational investments.
Poor resources
Perhaps the most serious oversight of educational planners during the 1960s was to
bypass the issue of how well schools were
teaching skills. This is no longer possible.
Schools are asked to transfer an increasing
number of cognitive skills and amount of
factual knowledge. The mathematics and
science taught to primary school students
today were, ten years ago, often expected
only of secondary school students. Similarly, secondary school students are taught
now what before was taught in university
or, in some cases, not at all because the
field is new.
Yet in spite of the significant advances
made in providing places in primary
schools, these schools in the developing

world generally have poor resources and
therefore pass on less effectively than they
could the increasingly complex skills
required of school leavers today. The education of teachers and the availability of furniture, equipment, and materials are normally well below the standards considered
minimal for schools in industrial societies.
In 1977, for instance, there were ten
pupils for each available primary school
textbook in the Philippines. In Bolivia, in
1978, the monetary value invested annually
in furniture and materials in the average
fourth-grade classroom was approximately
80 U.S. cents a pupil, one sixtieth of the
investment for each pupil in Maryland
(U.S.A.) during the same year. In a survey
conducted in Malawi in 1979, 1 pupil in 8
was found to have a chair, and only 1 in 88
a desk. Primary schools were without
safety standards. Walls frequently collapsed after a rain; roofs had large holes;
wind and storms disrupted classroom activity as a matter of course. The normal
classroom was dark and stuffy; students sat
on the ground, balancing an exercise book
or slate on their knees to write. Teachers
had no offices, chairs no backs, and stools
half a seat. The results of inadequate sup-

Table 1
Primary school enrollment ratios, 1960-78

Country income group by GNP per capita

Low income,
less than $2652
Lower middle income,
$265-$5202
Intermediate income,
$520-$1 ,075"
Upper middle income,
$1 ,075-$2,5002
Low and middle income
High income, above $2,500

Gross enrollment1
(tn per cent)

Number of
countries

1960

1965

1970

1975

1978

36

48

58

61

64

70

21

59

65

69

73

80

21

71

84

95

102

107

14
92
17

85
57
114

93
66
118

96
71
120

102
75
120

103
78

116

Source: World Bank, Education Sector Policy Paper, 1980.
'The gross enrollment ratio is the total enrollment of all students in primary school divided by the population that
corresponds to the age group of primary schooling. Over- or under-aged students can frequently inflate the figures, and
account for the percentages above 100. See United Nations Educational, Scientific, and Cultural Organization, Statistical
Yearbook 1978-79.
2
ln 1975 U.S. dollars.
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in developing countries
Table 2
Allocation for nonsalary school
resources as a per cent of total
recurrent expenditures, 1978-79
Primary Secondary Tertiary

Africa
3.8
Asia
8.8
Industrial countries 14.4

12.7
13.8
14.8

13.1
22.7
25.5

Source: United Nations Educational, Scientific, and
Cultural Organization, Statistical Yearbook 1978-79.

port for educational systems have a negative impact on an economy by reducing the
value of the already low investment of
scarce resources.
Such inadequate teaching environments
are partly a result of the fact that the lion's
share of the funds available for education—
on average 95 per cent of the money set
aside for primary schools—has to go toward teachers' salaries. But paying a teacher to copy from a worn-out textbook onto a
blackboard and to supervise its memorization by 50 students is an ineffective utilization of expensive talent. The question is
what level of classroom resources teachers
should have available to justify their salary.
In industrial countries today, 14 per cent of
recurrent costs of primary schools are allocated to classroom resources—books,
maps, visual aids, furniture, and the like—
and 86 per cent is spent on salaries. The
average in Asia is 9 per cent and 91 per cent
for salaries; and in Africa 4 per cent with 96
per cent for salaries (Table 2). One policy
dilemma that developing countries are now
confronting with regularity is the minimum
standard of resources a primary school
should have before new teachers are taken
on. Experience has shown that, at a minimum, expenditures on teaching tools
should account for approximately 10 per
cent of public recurrent expenditures.
The large difference in educational quality between low- and high-income countries is also widening. As more and more
pupils enter school there is less available to
teach them with. In 1960, the average Organization for Economic Cooperation and
Development (OECD) country invested 14

times more for each elementary school pupil than did any of the 36 countries with per
capita incomes of below $265 per year. But
by 1977 the difference had grown to 50:1.
Education and productivity
Although conclusive evidence is scarce,
it is clear that the poor quality and limited
educational materials available in developing countries adversely affect the level of
cognitive skills a student can acquire at
school. Recent studies show the average
student from a developing country scoring
at a level that falls in the bottom 5 to 10 per
cent of students from a high-income country, and the poorer the country in economic
terms, the fewer cognitive skills are ac-

quired by the end of the primary school
cycle. Though any comparison—whether
between pupils or schools or districts or
countries—should be approached cautiously, there is general agreement that
achievement is lower in schools in poor
countries.
The implications of these results for
growth in the developing world are sobering. The general education of a population
in science, mathematics, and reading has a
significant bearing on the degree of productivity to be expected from it. The link
between irrigation-based farming and education is illustrative. There are approximately four different levels of technology
involved in irrigation-based agriculture

Four basic stages of agriculture productivity and their learning requirments'
Farmer-entrepreneurs
technology level
Level A:
Traditional farming
(Techniques passed
from parent to child)
Level B:
Intermediate technology
Level C.
Fully improved
technology

Level D.
Full irrigation-based
farming

Minimum learning
requirements

Agricultural Inputs
Local varieties of seeds
and implements.

Addition and subtraction—not
necessarily acquired through
formal education.

Small quantities of
fertilizer.

Addition, subtraction, division,
and rudimentary literacy.

High-yielding varieties,
proven seeds; seed
rales acre, fertilizer
rates/acre; and pest
control rates'acre.

Multiplication, long division,
and other more complex
mathematical procedures,
reading and writing facililies,
and rudimentary Knowledge
of chemistry and biology.

All above inputs; tubewell
access during the
off-season; and water
rates acre

Mathematics, independent
written communication, high
reading comprehension,
ability 10 research unfamiliar
words and concepts;
elementary chemistry,
blotogy. physics; and regular
access to information from
print and electronic sources.

Source: Risto Harma, "The Farmer Entrepreneur and Hts Prerequisite Prior Education in Agricultural Development,"
mimeograph, World Bank, 1979.
1
Direction from agricultural extension agents is helpful at any stage, but the essence of a farmer-entrepreneur is his ability
to calculate his own production function.
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(see chart). The most elementary is where
knowledge and skills are passed from
father to son (see chart, level A); little
schooling is required here. The second
level of technology (B) includes a single
modern input, such as fertilizer, whose utilization is substantially improved if the
farmer has rudimentary literacy and a
knowledge of addition, subtraction, and division. If a farmer has none of these skills,
he will have to follow by rote the one-toone advice of an extension agent—an expensive and comparatively inefficient
method of learning. The third level (C) includes several modern inputs simultaneously, such as high-yielding varieties of
seed and careful allocations of pest control
and fertilizer. Here, having to follow the
advice of an extension agent by rote is even
more expensive, but for the farmer to take
his own initiative requires an understanding of long division, multiplication,
and other mathematical procedures; an
ability to read and write; and rudimentary
knowledge of some chemical and biological
principles. The fourth level of technology
(D) is the most modern and includes all the
above inputs plus tubewell access during
the off-season. For a farmer to operate efficiently at this level he needs to be able to
communicate in writing, to research unfamiliar words and concepts himself, to
understand basic concepts drawn from
chemistry, biology, physics, and to have
dependable access to new information
from print as well as electronic sources.
This is the ideal: that every farmer be able
to calculate his own "production-function"
anew every year and with each change in
crop.
Irrigation farming has been used here as
a proxy for national development schemes
that aim to increase farm productivity by
using new technologies in the (C) and (D)
categories. For these schemes to be successful, certain minimum cognitive skills are required of the farming population. A lack of
understanding or a misunderstanding of
the principles on which new technologies
are based can result in catastrophic agricultural yields, and harmful side effects as
well. Such skills are required no less urgently by the manufacturing and service
industries.
Basic cognitive skills are also required if
further training in other, often nonformal,
areas is to be successful. The Bank's experience has shown that if people are to be able
to make the most of technical or on-the-job
training, they not only need to spend a certain amount of time in formal education,
they also need to emerge from formal education with a sufficient grounding in cognitive skills. Being exposed to 6-12 years of
the low quality education provided in
20

many countries may not be enough. Several faculties of engineering have remained
up to one third empty—not because of a
lack of demand for local engineers but because there has not been a sufficient supply
of qualified entrants with the requisite
grounding in mathematics and science.
This experience has forced the Bank, for
example, to rethink the process of manpower planning very carefully and to incorporate a factor of quality in addition to the
normal supply figures for numbers of years
exposed to formal schooling.
Textbooks crucial
Since the 1960s, social scientists have
been trying to isolate the characteristics
most closely associated with achievement
in basic cognitive skills. The approach is
relatively recent and imperfect; but, though
technical caveats abound, it has come to
one important conclusion: in wealthy countries much of the learning in school is accounted for by factors not connected with
the school environment, implying that additional physical facilities, teaching equipment, and textbooks only help the acquisition of new knowledge a little. But the
quality of the physical and particularly the
classroom tools in low-income countries is
shown to explain three and even four times
the differences in achievement that it can in
high-income countries. In fact, the poorer
the country in economic terms, the larger
the impact on achievement school quality
seems to have.
The evidence is scarce on which aspects
of the educational environment can be expected to have the most impact on student
achievement in the developing world. But
one conclusion is consistent: higher
achievement is associated with the availability of textbooks and other printed materials. Of the 20 assessments that have been
made of the relationship between the availability of printed material and student
achievement scores, 17 have reported positive effects.

Stephen P. Heyneman
a U.S. citizen, was educated at the University of
Chicago. He joined the Education Department of the
World Bank in 1976,
where he is now a senior
sociologist, and has participated in the assessment
of education projects in
Asia, Latin America, and
Africa.

Providing books where there is nothing
to read in the schools sounds like a simple
undertaking but may entail substantial logistical challenges—the books have to be
acquired or produced, stored, distributed,
and so on. But there have been successes in
the efforts made to improve this aspect of
schooling. The Bank's Third Education
Project in the Philippines assisted the Government to design new, high-quality textbooks in mathematics, science, and Filipino. Approximately 97 million of them
were distributed sufficiently widely to alter
the average ratio of pupils to books from
10:1 before the loan to 2:1 afterward. Average student scores were raised significantly; in fact, the achievement gains in the
Philippines were approximately twice the
magnitude to be expected in North America were class size to be reduced from 40 to
10. Moreover, the gains from the project
were frequently the greatest where they
were least expected—among students
whose family background and school location have been associated with severe
poverty and who came to the school with
low levels of knowledge.
Where there are enough textbooks, and
the school system has met certain standards of efficiency and good management
—as in Algeria, Greece, Ireland, or Korea—
the Bank tends to lend for science laboratory equipment, supplementary readers,
library facilities, electronic media, or specialized teaching facilities. These too can be
expected to increase achievement by significant amounts.
Thus, the demand for educational investment is slowly experiencing a shift in
emphasis away from providing places for
universal primary education and toward
improving the quality of the learning. As
far as we can predict, the bulk of the Bank's
capital investment in education will continue to assist the expansion of schools, but
this proportion is expected to decrease. In
fiscal year 1983 it should decline to less
than 85 per cent of resources disbursed for
education—from 93 per cent between 1975
and 1978. The decline is accounted for by
increases in lending for curriculum development, for radio, television, educational
administration, and particularly for increases in the development, production,
and distribution of learning materials. By
fiscal year 1983 the Bank's education sector
lending is expected to be $50 million a year
in classroom "tools"—up from $1.6 million
a year a decade earlier. For example, 5 per
cent of education projects contained funds
for textbooks in fiscal year 1975; 10 per cent
in 1976; and 25 per cent in 1977. By fiscal
year 1978 this had risen to 40 per cent. As
a result of the Bank's investments, a very
large proportion of students have or will
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have textbooks in Benin, Brazil, El
Salvador, Indonesia, Lesotho, Malawi, the
Philippines, and Swaziland.
Future policy developments
Two results seem to be emerging in the
wake of the demonstrated importance of
the quality of educational materials. First,
developing countries want to design, manufacture, and distribute their own educational materials, including textbooks.
The World Bank has, where it is economic
to do so, made loans for printing presses,
storage and distribution systems, paper
mills, and the training of editors, designers, and production experts. This is the
case in both Indonesia and the Philippines.
But this area needs to be analyzed carefully. In some cases, the cost of producing
books locally from scratch may be prohibitive and the technical experience, equipment, and raw materials (particularly paper) may be imported more cheaply from
Western Europe or North America. The
publication process demands substantial
experience in editing and production, in
printing, testing, and marketing. Six to ten
years is normally required to develop a new
generation of textbooks for primary school
grades one through six. This may, given
the availability of the necessary skills, be
economic for books on local history, civics,
and literature; but it may be cheaper to
adapt already published materials in mathematics and the sciences. However, it is often more economic for countries to publish
their own textbooks than to print them.
Printing in large quantities requires specialized machinery and a constant supply of
raw materials and maintenance skills; publishing requires editorial and design skills
but not necessarily the local hardware for
manufacture.
A second effect of the interest in the quality of education is the increased awareness
of the need for equality of educational opportunity within and between populations.
There is a standard for educational opportunity today that varies only slightly from
one high-income country to the next. In
developing countries, however, equal educational opportunity has, so far, meant
only a place at school. But when a pupil in
Bolivia, India, or Malawi, who must learn
similarly complex skills of mathematics or
science, has access to only one sixtieth the
level of learning resources as the child in
Europe or North America, there is no
equality of educational opportunity between Bolivia, India, and Malawi on the
one hand, and Europe or North America
on the other. For the first time in history it
will soon be possible for every individual at
a given age to have an opportunity to begin
schooling. But this is not a sign that equal-

ity of opportunity has been reached between nations. Substantial new resources
would have to be made available to pupils
in developing countries if they are to have
anything approaching equality of opportunity with pupils in the developed world
after entry in school has been obtained.
This poses a substantial economic dilemma. Should the quality of education in
developing countries be the same as that in
the industrial countries? Some areas of
education—such as electrical engineering,
architecture, or computer sciences—are
fairly similar in all countries; consensus
exists on the requirements for training and
the physical inputs necessary to deliver it.
This consensus is similar to the agreement
that exists on the physical requirements for
building a bridge, a road, or a dam with
certain specifications. Moreover, minimum
physical requirements, and therefore minimum cost standards, are predictable.
Primary and secondary schools also have
minimum requirements for achievement in
different skills, but there is little consensus
on the minimum resources required to provide them. The major industrial countries
invest 50 times more per pupil to meet similar curriculum objectives than do certain
developing countries. This disparity leaves
developing countries with an unenviable
choice: establish a ceiling on enrollments;
possibly also decrease science and reading
curriculum objectives to a level well below
those of industrial countries; or increase expenditures on education to provide the

quality of resources needed if their curricula are to be efficient. If the latter option is
chosen, some consensus must be reached
on the level of inputs required and where
resources can be found to obtain them.
These will be the central issues in most developing countries in the years to come.
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International readership survey
In October 1982 Finance & Development maited a questionnaire to
2,500 readers randomly selected from the mailing lists of our various
language editions. The survey was conducted on our behalf by Opinion
Research Corporation, a professional polling organization based in New
Jersey, U.S.A.
An earlier readership survey, conducted in 1976, gave us a good
indication of the composition of our readership. The new survey
updates and expands this information, but its primary purpose is to elicit
the views of our readers on the journal's contents, presentation, and
many other matters. We hope the results will provide us with guidance
regarding the needs and preferences of our readership.
The response to the survey has been excellent and we should like to
thank those of you who took the time to participate. The results are
being tabulated and a report will be published in our June issue.
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External debt—the
"The external indebtedness of non-oil developing countries has been of growing
concern in recent years." So began a study
on debt published by the Fund in May
1981. The same could equally well be said
today, with even more reason: not only
have the debt problems of many non-oil
developing countries become more acute,
but also there has been mounting concern
about the external debt of other countries,
including some developed countries. The
long-term external debt of non-oil developing countries increased by 52 per cent
between 1979 and 1982. Meanwhile, their
debt service ratio on long-term foreign borrowing—interest and amortization payments as percentages of exports of goods
and services—rose from 18.1 to 22.3 per
cent, and much more so for some individual countries. The accumulation of shortterm debt (excluded from the above figures) has added significantly to the debt
burden problem.
The serious implications of the rising
burden of debt in today's recessionary conditions were highlighted by A. W. Clausen,
President of the World Bank, in a recent
speech at the United Nations: "Countries
which could manage their debts comfortably as long as trade was expanding,"
he said, "now have more difficulty paying
their debts, and commercial banks seem to
be responding by curtailing credit." This
situation, combined with stagnating trade
and declining assistance, was a matter of
concern. "The fabric of international cooperation," he warned, "just might not be
able to bear up under the strains of prolonged economic stagnation...."
In the past three years the external debt
situation of some developing countries has
come under increasing pressure. The number of countries seeking a rescheduling of
their debt has increased sharply: those undertaking a rescheduling of their official
debt under the auspices of the "Paris Club"
increased from 3 in 1980 to 8 in 1981, falling
to 6 in 1982. In addition, during this period

22

many countries, including some major borrowers such as Argentina and Mexico, encountered serious problems regarding the
servicing of their commercial banking debt
and had to undertake a restructuring of this
debt. Five such agreements were concluded in each of the years 1981 and 1982,
and many more are under negotiation. A
further development was the external debt
difficulties experienced by a number of
Eastern European countries, notably
Poland—a development that shattered the
widely held belief that the U.S.S.R. would
ultimately stand behind an Eastern European country in financial trouble.
These developments have stimulated a
great deal of literature and much debate,
particularly regarding the impact of debt
problems on the international financial system. The discussion has focused on a number of points: the nature of debt problems

Non-oil developing countries:
external debt service payments, 1973-81
(In per cent of exports of goods and services)

40
35

30

Net oil exportprs'

25

non-oil developing
countries
.A

20
15

10
5
0

Other countries

i
Low income
/
/
countries*'
Maior exporters
of manufactures' 1

1973 1974 1975 1976 1977 1978 1979 1980 1981

Source: IMF, Annual Report, 1982.
'Bahrain, Bolivia, People's Republic of the Congo, Ecuador,
Egypt, Gabon, Malaysia, Mexico, Peru, Syrian Arab Republic,
Trinidad and Tobago, and Tunisia.
'Argentina, Brazil, Greece, Hong Kong, Israel, Republic of
Korea, Portugal, Singapore, South Africa, and Yugoslavia.
^ith per capita gross domestic product not exceeding the
equivalent of US$350 in 1978.
Consisting of middle-income countries that, in general,
export mainly primary products.

(whether they are due to transient factors
or whether they reflect more basic economic factors); the pervasive effects of the
world recession on developing countries'
exports and thus their capacity to service
debt; the impact of high interest rates, particularly since an increasing amount of debt
has been lent at floating commercial rates;
and the lending practices of commercial
banks. Another very important question
has been whether current rescheduling arrangements are satisfactory and to what extent commercial banks should assist countries experiencing debt difficulties. The
Managing Director of the Fund, Jacques de
Larosiere noted that "Although some reduction in 1983 in the rate of increase of the
banks' overall exposure is not unlikely, too
sharp a reduction would clearly be harmful, even supposing it were feasible.... An
abrupt curtailment of bank lending would
not only run counter to the interests of the
debtor countries, but it would also be contrary to the interests of the banks themselves and would weaken the financial system as a whole."
On the particular question of debt management, the role of the Fund in assisting
countries with debt problems has also been
an issue. In the words of Mr. de Larosiere,
" . . . bank lending that gives a country an
unwarranted sense of financial ease is not
sustainable over the medium term.... In
this regard, the Fund can play a helpful role
in the context of its regular consultations
and reviews of policies with member countries in counseling them as to how best to
stay on a sustainable policy path." Meanwhile, as a result of the Ditchley II conference, 31 industrial country banks agreed
to establish an international banking institute to improve the availability and quality
of financial and economic information on
major borrowing countries.
The World Bank and the Fund—apart
from their role in assisting member countries with their debt problems—have done
their part in contributing to the under-
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continuing problem
Table 1
Public and private debt of developing countries, 1973-82
(In billions of U.S. dollars)
1981
1982'
1973
1975
1976
1977
1978
1979
1980
1982

Total debt
109.4
Total debt service 16.0
Low-income Africa 0.4
Low-income Asia 1.0
Middle-income oil
importers
9.7
Oil exporters
4.9

161.9
23.0
0.5
1.3

195.5
26.1
0.5
1.3

240.1
33.1
0.6
1.4

298.8
47.9
0.7
1.6

352.4
62.3
0.8
1.8

404.8
70.4
1.1
1.9

462.1
83.0
1.3
1.9

14.0
7.1

15.4
8.9

18.8
12.4

27,9
17,7

34.6
24.9

40.8
26.7

49.8
30.8

529.0
95.0

Source: World Bank, World Debt Tables.
• Indicates data not available.
'Estimates

Table 2
Long-term debt ratios for non-oil developing countries, 1973 -82
1973 1975 1976197719781979198019811982
1981
1982

Ratio of external
long-term debt to
exports of goods
and services'
88.7
Ratio of external
long-term debt
to GDP1
16.6
Debt service ratio2 14.0

97.7

102.6

104.9

18.3
14.0

20.5
13.9

22.1
14.0

111.2 101.9

23,7
17.3

22.7
18.1

92.9

103.2

109.1

21.8
16.3

24.3
21.0

25.2
22.3

Source: IMF, Occasional Paper No. 9, World Economic Outlook, 1982, Tables 31 and 33.
'Ratio tor year-end debt to exports or GDP (or year indicated.
?
Payments -interest, amortization, or both— as percentages of exports of goods and services.

Table 3
Non-oil developing countries: distribution of debt by class of creditor,
end of year, 1973-82'
(In per cent)
1973

1975

1976

100.0

100.0

100.0

100.0

100.0

To official creditors 49.9
Governments
36.9
International
institutions
13.0

46.2
33.0

45.3
31.7

44.3
30.4

42.5
28.8

13.2

13.6

13.9

To private creditors 50.1
Financial
institutions
35.7
Other private
creditors
14.4

53.7

54.7

42.7
11.0

Total outstanding
debt of non-oil
developing
countries
100.0

1977

1978

1979

1981

1982

100.0

100.0

100.0

41.1
27.4

41.4
27.2

40.1
25.9

39.4
25.1

13.7

13.7

14.2

14.2

14.3

55.7

57.5

58.9

58.6

59.9

60.6

44.4

45.8

46.2

49.5

49.6

51.4

52.7

10.3

10.0

11.3

9.4

9.0

8.5

7.9

Source: IMF Occasional Paper No. 9. World Economic Outlook, 1982, Table 32.
Excludes data for the People's Republic of China prior to 1977.
1

1980

standing of debt issues. The Bank publishes regular World Debt Tables, and debt
questions are covered annually in its Annual Report and the World Development Report. It has also published a Staff Working
Paper by Nicholas Hope entitled Developments in and Prospects for the External Debt of
the Developing Countries: 1970-80 and Beyond. The Fund has published the study
quoted in the first paragraph, External Indebtedness of Developing Countries, and publishes a yearly report, International Capital
Markets that, though not specifically on
debt, gives a fairly comprehensive coverage
of developments and prospects in international bank lending. In addition, the Fund
discusses the problem of indebtedness in
its Annual Report and World Economic Outlook, which appear once a year.
Finance & Development has also published
articles on the topic—in recent years "The
external debt of developing countries," by
Helen Hughes (December 1977); "Official
borrowing abroad: some reflections," by
Walter Robichek (March 1980); "Managing
external debt in developing countries," by
Bahram Nowzad (September 1980); "Debt
in developing countries: some issues for
the 1980s," by the same author (March
1982); and "Eastern Europe and the international banks," by Richard Williams and
Peter Keller (December 1982).
Both the Fund and the Bank have been
enjoined by the international financial community and by many governments to play
a larger role in debt issues—in the collection and dissemination of information,
in surveillance of debt matters including assistance in the management of external
debt, and in closer cooperation with countries seeking a renegotiation of their debt.
External debt questions are thus likely to
occupy a central position in the concerns of
the two institutions. Finance & Development
will publish material on major developments as they occur and will report on new
analyses and studies undertaken in the
Fund and the Bank.
HD
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Opportunities and constraints
InJnternatlonal lending
*v^l*V^ ,
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International bank lending has
been increasingly financing
deficits and reserve
accumulation—raising questions
regarding the functioning and
control of the monetary system.
David Williams
The growth of international banking, or the
narrower but better known phenomenon,
the Eurocurrency markets, has been extraordinary over the last 25 years. From virtually nothing in 1957, Eurocurrency deposits, measured on a gross basis, amounted
in 1982 to approximately US$2 trillion—a
compound annual rate of growth of over 20
per cent.
While the year-by-year fluctuations in
the rate of growth of international lending
have been marked, at no time—even during the worrisome days of 1974 when a
number of commercial banks became overextended in their international operations
—has there been a sustained contraction.
The expansion of international lending into
currencies other than the U.S. dollar—
in particular, the Euro-sterling, Eurodeutsche mark, and Euro-Swiss franc
24

markets—has been a very important
steadying element in the growth of international banking when conditions in some
markets—particularly the dollar market—
were pointing to a slowdown in growth.
There has also been a phenomenal
growth in the number of financial institutions that participate in international lending. At the end of 1981 some 600 banks,
from about 85 countries, were operating in
countries outside the legal domicile of their
headquarters. These banks controlled
about 450 subsidiaries, owned a network of
about 5,000 foreign branches, and had well
over 1,000 direct affiliations. It is striking
that much of the expansion is in countries
with well-established banking systems and
money market centers, such as the more
highly developed countries in Europe and
North America and South and East Asia.
The physical expansion of international
banking is to some extent a matter of the
banks following the growth of overseas
trade and international investment by domestic corporations. In addition, the
emergence of the main centers of international banking reflect the influence of domestic regulatory and tax considerations
and, perhaps more important, the absence
of domestic controls and regulations—
including the application of domestic interest rate ceilings, reserve requirements, and
exchange controls—on the foreign oper-

ations of banks, as well as the presence of
highly efficient international communications systems. In other words, the rapid
expansion of international banking can be
related to a considerable extent to the privileged position of banks in their nondomestic compared with their domestic
operations.
The banks have responded to the stimulus of nonregulated banking, which has
provided not only a high rate of profitability compared with domestic banking
but also wide scope to experiment with
new financial and credit instruments, new
interest rate mechanisms, and new ways of
meeting customer needs and tapping financial resources. The expansion of international banking has been a major phenomenon of the last quarter of a century;
with its growth, however, have come problems for the working of the monetary
system—both domestic and international—that are still to be tackled.
The rapid growth of international lending has not, of course, taken place in a
vacuum. Over the entire postwar period,
the scale of the world economy has grown
This article is a shorter version of a paper
delivered at the Colloquium of the Soaite Universitaire Euraptenne de Recherches Financieres
in Vienna, in April 1982.
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at impressive nominal annual rates. Since
the mid-1950s, world trade in goods, services, and private transfers has grown at a
compound rate of almost 10 per cent expressed in U.S. dollar terms. Over much of
the postwar period up to 1973, the period
of the long boom, very impressive rates of
growth in volume terms were also recorded. International financial transactions, for which no reliable data exist, have
grown at substantially higher rates. In
short, despite the slower real growth rates
of the 1970s, and the marked deceleration
of the early 1980s, the world economy has,
by historical standards, been buoyant over
most of the postwar period, and recessions
have generally been short-lived and comparatively shallow.
New role for banks
The growth of the international banking
system has reflected the rapid growth in
the world economy, and indeed can take
credit for a major role in facilitating the
growth in international trade and payments that has contributed so much to the
unprecedented international prosperity of
the postwar years. International banking
has also been an important part of the development process in the Third World as
well as elsewhere over much of the period.
However, the system performed a similar
role in the last third of the nineteenth
century and the early years of this century.
No doubt an efficient international financial infrastructure is a necessary condition for furthering international economic
development.
But over the last decade or so, the international banks have also been performing
another major function—namely, the provision of balance of payments finance on a
continuing basis and on a large scale to official borrowers. Formerly, resources to
meet balance of payments deficits were exchanged mainly, though not exclusively, at
an intergovernmental level and entailed
balance of payments adjustment. (This involved essentially domestic deflation or, in
the event countries had an effective choice,
given their exchange rate arrangements, a
floating exchange rate—"going off the gold
standard"—with an accompanying deflation of domestic demand.) The possibility
of financing a balance of payments deficit
from the banking system over a prolonged
period was not an option that was practically available to countries prior to the
1960s.
Over the last decade, the commercial
banks have become the main providers of
balance of payments financing and the suppliers of international reserves to official
entities. In a very real sense, the international financial system is now a network

of international banks whose scale of operations is outside the direct control of the
central institutional authorities that are directly responsible for keeping the system
on an even keel. The question is whether
self-regulation by the banks represents a
sufficient control and stabilizing influence
in the international monetary system.
Implications of banks' role
During the decade of the 1970s, official
holdings of foreign exchange reserves quadrupled, which is an unparalleled rate of
accumulation. During this period almost
one half of net current account deficits and
the reserve accumulation of the smaller industrial countries and the non-oil developing countries was financed by net borrowing from banks and from the international
bond market. The international banking
system, centered on the main industrial
countries, essentially financed the payments deficits resulting from the sharp increases in the price of oil in 1973/74, which
resulted in the major oil exporting countries becoming a major source of funds in
the international banking system. A subsequent reduced flow of funds from the
major oil exporting countries has tended to
be compensated by a renewed outflow of
banking funds from the industrial countries, mainly the reserve currency centers—
the counterparts of the growth and currency diversification in the Eurocurrency
market and the source of the multicurrency
reserve standard, which is a distinguishing
feature of the present phase in the
evolution of the international monetary
system.
The flow of banking resources to the
non-oil developing countries was until
mid-1982 remarkably steady in terms of
their current account deficits. The complementarity of the sources of funds underscores the demand-determined nature of
the international operations of commercial
banks. It also underscores the relative instability of this system of reserve creation; a
slowdown in international lending will affect the ability of countries to finance their
balance of payments deficits and to accumulate their desired levels of international
resources—that is, a generalized shortage
of liquidity could arise, which could induce disorderly external adjustment by
countries.
The international operations of the commercial banks must therefore be looked at
not only from the point of view of their
impact on the growth of world trade and
income—their traditional commercial financing functions—but also from the point
of view of their effects on the development
of the international monetary system as a
whole and, in particular, on the stability of

that system, including the process of reserve creation. To some extent, the impact
of these two main functions is indistinguishable. Countries that borrow for trade
and development can, and do, use those
resources as holdings of international
liquidity—or reserves. Indeed, it is difficult
to construct a comprehensive series of uses
for the resources provided by the international banks over the last 25 years, although a great deal of data exist on the
maturity distribution of international bank
claims and on the country distribution of
debt. A significant question that needs to
be answered, however, is whether the
large-scale borrowing has generated, or is
generating, sufficient foreign exchange
earnings over the medium term to pay the
interest and repay the principal as well as
to stimulate reasonable domestic economic
growth in the debtor countries. This question arises in particular for that part of the
debt incurred as balance of payments financing, because this "transfer problem"
is, in view of the extraordinarily large volume of outstanding international indebtedness, an integral part of what is now usually referred to as the balance of payments
adjustment process.
Limits to international banking
In view of the pervasive and fundamental role of international banking in the
world economy as purveyor and creator of
international credit, issues naturally arise
regarding the limits to its growth and how
the system can be controlled in the interests of monetary stability. Domestic banking systems are subject to the ultimate control of central banks, which, despite their
residual obligation to finance net official
deficits of the government, can impose a
sufficient degree of restraint on the domestic activities of the banking system to
achieve the broad aims of the authorities, at
least over the short term. While no similar
institutional arrangements exist at the international level—and it is for consideration whether that state of affairs is in the
general good—the growth of international
banking is constrained over the short run
by developments in the international economy itself. The banks' responses to these
developments will help determine the
course of the international economy in the
1980s.
Developments in the world economy are
worrisome. The rate of growth of the world
economy is exceptionally sluggish, particularly as measured by postwar standards.
Rates of growth of output of 1 to 2 per cent
and lower have been common over the last
three years, and the immediate prospect is
for little improvement. The low rates of
growth in output and external trade, and
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accompanying high rates of unemployed
resources in the labor and product markets,
not only make it difficult to effect structural
adjustment but also induce countries to
borrow abroad to help finance domestic demand, which thereby delays the adjustment process and results in acute external
financial difficulties.
In addition, the widespread reliance on
monetary restraint to curb the endemic inflationary pressures of the last decade has
resulted in extraordinarily volatile interest
rates and, recently, in very high real levels
of interest rates. Volatile interest rates have
been associated with—indeed have helped
to induce—very high short-run variability
of exchange rates between some of the
leading industrial countries—the group of
countries in the European Monetary System being a particularly noteworthy exception. With these developments, a shift to
shorter maturities on bank loans has become noticeable, and many new forms of
borrowing have been introduced in the
market as a means of reducing the high
effective medium-term cost of borrowing
and assuring the flow of resources. Floating rate note issues, for instance, are now
almost the standard form of borrowing. In
addition, however, potential buyers of
medium-term bonds have been tempted
with bonds convertible into equities, with
issues incorporating a currency swap element, with zero coupon and deep discount
issues, and—shades of the 1920s—with
commodity-backed financings (of which
one such issue was linked to the price of
gold and another to the price of oil). The
high variability of exchange rates and,
more particularly high interest rate levels,
has significantly increased the risks, and
thereby the costs, of international banking.
Another adverse factor in the current
economic environment is that although the
massive payments imbalances of the past
few years have diminished to a considerable extent, the aggregate deficit of the
non-oil developing countries (approximately $86 billion in 1980 and about $99
billion in 1981) has fallen only slightly.
Massive financing will again be needed, of
which, on recent past experience, about
one half can be expected to come from the
international banks. Without such assistance these countries would need to contract their imports on a major scale and
severely curb their already inadequate rates
of growth.
However, further large-scale deficits,
partly financed by borrowing, will add to
an already burdensome load of international debt. Total foreign indebtedness of
the non-oil developing countries amounted
to approximately $550 billion in 1981,
which represents a compound annual rate
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of growth of almost 21 per cent since 1971.
The ratio of debt service payments to exports of the non-oil developing countries in
1981 was approximately 23 per cent, in contrast to a ratio of approximately 17 per cent
in 1978. High interest rates compound the
burden of large absolute amounts of debt
and worsen the current account problems
of servicing it. A 1 percentage point change
in interest rates in the Eurodollar market is
equivalent to $2 billion in debt service to

the non-oil developing countries based on
their current debt. Furthermore, the conditions are spawning increasing demands for
debt reschedulings on a widespread scale
and thereby spread all debt over relatively
long periods of time. Finally, and perhaps
not unexpectedly, the general quality of
debt, both official and corporate, in both
the industrial countries and the developing
countries, is deteriorating under the pressure of low growth, high inflation, and
high real interest rates.
In short, the international banking system is facing an increasingly difficult economic environment over the short-term.
The credit-worthiness of some countries,
and corporations, has fallen dramatically.
The banking system itself is having to
adapt to a new environment of considerable instability of interest rates and exchange rates, declining adequacy of capital
to loan ratios, and increasing demands for
debt rescheduling with consequential reductions in creditworthiness. In the light of
the deterioration in the world economy and
the decline in the former high rates of
profitability on international lending, and
taking into account the rise in bad or
nonperforming assets, there is a risk that
the flow of bank credit will dry up, particularly from the smaller institutions.
There are then, from a number of viewpoints, grounds for the banks to become
more cautious in extending new loans.
However, there is no reason for the generalized indiscriminate slowdown in international lending by the banks that has

emerged during late 1982. Indeed, in the
present darkening economic circumstances, it is clearly in the general interest
to maintain an adequate flow of funds
through the international banking system
and in particular to the non-oil developing
countries.
The banks and adjustment
At the same time, there is need for further balance of payments adjustment in
many countries, both developed and developing. Clearly, the financing and adjustment mechanisms need to be reconciled.
However, the present institutional arrangements do not assure proper reconciliation
between adjustment and financing. The
next phase in the evolution of the international monetary system may well be concerned with this dichotomy between the
reserve-creating institutions and the
reserve-controlling institutions. In the
meantime, the banks themselves can take
more steps to help reduce the risks of international lending and maintain some of the
financial discipline associated with balance
of payments adjustment.
The orderly evolution of international
banking would seem to call for commercial
banks to adopt formal measures of selfcontrol. A greater collaborative effort by
the leading international commercial banks
would be an important stabilizing element
in international banking. This effort could
take a number of different forms. A system
could be established to provide for a continuous exchange of information between
banks in areas critical to their operations—
such as the extent of the reporting bank's
involvement in each country, the maturity
structure, and the amounts of credit outstanding in individual countries both in aggregate and by key sectors. The new initiatives by a number of commercial banks
to establish an institute of international
banking (a product of the recent Ditchley II
conference) marks an important advance in
international commercial bank collaboration. A comprehensive approach could be
developed for the management of external
financial risks, including the establishment
of a country risk assessment or ratings
bureau. The major commercial banks could
also arrange publicly outstanding lines of
credit with each other. A financial pooling
arrangement through the creation of credit
lines could provide the banks with an automatic short-term source of liquidity and
could also encourage banks to provide
stand-by facilities to their overseas
branches and to smaller international
banks. A further development could be the
creation of an international deposit insurance, or credit guarantee fund, which
would increase the confidence of depos-
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itors and reduce the risks of international tral bank action at a time of incipient crisis
lending. These are some measures that the was the announcement made in September
banks themselves could initiate and put 1974 by the governors of the central banks
into operation.
of the Group of Ten and Switzerland that
they would be prepared to supply liquidity
The role of official institutions
to the markets if the need arose. The sigThe current overall scale of operations by nificance of this action was that the major
the international banks attracts official con- central banks created a precedent to comcern, particularly in view of the lack of cen- mit liquidity to the international banking
tral control over the international banking system if needed and thus acted as a major
system. The present decentralized system stabilizing element.
Uncertainty regarding the capacity of naof prudential control, which rests essentially with the commercial banks them- tional central banks to stabilize the system
selves and secondarily with individual cen- in turn raises the question of the role of
tral banks, needs further improvement in official international financial institutions,
order to safeguard the stability of the bank- in particular the Fund. The Fund is a main
ing system and the international monetary source of conditional liquidity for a member in need of balance of payments fisystem.
The major responsibility for virtually all nancing. A Fund member has access at any
the prudential aspects of international time to its various facilities, provided it acbanking continues to fall on the individual cepts the policies attached to their use, and
commercial banks. However, since Decem- the member is encouraged to use those reber 1974, a great deal of work has been sources earlier rather than later in its exterdone under the aegis of the Bank for Inter- nal financial difficulties. The conditional renational Settlements (BIS) in the form of sources of the Fund can be made available
the Committee on Banking Regulation and only on the basis of an agreed stabilization
Supervisory Practices and on the surveil- program with the member. However, the
lance of banking practices, the clarification policies relating to the implementation of a
of the relationships between local central stabilization program over a period of some
banks, head offices and branches and affil- years are not intended, nor are they deiates of the international banks, and the signed, to meet a sudden or emergency sitsystematic monitoring of international uation in a member's balance of payments
banking. Improvements to the monitoring and reserve position. Nevertheless, there is
process have included strengthening a need to relate in some systematic fashion
prudential control over the international the processes of reserve creation, which are
banks by supervising banks' international determined largely by the commercial
business on a consolidated basis and by banks, with policies to ensure balance of
assessing country risks better.
payments adjustment over reasonable
The formal arrangements for the super- periods of time, without members revision and surveillance of international sorting to policies destructive of the growth
banking are comprehensive, and the rules of trade and payments.
are reasonably fully articulated. CooperaThe Fund and the commercial banks
tion—if not already operational—is in- have an essentially complementary recreasing, though it is an essentially untried lationship. However, the Fund's legal and
method of self-control. The exchange of in- practical responsibilities are solely to its
formation between the major central membership, and the membership regards
banks, the inspection by central banks of— its relations with the Fund as sensitive and
and their control over—the international confidential. For example, these relationoperations of commercial banks is at ships would not be enhanced in the event
present at a level that should, at least in the Fund decided to publish its reports and
theory, if not in practice, provide the cen- evaluations of members' economic policies
tral banks with an early warning system, if
not the ability to avoid a crisis from developing with the inevitable need for more diDavid Williams
rect official intervention.
a British citizen, is
Deputy Treasurer of the
However, the growing scale of the forFund, and a graduate of
eign operations of commercial banks,
the University of London.
which include both borrowing as well as
He has contributed to a
lending, could result in circumstances in
number of economic
which the local central bank could not adejournals.
quately cushion all adverse strains. Under
these circumstances, coordinated central
bank action may be necessary to help halt a
crisis or to prevent one from developing.
An important example of coordinated cen-

and prospects; there is also a limit to the
amount of information that the Fund, at its
initiative, could publish or otherwise make
available that bears on the economic and
financial performance of a member. It also
follows that the Fund cannot in normal
circumstances advise banks regularly on
their lending activities with individual
countries.
There are, of course, ways in which the
Fund can and does help its members in
their relations with the commercial banks.
For example, there has been concern that
excessive lending by commercial banks can
lead to debt service problems for borrowing
countries, which in turn could threaten the
stability of the international banking system. In response to this concern, the Fund
can play a useful role in helping to resolve
crises that might arise in the servicing of
bank debt, especially as they bear on the
balance of payments position of members.
The Fund has also, at the request of its
members, advised on members' relations
with the commercial banks, including assisting in obtaining adequate information
on their external financial situation. Furthermore, banks have been lending to
some countries on a net basis only because
the country had concluded a stabilization
agreement with the Fund. In this latter respect, the commercial banks lend conditional resources to support the balance of
payments adjustment effort of the borrower. The Fund itself also closely monitors
developments in international banking,
which includes ongoing discussions with
the commercial banks, central banks, and
international agencies such as the BIS and
the Organization for Economic Cooperation and Development.
Under present arrangements, the Fund's
role vis-a-vis the private banks is limited.
Its impact on the financial markets and the
institutions that compose those markets is
felt mainly, though not entirely, indirectly,
through its influence on—and ability to
persuade—its members. This points up a
gap in the present international monetary
system: namely, an absence of central control over lending by commercial banks for
balance of payments purposes, which results in the creation of international reserves, and the overwhelming need to link
that financing with policies for balance of
payments adjustment, which the banks
cannot themselves provide. This is a major
challenge in the improved working of the
monetary system—to make reserve creation serve the purposes of balance of payments adjustment. It is a challenge not only
for the commercial banking system but also
for those official international institutions
charged with safeguarding the stability of
the international monetary system.
HD
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What are credit ceilings?

Fund-supported stabilization programs
typically contain, as one of their provisions, limitations on the amount of credit
that may be extended during the program
period. These limitations are called credit
ceilings. There is a great deal of confusion
about what these ceilings are, why they are
included in programs, and what happens
when they are breached.
The view that monetary and credit developments affect nominal income and the
balance of payments has been corroborated
by both theory and experience. When domestic credit exceeds the amount of money
demanded, nominal income is raised,
which leads to greater expenditure on domestic goods (causing inflation) and on foreign goods (resulting in a deterioration in
the external position). Credit policy, including ceilings to monitor its development, is therefore an important element in
adjustment programs, which seek to manage aggregate demand, to switch expenditures toward tradable goods and
investment, and to encourage domestic
production. Specific measures are tailored
to a member's situation, economic structure, and social priorities and are adjusted
for the impact policies have on economic
targets. In particular, the amount of domestic credit permitted under a ceiling is
individually determined.
Ceilings on domestic credit rather than
on the money supply are used because
monetary authorities in small open economies cannot control the money supply except when the exchange rate is floating—
that is, when there is no change in their
international reserves. As long as there is a
balance of payments deficit, the external
sector would have a contractionary impact
on the money supply, as domestic currency
is sold to the monetary authorities. Moreover, attempts to offset this effect by expanding domestic credit would, over time,
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be frustrated by larger external deficits. The
exchange rate plays a central role in this
process because it influences the size of the
balance of payments deficit in foreign currency as well as in domestic currency
terms. Given a balance of payments deficit
in U.S. dollars, for instance, a more depreciated domestic currency would have a
greater contractionary impact.
Due to insufficient data, econometric
models are generally unavailable to facilitate the design of a policy package, so policymakers use national income and flow-offund identities, supplemented by statistical
estimates. Consistent financial flows are
developed within a monetary survey of the
consolidated accounts of the monetary authorities and the deposit money banks. The
table represents a stylized monetary
survey—omitting, to simplify the discussion, items such as the banking system's
capitalization, retained earnings, valuation
gains and losses from exchange rate movements, and so on.
The double entry accounting principles
underlying the survey require that assets
equal liabilities—net foreign assets plus domestic assets (or domestic credit) equal
money and quasi-money or liquidity,
which are liabilities of the monetary authorities or deposit money banks (that is,
NFA + DC =L). This framework contains
no behavioral assumptions and is therefore
valid regardless of the economic system or
policy mix; an advantage that, combined
with the reliability and timely availability of
monetary data, also makes the monetary
accounts a useful instrument to monitor
programs.
For this accounting identity to become a
useful economic tool, a behavioral relationship—a stable demand for money—is introduced; the result is an equation that can
be employed to balance aggregate demand
with available resources. One of the first

Illustrative monetary survey
(Outstanding stock at end of period; in millions
of domestic currency units)
Beginning of End of
program
program
Target
Actual

Net foreign assets'
Domestic credit
Net claims on government/public sector
Claims on private sector
Liquidity (money and
quasi-money)

50
200

30
270

50
150

70
200

250

300

1
For our purposes, the change in net foreign assets is
equivalent to the balance of payments deficit.

tasks in designing credit policy is to estimate demand equations both for real
money and real quasi-money (which includes, for instance, savings deposits).
Typically, these equations include, inter
alia, variables for real income and the opportunity cost of holding money—the interest rate on bonds and/or the expected
inflation rate less the interest rate paid on
quasi-money. With the parameter estimates from this equation plus targets for
inflation and output, as well as for projections for interest rates and inflationary
expectations, the increase in nominal demand for liquidity is forecast. There are
many difficulties involved in making these
projections, especially when the economy
is experiencing significant institutional or
economic changes. Nevertheless, some
judgment must be reached—not only for
this variable but others as well—if economic policies are to be formulated.
If domestic credit exceeds the amount of
money demanded, a balance of payments
deficit—a loss of net foreign assets—may
ensue. In the short run, however, an excess
supply of money does more than produce a
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deficit. Excess liquidity could also increase
domestic inflation and, given excess capacity, raise real growth, while a tightening of
credit policy could, in the short run, lower
domestic inflation, real growth, and employment. The specific effects on output,
employment, prices, and the balance of
payments depend, of course, on the economy's structure and situation, as well as
other policies, such as the exchange rate. In
the table, the weighted average growth rate
of nominal money and quasi-money is assumed to be 20 per cent. Were domestic
credit to rise above the target level (say to
300), then some combination of lower net
foreign assets (20)—implying a larger balance of payments deficit—and higher liquidity (320) would result.
The planned change in net foreign assets
during the program period depends not
only on the domestic response to policy
changes but also on external conditions,
and on receipts and payments that are exogenous during the program period—debt
service, noncompressible imports, and
capital inflows associated with ongoing investment. Export forecasts are based on
projections of demand in trading partner
countries, expected price developments on
a commodity-by-commodity basis, and the
estimates of the exportable surplus, which
includes the effects of policies to stimulate
supply. Similarly, import projections are
based on forecasts of global inflation, domestic output growth, relative price developments, excess liquidity in the financial
system, and project implementation. Some
items, such as transportation and merchandise insurance, may be related to trade
flows, while others, such as tourism and
direct investment, may be estimated separately. Debt service projections use data on
amortization and interest payments plus a
forecast of international interest rates for
floating-interest-rate debt. Many developing countries have exchange control regulations, employ debt management policies,
or have limited access to international capital markets that simplify the projection of
capital flows. In countries with a welldeveloped financial system that is integrated into the global market, interest rate
differentials and expected exchange rate
movements also influence these flows,
making the balance of payments even more
sensitive to domestic policy.
With agreement on the overall balance of
payments target, the net foreign assets entry is also determined. (This target may not
be equivalent to the change in net foreign
assets defined in the monetary survey because the latter includes banking system
flows of a medium-term to long-term maturity, which are customarily treated as part
of the capital account in the balance of pay-

ments.) In the table, a balance of payments
deficit of 20 million domestic currency units
has been envisaged. When exchange rates
are fixed, it is straightforward to go from
the overall balance of payments deficit to
the net foreign asset target in domestic currency. For example, at an exchange rate of
two domestic currency units per U.S. dollar, the balance of payments deficit would
be US$10 million.
The level of domestic credit consistent
with the targeted change in net foreign assets and the projected demand for liquidity
is obtained by subtracting net foreign assets from liquidity (DC = L — NFA), and
with appropriate seasonal adjustments,
quarterly ceilings are also obtained. Naturally, the appropriateness of deriving a domestic credit target as a residual depends
on how accurately the targets for net foreign assets and liquidity reflect the economy's structure and prospective developments. Hence, an understanding of the
economy's behavioral relationships and
their linkages to financial flows is necessary
to ensure that the policy package is properly designed. In addition, because of the
balance sheet properties of the monetary
accounts, movements in exchange rates
alter domestic credit by changing the domestic currency value of net foreign assets;
therefore, when reporting to the Fund
under an arrangement, adjustments are
made in order to insulate domestic credit
from unanticipated movements in exchange rates.
The permissible increase in domestic
credit is also allocated between the private
and public sectors. The public sector's fiscal
deficit under the program can be financed
from either foreign or domestic sources.
Foreign financing obviously has implications for debt management and the overall
balance of payments target, as well as for
domestic borrowing. The mix of domestic
financing—borrowing by selling debt instruments to domestic nonbank holders
and credit from the banking system—has
different implications for domestic interest
rates and the credit available to the private
sector. The domestic credit requirements of
the public sector are derived by subtracting
foreign and domestic nonbank financing
from its overall deficit. Usually a subceiling
on net credit to the public sector is set by
adding this flow figure to the initial stock;
the remaining domestic credit is allocated
to the private sector. If this amount of
credit is insufficient to finance the projected activity of the private sector, measures to reduce the public sector's recourse
to the banking system would be needed.
The subceiling on credit to the public sector
is especially important since larger-thanprogrammed credit use, resulting from a

greater-than-targeted fiscal deficit, is often
the reason domestic credit ceilings are
breached.
Monetary authorities have differing degrees of control over the domestic credit of
the banking system. In some countries,
they can control it directly through ceilings
assigned to deposit money banks. Where
the relationship between liquidity and
banking system reserves (known as the
money multiplier) is stable and where the
ability of deposit money, banks to borrow
and lend externally is limited, they can control bank credit indirectly by limiting reserve growth or increasing reserve requirements. However, even though stable, the
money multiplier can still fluctuate unexpectedly and commercial banks may still
be able to lend and borrow abroad to some
extent and, thereby, weaken the monetary
authorities' control over total domestic
credit. In such cases, the authorities may
prefer to have a ceiling set on the domestic
credit of the central bank, which they can
more readily control. Such a ceiling reduces
the risk that it would be accidentally exceeded; however, because the linkage from
central bank credit to banking system credit
is less stable, the attainment of program
targets may be more problematic.
As has been suggested, credit ceilings in
Fund-supported programs are a quantitative limit to ensure that the domestic credit
extended, plus the monetary implications
of the balance of payments target, will
match the expansion in liquidity demand.
These ceilings are thus an instrument used
to safeguard the economy against financial
disequilibria that could undo the adjustment achieved through budgetary, exchange rate, incomes, and pricing policies.
What happens when a breach of a credit
ceiling occurs? The immediate consequence is an interruption in the member's
right to draw on the Fund resources made
available to support the adjustment program. This does not mean, however, that
the program has collapsed and the standby or extended arrangement is canceled.
Rather, the first order of business is to determine why the ceiling was exceeded. The
Fund is well aware that there are numerous
uncertainties in designing a financial program and that a reversible shock may have
temporarily caused the credit ceiling to be
exceeded. In such cases, a waiver of that
particular ceiling is normally granted.
However, if the deviation indicates a more
fundamental problem with the program's
design or implementation, then either the
program will have to be modified or an entirely new financial program will be negotiated before access to Fund resources can
be resumed.
G. Russell Kincaid
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Coffee and cocoa trends
An unfavorable outlook for developing countries.
Between 1977 and 1979, the value of coffee
exports from developing countries averaged US$11 billion, while cocoa exports
realized $3 billion a year; together they represented 7.5 per cent of all developing
countries' nonpetroleum exports. For 24
developing countries, many of them lowincome, coffee and cocoa exports bring in
over 20 per cent of total export earnings.
Although they fluctuate widely from one
year to another, the export revenues they
earn (from cocoa beans as well as semiprocessed cocoa products—butter, paste, and
powder) have increased substantially in the
last 20 years. These large increases in revenues were caused by rapid increases in demand, aided by rapid economic expansion
and fast population growth worldwide until the mid-1970s.
However, since then, the demand for
coffee and cocoa has changed substantially.
National income and population growth
rates in the industrial countries—the main
coffee- and cocoa-consuming regions—
have declined considerably, and do not
seem likely to return to their previous
higher levels. As a result, prices of both
coffee and cocoa have recently fallen. To
prevent them falling further, either demand must rise or coffee and cocoa producers should reduce output growth.
Coffee: demand
One of the main causes of stagnating
world coffee demand in recent years has
been the long-term decline in demand in
the United States, the most important consuming country—followed closely by countries in the European Community. The
United States accounts for 30 per cent of
world imports. Data on per capita consumption in the United States show a net
decrease of 1.9 per cent a year over the last
15 years. Besides the slowing down of income growth, an important factor causing
this decline in consumption appears to be
price competition from other beverages,
such as cola drinks and milk (see table).
30

T. Akiyama and R. C. Duncan

Consumption of fruit and other juices, and
tea—cold teas in particular—has also affected coffee consumption, and concern over
the side effects to health from coffee has
been a factor. A recent International Coffee
Organization (ICO) study shows that in
1980 the percentage of the U.S. population
over ten years of age that drank coffee was
down 18.1 per cent compared with 1963;
the corresponding figures for soft drinks,
juices, and tea showed increases of 18.5 per
cent, 3.8 per cent, and 7.0 per cent respectively. This declining trend for coffee is
particularly strong among young persons,
only one in four of whom are now regular
drinkers compared to one in three a decade
ago. Apart from a decline in the percentage
of people drinking coffee in the United
States, there is also a decline in the number
of cups consumed by those who do drink
coffee.
Western Europe, the second largest consuming area, has been increasing its demand for coffee steadily for the past 20
years. However, recent ICO studies of coffee consumption in the Federal Republic of
Germany and the United Kingdom indicate
that the growth in per capita coffee consumption in these countries is also slowing
down, while fruit juice and soft drink consumption is increasing rapidly. This development indicates that coffee demand in
Western Europe may decline as it has in the
United States. If so, the prospects for
growth in world demand for coffee become
very limited. Although Japan, the centrally
planned economies of Eastern Europe, the

U.S.S.R., and the developing countries
have also increased coffee consumption,
theirs is a small share—5 per cent or less—
of total demand. Thus, even if their consumption continues to grow at a high rate,
the impact on world demand will not be
substantial for many years.
Future growth in the consumption of coffee will depend primarily upon income
growth, population growth, changes in the
price of coffee, price changes in competing
beverages, and whether or not there is any
further erosion in demand as a result of the
concern over the side effects of caffeine intake. The proportion of decaffeinated coffee in U.S. consumption has remained between 12 and 14 per cent since 1974, which
may indicate that any swing away from coffee due to the perceived health risk has also
stabilized.
The projections of world coffee demand
that follow have been made on the basis of
the expected income and population trends
used for the World Development Report 1982.
It is evident that the growth in world consumption, at least over the next decade,
will depend heavily on consumption
growth in the United States and the European Community. Population growth in
these countries is projected to be slow for
the next decade, so demand at the turn of
the century will depend heavily on future
growth of income in these countries. If
competition from other beverages continues to depress coffee consumption in the
United States and to affect, increasingly,
coffee consumption in Western Europe,

Indexes of the retail price of coffee and other selected beverages
(In 1978 constant dollars)
1962

Coffee (roasted)
Cola drinks
Milk

100
100
100

1975

162
132

1976

1977

1978

180
136
139

314
108
140

261
113
—

Source: International Coffee Organization.
—Indicates data not available.
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1979

171
121
88

total world growth in demand for coffee
could be less than 1 per cent per annum for
the 1980s. A less pessimistic view of coffee
consumption in Western Europe allows for
about 1.3 per cent annual growth in demand from income and population growth
worldwide during the 1980s.
Supply
Coffee is produced in a large number of
countries in Latin America, Asia, and
Africa. Latin America is the dominant
Chart 1
Coffee consumption by major regions,
1961-80

coffee-producing area, but its share of
world production has been declining (from
about 78 per cent in 1961 to about 65 per
cent in 1980) mainly due to falling Brazilian
production since the early 1960s (Chart 2).
During the same period, African producers
increased their share from 17 per cent to 23
per cent and Asian producers went from 4
per cent to 10 per cent.
During the 1960s, Brazil followed a policy
of coffee tree eradication in a unilateral effort to prop up coffee prices after the collapse of the postwar boom. At the beginning of the program it was producing up to
50 per cent of world output and held stocks
equivalent to more than one year's total
world consumption. As a result of the program, the number of coffee trees in Brazil
fell consistently from 1962-63 to 1970-71.
However, soon afterward, the tree eradication program was abandoned, in light of
the fact that its actions only served to reduce substantially its share of the world
market.
During the 1970s, Brazil pursued a policy
of providing incentives for coffee planting.
The results of this policy show up in the
vigorous growth in the number of coffee
trees planted—from 2.2 billion in 1970/71 to
3.4 billion in 1981 (about the same number
as in 1964/65). With the planting of highyielding varieties, average yields have been

steadily increasing. The large-scale plantings in the wake of the high prices of 1976
and 1977 are only now starting to bear fruit.
There has also been an increase in the area
planted to coffee in Brazil, with a shift
northward in Brazil's coffee-growing region. Since coffee has proved a good pioneering crop, large plantings have been
carried out in the Amazon Basin and northwest area. Though well over half of all trees
are still in the frost susceptible areas of the
South, the likelihood of damage from frost
Chart 2
Coffee production: world and Brazil
1949-81

has been lessened by this northward
movement.
It is the Brazilian Government's declared
intention to maintain in the medium term a
production capacity of 28-30 million bags.
Information is not complete, but estimates
made by the authors on the basis of tree
numbers and likely yields indicate that Brazil's average annual production in the 1980s
could exceed 30 million bags (preliminary
estimates of the 1983/84 crop range from 29
to 35 million bags). This would mean a substantial increase over Brazil's recent average annual output, which has been about
23 million bags, and translates into an 8 per
cent increase in world output. If such an
increase occurs it could only be offset by
fairly large decreases by other major
producers.
Two other important producing countries, Colombia and Indonesia, burdened
by large stocks that have resulted from
production in excess of ICO export quotas
and other sales, are reported to have recently decided to halt expansion of output.
Colombia's annual production is expected
to decline from the current level of 14 million bags to about 12 million bags by the
end of the current decade. Indonesia's annual production, too, is projected to decline gradually from the current 5 million
bag level to 4.5 million bags by the end of

the decade. This prognosis for Indonesia is
in sharp contrast to projections of two years
ago when its output was expected to grow
to about 7.5 million bags by 1990.
Prices
During the 1960s coffee prices fell and,
measured in real terms, did not rise until
after the 1975 frost in Brazil, when its production was more than halved and coffee
prices quadrupled. Since 1979, prices in
real terms have fallen again to levels at or
Chart 3
Coffee prices: yearly averages
1950-81

below those realized in the 1960s (Chart 3).
The results of analysis by the authors show
that real prices of coffee are expected to
decline further from their present low levels in anticipation of substantially increasing supply. In the absence of severe
production upsets, they are not expected to
recover until the early 1990s. Even then,
the increase in prices in real terms is not
expected to be substantial. Consumption
will respond temporarily to the lower
prices in the next few years, but return to
its slow secular trend thereafter.
Cocoa: demand
World consumption of cocoa beans
reached a high point of 1.6 million tons in
1973. It subsequently fell to about 1.3 million tons in 1979 in response to the high
prices caused by the sharp decline in production in 1977 as a result of bad weather in
West Africa. There has been some recovery
in consumption in the period since 1979
due to the sharp decline in prices since the
1977-79 boom. However, since 1979 the
growth in consumption has been considerably less than the increase in production,
leading to steadily increasing stocks. For
the year 1981-82 cocoa stocks are expected
to be about 672,000 tons, compared with
278,000 tons in 1976-77.
finance & Development iMarch 1983
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Cocoa beans are initially processed into
cocoa liquor, butter, cake, and powder—
each a separate stage in processing. These
products are subsequently used as raw materials in a variety of products, but the main
use, by far, is for chocolates and other confectionery. The major consuming regions
shown in Chart 4 are Western Europe
(about 40 per cent), North America (27 per
cent), and the centrally planned economies
of Eastern Europe and the U.S.S.R. (16 per
cent). Consumption has changed very little
in Western Europe since 1965—if anything,
the trend is slightly downward (Chart 4). In
the United States there has been a marked
decline since 1972, associated in part with
the high prices in the period 1977 to 1979.
The slow income growth in the industrial
countries in the latter part of the 1970s
seems to have been largely responsible for
the slow or declining trend in world consumption in that period.
In fact there has been little growth in the
cocoa market since the mid-1960s; the
shares lost by the Western European and
North American markets have been taken
up by the centrally planned economies.
The tetter's share grew rapidly from 12 per
cent in 1965 to 23 per cent of the world
market in 1975. However, with the high
prices and slower economic growth of recent years, the centrally planned economies' imports have tumbled—down to an
estimated 16 per cent of world consumption in 1980. Developing countries as a
group are minor consumers of cocoa products. Moreover, their total consumption

has shown no indication of a substantial
increase.
The prospects for growth in cocoa demand in the major consuming countries do
not look good. The population and income
growth projections in the World Development Report 1982 for the important markets
of North America and Western Europe indicate that consumption growth in these
Chart 4
Cocoa consumption by major regions,
1961-80

Supply

areas will remain as depressed as it has
been for the past decade or so. Income
growth prospects in the European centrally
planned economies and the U.S.S.R. are
not optimistic either. The demand for imports by the European centrally planned
economies and the U.S.S.R. is very re-

International agreements
International agreements art currently in force for both coffee and
cocoa. The International Cufftc Agreement uws established m 1976
with the aim of stabilizing toffee prices, using export quotas. Members
of the Agreement include countries accounting for 99 per cent of iivrld
exports and 90 per cent of world imports. In September eaih year,
before the beginning of the coffee year, members of the Agreement
decide on the global export uuota (an wtll as each exporting country's
auota) and the price range within which to operate. The global quota
is based on projections of consumption, production, and stocks for each
coffee year. Quotas arc adjusted within the year in an attempt tu
maintain prif.es within the agreed price range. The export quota provisions were put intu effect most recently in October 198(1, follou'ing
the fall in prices beginning June 1980. The level of the global quota uvs
progressively reduced, as prices kept falling until fuly 1981—a tightness which led to a buildup of stuck* and heavy competition in nonquota markets. Prices rose in August 1981 and have been somewhat
stranger since, but this may have been due mainly to the were frost
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sponsive to price and, given current low
prices, may well return to import levels of
the mid-1970s in spite of falling population
and income growth. However, this is the
only likely area for growth in the cocoa
market. Some increase in cocoa demand in
North America and Western Europe can
also be expected, if prices fall. Consumption growth in the United States has probably been stimulated in the past two years
because of the appreciating U.S. dollar.
Our analysis within the framework of a
world model of the cocoa market indicates
that the growth in world demand for imported cocoa arising from income and population growth will be about 2 per cent a
year throughout the decade.
World cocoa production is concentrated
in a few developing countries. Brazil, the
Ivory Coast, Ghana, Nigeria, and Cameroon account for about 80 per cent of total
production. However, Ghana and Nigeria
have been losing their share of the market
—their production actually declining in recent years. In Nigeria's case this has been
due to the rise in both the value of the naira
and in wage rates from its burgeoning oil
exports since 1973; in Ghana it has been
due to an overvalued exchange rate, adverse domestic pricing policies—both of
which have drastically reduced incentives
for Ghanaian farmers to produce cocoa—as
well as to plant disease and depreciating
infrastructure. Brazil and the Ivory Coast
are now the major cocoa producers, hold-

that hit the Brazil crop in July 1981. The new Agreement, which is to
be implemented in 1983 with little change from the current Agreement, will be in force until September 1989.
ihe International Cocoa Agreement, which came into fane in August 1981, uses buffer stocks in an effort to stabilize prices. The Buffer
Stock Manager UBS provided with initial funds carried over from the
previous agreement. Additional funds are accrued from levies on either
exports ur imports of the Agreement members. Many exporting and
importing countries are not members of the existing Agreement, including the largest producer, the Ivory Coast, and the largest consumer, the United States. Faced with increasing stocks and declining
prices, the buffer Stock Manager has been purchasing cocoa wntc
August 1981 but has not succeeded m raising cocoa prices to the
"floor" leivl of Ihe agreed price range. The 1981-82 cocoa crop, for
instance, is expected to exceed 7.7 million tons, about 10 per cent
higher than in the prci'ious year and the fifth cemsecutiiv year of
surplus: stocks are expected to be about 700,000 tons us a result—an
increase of 140 per cent mvr -stocks in 1976-77. Additional funds of
$75 million have recently been approved for buffer stock purchases and
made mrailahle through commercial bank loans.
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ing shares of 22 per cent and 24 per cent
respectively, in 1980-81.
Cocoa production is increasing as it did
between 1957 and 1964. During this period,
world production increased at 7.8 per cent
a year, stocks rose fourfold and prices
halved. Between 1964 and 1976, production
declined and real prices rose again to levels
comparable with the early 1950s (for price
movements see Chart 5). Since 1976, world
production has increased rapidly—at an
annual rate of 5 per cent—with Brazil and
the Ivory Coast achieving individual
growth rates of 10 per cent and 13 per cent,
respectively. Further increases in world
production seem likely, coming from the
plantings induced by the 1977-79 price
boom. Cocoa trees take 3 years to reach
production, and, for the new high-yielding
varieties, only 7 years to mature production
(compared to about 14 years for older
varieties).
There are indications that many major
producers are increasing cocoa production
substantially. It has recently been reported
that Brazil plans to increase its cocoa production from 340,000 tons to 550,000 tons
by 1992. Other countries also seem likely to
increase production substantially. Without
any further plantings, production in the
Ivory Coast could increase by as much as
100,000 tons by 1990 due to the maturation
of the large plantings made in recent years.
South East Asia could also be the source of
a further large increase. Production costs in
this region are estimated to be considerably
lower than in other regions and thus cocoa
is still profitable to growers even at current
low world prices. Malaysia, the Philippines, Indonesia, and Papua New Guinea
could therefore well increase cocoa production for this reason. The area planted to
cocoa in Malaysia is estimated to have increased by more than 200 per cent since
1973. In the light of recent and planned
plantings we estimate that Malaysia's production could increase by more than 100
per cent in the next five years to about
110,000 tons, and could increase further to
about 130,000 tons by the end of this
decade.
Relief from this rapidly increasing supply
is likely to come from further reductions in
Ghana and perhaps Nigeria—though there
is room for doubt in both cases. Ghana may
be able to improve the collection and internal transport of cocoa and therefore increase the quantity coming onto the market; with improved policies, low labor
costs, and abundant land suitable for cocoa, Ghana could readily reverse its downward production trend. In an effort to revitalize cocoa export earnings to replace the
decline in oil exports, prices now being offered to cocoa producers in Nigeria are ac-

tually higher than international prices.
However, Nigerian farmers can earn more
from producing scarce food crops than
from producing cocoa for export. If Ghana
and Nigeria hold output constant, world
supply is likely to increase 40 per cent by
1995; should they revert to previous production levels, supply would increase by 60
per cent by 1995.
Chart 5
Cocoa prices: yearly averages,
1950-81

Prices
Simulations of the world cocoa model
show the present low real prices continuing
until the late 1980s, when some recovery
will take place. This recovery is contingent
on the expectation that the low prices forecast over the next few years will discourage
growth in the major producing countries in
the longer term. However, if production
throughout the present decade expands in
Brazil, South East Asia, and some other
T. Akiyama
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countries at rates that are being proposed
at present, cocoa prices will fall even lower
than currently forecast.
Outlook
Any projections regarding coffee and
cocoa are necessarily subject to numerous
uncertainties—the price elasticity of demand may be higher in the long run than
anticipated, and that of supply could also
be much higher. However, on the basis of
the authors' evaluation, coffee and cocoa
face the prospect of increasing supply and
slow growth in demand. Growth in demand for these commodities is expected to
be low worldwide due to the expected low
economic and population growth in the
major consuming regions, the industrial
countries, and also to the fact that per capita consumption levels are reaching saturation in many of these countries. Increasing supplies have already resulted
from the large-scale plantings that were
carried out in the second half of the 1970s
as a consequence of very high prices. Moreover, from what is known about planting
intentions, the widespread trend toward
increasing production is disconcerting in
the light of current and likely prices.
International agreements for both coffee
and cocoa have sought to put a floor under
prices. However, such agreements cannot
be effective if oversupply persists. These
commodities have low price elasticities, so
prices have to decrease substantially to increase consumption at all. Using widely
agreed medium-term price elasticities it is
estimated that for world consumption to go
up by 1 per cent, prices have to be lowered
by about 3 per cent and about 4 per cent for
cocoa and coffee, respectively. Thus, by
producing more of these commodities, the
export revenues of the producing countries
as a whole may go down.
Because of their foreign exchange earning capacity and high labor intensity in
growing and harvesting, coffee and cocoa
production are attractive for countries
whose other sources of foreign exchange
earnings and employment are seen to be
scarce. However, the only way to improve
the gloomy outlook is for the uneconomical
producers to reduce production growth by
diversifying out of coffee and cocoa. Producing countries could make profitable
investments within the cocoa and coffee
sectors, without increasing supply, particularly in efforts to improve bean quality
(through improved fermentation and drying in the case of cocoa) as well as in further
processing of cocoa beans. It has been estimated that some producing countries could
increase the unit value of cocoa bean exports by up to 15 per cent through improved fermentation and drying.
ED
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Economic impact of defense
World military expenditures have been
rising rapidly, increasing by over 22 per
cent in real terms in 1970-79, even as the
rate of economic growth slowed in both developed and developing countries. Developing countries' expenditures on defense
in the same period rose in real terms from
US$72.6 billion to $118.7 billion—an increase of 63 per cent—while their share of
world military expenditures rose from 17.1
to 22.5 per cent. As a proportion of
gross national product, however, military
expenditures in developing countries
dropped slightly in 1970-79 from 5.8 to 5.5
per cent.
Data on military and defense expenditures are not uniformly available on all
countries. Nevertheless, an established
body of information (see Related reading)
unmistakably points to a rising trend of
such expenditures in developing countries,
which can be examined against the background of their economic development.
Most of the developing world as we
know it today emerged as independent nations in the aftermath of World War II and,
in the case of Africa, after 1960. In the two
decades following that date there was a
proliferation of wars and civil disturbances
worldwide, often with costly economic af-

tereffects, and most of these occurred in
the developing world (Sivard, 1980).
Defense expenditures have long been
considered necessary, indeed beyond
question in many countries. Efforts to control or even eliminate them have an equally
long, though less successful, history. Apart
from their strategic or political implications, defense expenditures have an obvious economic impact that can be particularly acute in the developing world, where
resources are scarce and therefore the opportunity cost of such expenditures is high.
This was especially true during the decade
of the 1970s—one of significant economic
turmoil, with the economies of the developing world adversely affected by developments beyond their control, including
the sudden and substantial rise in the price
of energy and the slowing down of growth
in the industrial world.
The debate over the economic implications of military expenditures continues
—most recently in the United Nations Second Special Session on Disarmament in the
summer of 1982. However, no clear agreement has emerged about the nature and
extent of their economic impact.
Many supporters of military expenditures justify them not only on the grounds

World military expenditures, 1972, 1976, and 1981
(In millions of U.S. dollars, at 1979 prices and exchange rates)
1972

World total
Developed market economies
Centrally planned economies
Organization of Petroleum
Exporting Countries
Non-oil developing countries
With 1978 GNP per capita
below US$300
With 1978 GNP per capita
between US$300-699
With 1978 GNP per capita
above US$699
Total non-oil developing countries
South Africa

416,304
238,596
[143,805]
1 1 , 1 27

1976

1981

456,045
232,980
[157,869]

518,727
262,137
[173,652]

32,934

[46,220]

6,333

(6,390)

[7,687]

4,695

8,002

[7,090]

10,825
21,853
1 ,326

16,620
31,012
2,815

(20,284)
35,061

Source: Stockholm International Peace Research Institute, The SIPRI Yearbook of World Armaments and
Disarmament, 1982, Taylor and Francis Ltd., London, U.K., p. 140.
Note: Details may not add to totals because of rounding.
— Indicates information not available or not applicable.
( ) Indicates SIPRI estimates.
[ ] Indicates imputed values, with a high degree of uncertainty.
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of national security and stability but also in
economic terms. Defense industries are
considered seedbeds of technical knowledge and skills that are passed on, either
directly or indirectly, to the civilian sector.
The military and ancillary services are said
to provide employment and training for
large numbers of people. Further, the use
of military personnel in national health and
education schemes is given as an example
of the participation of the military in institution building in the developing world. A
number of countries in Africa and Asia
have attempted to put such schemes into
effect.
Some social scientists attribute a major
role to the military in the modernization of
developing societies. They believe that the
military is often the leading sector of the
economy in contact with modern technological advances and that it imparts
training to its personnel in handling sophisticated equipment. This experience is
said to be transmitted to both the rural sector, where most soldiers originate from and
return to, and the urban sector, where
most military organizations operate.
An often quoted major study of the relationship between expenditures on defense
and economic development (Benoit, 1973)
provides evidence that even though defense expenditures outpaced economic
growth in 1950-64 in 44 developing countries, their expenditures on defense did not
have a net adverse effect on growth. In fact,
the study concludes that in these countries
"the more they spent on defense in relation
to the size of their economies, the faster
they grew—and vice versa." Another benefit often cited by supporters of defense
expenditures is the creation of basic infrastructure, such as transport and communication networks.
The basic criticism that is leveled against
high defense expenditures is that they reduce the total resources available for economic development in poor economies.
The growing need of developing countries
for both domestic and foreign resources
could be met, it is argued, by freeing some
of the current defense allocations, especially where economic difficulties demand major structural adjustments. Critics
charge that defense sector expenditures
complicate the task of adjustment since
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expenditures
they escape analysis and scrutiny while using up economic resources.
The high import content of the defense
sector is another major cause for criticism.
In developing countries as a whole, arms
imports represent about 5 per cent of total
imports. Where such imports are financed
by external loans, they add to the rising
burden of external debt. And, to the extent
they are paid for by export earnings, they
absorb resources that could have been put
to productive alternative uses.
Opposing the view that the defense sector provides employment, and therefore
income, critics often suggest that defense
expenditures transfer income to a relatively
small, privileged group in the cities. The
majority of people of the developing world
live in rural areas and therefore do not benefit from the activities of the defense sector.
The modernizing effects of the military, it is
asserted, mainly stem from training for the
use of highly sophisticated military hardware and weapons, most of which have no
application in the civilian economy. The
education of military personnel to handle
such equipment and to work within military organizations does not necessarily
make them valuable additions to the pool
of technical talent available within a developing country. Critics point out that it is
difficult to transfer the knowledge of, say,

the operation and maintenance of sophisticated fighter aircraft to any sector of the
civilian economy in a developing country.
The suggestion of a positive correlation
between military expenditures and economic development in some developing
countries does not, critics assert, establish a
causal relationship between the two. The
Benoit study, for instance, covered a period
of large-scale foreign economic aid that
may have compensated for the diversion of
resources toward defense. Further, these
heightened aid flows may have been a major factor in the growth of the countries
studied. A more recent study, of 69 developing countries over the 1950s and 1960s,
indicates that growth of military expenditures reduced the rates of growth, investment, and agricultural production. A 1 per
cent increase in the military's share of gross
domestic product (GDP) was associated
with a 23 per cent and 18 per cent drop in
the respective shares of investment and agriculture in GDP (Taylor, 1982).
The provision of basic transportation and
communication infrastructure, often cited
as a benefit of defense expenditures, could
just as easily be justified on purely economic grounds, according to critics. A rural
road, they assert, could, in fact, be justified
on the basis of improved transportation of
rural produce to urban markets and the bet-

Average defense and other central government expenditures
in non-oil developing countries, 1976-80
(Per cent of total expenditure)

Other
(including administration)-^
Education

Social security
and welfare

£—

Health
Defense

Housing

Other
transportation and
communications

Economic services-

Roads
-Electricity
Agriculture

Source: IMF, Government Finance Statistics Yearbook, 1982.

ter flow of goods and services in the other
direction. There would still be an additional spinoff to the military if it required
such a road for strategic purposes.
The entire debate over defense expenditures and their economic costs comes
down to the twin questions: how much defense does a country need and how much
can it afford? The answer does not lie in the
area of economics alone but is related to
many national and international considerations of social, political, and economic
import. In the final analysis, it is the prerogative of individual governments to
assess both the costs and benefits of rising
expenditures on the defense sector and to
decide, according to their priorities, the
proper allocation of resources between defense and other needs.
Snuja Nawaz
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Private sector petroleum exploration
in developing countries
Why did private sector
petroleum exploration not
increase as much as
anticipated in the 1970s?
Keith Palmer
While real oil prices rose dramatically during the 1970s, there does not appear to
have been a corresponding increase in petroleum exploration in the oil importing developing countries. Total exploration activity in these countries, measured by the
number of exploratory wells drilled, was no
higher in 1979 than in 1971, while in the
United States over the same period it increased by about 50 per cent. The same
picture emerges if seismic crew-months
rather than wells are used as an index of
activity. This apparent lack of response in
developing countries cannot be explained
in terms of an absence of geologic potential. A Bank-sponsored survey of oil and
gas potential in oil importing developing
countries concluded that of 70 countries
evaluated, 38 had very high, high, or fair
petroleum potential, and of that group only
8 countries were considered adequately
explored.
Before accepting that private sector exploration has not been responsive to oil
price increases, a number of caveats should
be considered. First, as the chart indicates,
over half the exploratory drilling in oil importing developing countries was undertaken by the government-owned national
oil companies of a small number of large
countries (notably Argentina, Brazil, and
India), so trends in exploration in the public sector are as important as those in the
private sector. Although reliable data are
not available, fragmentary evidence suggests that, in fact, both public and private
sector exploration have been relatively
stagnant over the decade, although for different reasons.
Second, available data refer to total exploratory wells rather than the more relevant "new field wildcats" (exploratory
drilling in areas with no proven petroleum,
for which data are not available). Since by
far the largest volume of exploratory activity takes place within producing basins,
36

these data mask the trends in exploration
in frontier areas which are more relevant
for the majority of the oil importing developing countries. Finally, private sector
exploration responds to higher prices only
with a considerable lag, because of the time
required to acquire exploration rights, evaluate existing data, and mobilize equipment. Since the second oil price "shock" of
1979-80, a modest increase in exploratory
activity has occurred. Although over half
this increase is attributable to higher national oil company exploration (in Argentina and Brazil), it is at least possible that a
lagged increase in private sector exploration is underway.
Despite these caveats, it appears that private sector exploration in the oil importing
developing countries has not increased at

the rate previously anticipated nor to the
extent observed in developed countries,
particularly the United States. It is also
clear that foreign oil company participation
in oil importing developing countries has
been dominated by a few very large multinationals. This is relevant to the analysis of
constraints on private sector exploration in
these countries. Two types of constraints
appear to exist: those originating in developed countries and those originating in the
oil importing developing countries themselves.
Bias in developed countries
The existence of special tax benefits for
income arising from domestic petroleum
production for both U.S. companies and
individual shareholders is a major subsidy

Table 1
Oil importing developing countries:
principal investment requirements in oil and gas sector, 1980-90
(In billions of 1980 U.S. dollars)

Oil1
Exploration
Development
Gas2

Estimate
1980

Projected
annual
average
1981-85

Projected
annual
average
1986-90

Projected
average annual
percentage
growth rate
1980-90

0.5
2.1
1.0
3.6

1.0
2.5
1.7
5.2

1.5
3.2
2.7
7.4

11.6
4.3
14.2
30.1

Source:
World Bank, Energy in the Developing Countries, 1980.
1
Based on the investments required to develop oil production from 2.0 million barrels of oil a day in 1980 to
3.62 million barrels of oil a day in 1990.
Based on the investments required to raise gas production from 1 .5 million barrels of oil equivalent in 1 980
to 2.5 million barrels of oil equivalent in 1990.

Table 2
84 net oil importing developing countries:
estimated remaining ultimate recoverable oil reserves1
(In millions of barrels)

Non-oil producing
Ultimate
recoverable
reserves
Proven

Africa
Asia
Latin America
Middle East

13,730
8,375
5,510
1,515
29,130

Proven reserves
(In per cent of ultimate
recoverable reserves)

0
0
0
0
0

Total
Ultimate
recoverable
reserves

13,820
14,025
22,185
3,120
53,150

Proven

10
1,790
4,950
450
7,200

0

Source: Bureau d'Etudes Industrielles et de Cooperation de I'lnstitut Francais du Petrole, Petroleum
Resources of Oil Importing Developing Countries, 1 975.
'Net oil exporters in Latin America were not included in the study.
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for domestic U.S. petroleum investment
but it discourages exploration overseas, including in the developing countries. The
United States is the major potential source
of oil exploration capital in the developing
countries. In recent years, progressive
tightening of tax rules for the overseas petroleum income of United States corporations has increased this tax bias in favor of domestic petroleum investment. Tax
benefits include the widespread use of
"drilling funds," which permit individuals
to deduct from personal income a high
share of exploration costs in the year incurred (and until very recently at marginal
tax rates up to 70 per cent). The drilling
fund is probably the single most important
explanation for the unique presence of
many small exploration firms in the United
States.
At the corporate level, discriminatory tax
benefits include the retention for most
companies of a substantial depletion allowance, which effectively shields 22 per cent
of gross domestic petroleum income from
taxation, and favorable income consolidation rules, which permit the deduction of
losses incurred in domestic petroleum
operations from domestic nonpetroleum
income. A recent study showed that the
effective corporate tax rate on petroleum
income from United States operations is
less than 15 per cent. A neutral tax system
would impose the same effective tax rate on
income from all sources, whether derived
from domestic or foreign operations.
Constraints in LDCs
Four main types of constraints within oil
importing developing countries can be distinguished: small fields; government policies; gas-prone areas; and political risk.
The global distribution of petroleum field
sizes is highly skewed. While there are
good prospects for economic discoveries in
the developing world, there is a high probability that many of the fields encountered
will be small by the standards of the major
multinationals. It is widely acknowledged
by oil industry representatives that the major oil companies are primarily interested in
areas with potential for large fields—in excess of 500 million barrels of oil—and have
no serious interest in exploring for oil fields
with reserves of less than 50 million barrels
(although they may, nevertheless, develop
small fields discovered while searching for
larger ones). Nor are they interested in exploring for gas fields with reserves of less
than 3-5 trillion cubic feet—the minimum
reserves required for a liquified gas export
project to be economic. Yet, given the historical distribution of field sizes, it can be
expected that over 70 per cent of fields discovered in developing countries will be in

the smaller range. From the country's point
of view, at present costs and prices, these
small fields can make an important contribution to net foreign exchange earnings.
For a "typical" range of exploration and
development costs, fields considerably
smaller than 50 million barrels can generate
an attractive economic rate of return (after
allowing for the risk of sinking a "dry
hole").
If this is the case, why do private companies not search for these fields? The conWho does the exploration
in developing countries?
(Average data for 70 developing countries in 1979-80)
(In per cent)
National oil companies (developing country) 60

National oil companies (developed country) 10

Small imajors2

6

arge independents3
Large

2

mall independents"
I

2

10

20

30

40

50

60

Source:
Petro Consultants.
1
Shell, British Petroleum, Mobil, Texaco, Chevron,
Exxon, and Gulf.
Fortune 500 assets over US$1 billion.
3
Fortune 500 assets US$100 million—$1 billion.
'Fortune 500 assets less than US$100 million.

centration of private sector exploration in
developing countries in a few large firms
(see the chart) has a bearing on this question. The few large firms engaged in international exploration have limited managerial resources; they seek to limit their
exposure in developing countries and frontier areas, and ration exploration expenditures in line with current and expected
internal cash generation. Thus they undertake only a limited set of the potentially
profitable investments. While from a corporate viewpoint it is rational to invest limited resources in the search for large fields,
profitable opportunities of vital importance
to the developing countries get deferred.
A related point is that small fields, especially those in large countries, are less
likely to produce an exportable surplus.
The major oil companies and the developed
country state oil companies are anxious not
only to make a profit but also to secure
physical access to crude to maintain security of supply for their downstream operations and home countries, respectively.
For the majority of smaller North American
independent oil companies, used to discov-

ering and developing fields in the range of
1 to 10 million barrels, the "small fields" in
developing countries are potentially profitable. However, their participation remains
very minor, despite some increase in recent
years. Smaller companies appear to be deterred by the large scale of international
exploration expenditures relative to their
cash flow, the tax benefits available for domestic exploration, and concerns about political risk in developing countries.
Government policy in developing countries can be a constraint to private sector
exploration—either because acreage is not
available to the private sector or because
the terms and conditions on which it is
available are unacceptable when compared
with alternative investment opportunities.
In most oil importing developing countries, public sector petroleum investment
broadly coincides with national investment
because, given the huge capital requirements of the industry, the only feasible alternative to foreign investment is often
public sector investment. The presence of
state oil companies transcends ideological
boundaries and is often more a manifestation of nationalism than socialism. (This is
true for most European developed countries too.) While it is understandable that
governments of developing countries wish
to avoid total dependence on foreign companies, in the 1970s state oil companies often held exploration rights over areas well
in excess of what they could hope to explore in the near future. Often they were
not subject to the same requirements applied to private investors to explore an area
or relinquish it, and undoubtedly part of
the supposed failure of private companies
to respond to new opportunities was, in
fact, a reflection of the lack of access to the
more promising areas.
The fiscal terms in petroleum contracts
may also have deterred private sector exploration in some cases. In response to the
large oil price increases, countries raised
substantially the government share of
project revenues from royalties, taxes,
production shares, and so on to obtain for
the state a larger share of the resource rent
and to limit the "windfall gains" made by
investors. However, the structure of the fiscal terms in many cases not only limited
windfall gains but also made it unprofitable
for investors to explore for small fields.
Many basins in oil importing developing
countries have characteristics that suggest
that gas rather than oil may be found. Reserves have to be very large if liquified natural gas schemes are to be economic, and
even then the capital requirements of such
schemes are so vast that only a minority of
very large oil companies could contemplate
them. Smaller gas reserves may well be
Finance & Development I March 1983
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economic if a domestic market can be
found, but private oil companies have
shown little interest in exploring for gas
fields where the output would be sold
within the developing country.
This reluctance to become involved in
gas development for the domestic market
in developing countries results from several factors: the large financial commitment
in distribution and marketing infrastructure, which has low returns on investment
and a long payback period; the high political risk involved in having an investment
tied to a single (usually government) buyer;
the high market risk associated with sales
linked exclusively to the growth of national
demand; the absence of clear ex ante gas
pricing rules; and the problem of access to
foreign exchange to ensure remittance of
earnings. Some of these problems—those
relating to pricing and access to foreign
exchange—can be alleviated through revised petroleum contracts; others—such as
infrastructure costs—can be reduced by the
financial involvement of multilateral lending agencies. But an important number of
small economic gas prospects are unlikely
to be sufficiently interesting to be explored
or exploited by the major oil companies,
even with contract revisions.
It is widely contended that corporate perceptions of high political risk are a serious
impediment to exploration in the oil importing developing countries. The evidence suggests, however, that the major oil
companies, while welcoming measures to
stabilize relations with governments, do
not see political risk as a fundamental impediment to involvement in developing
countries. In part, this is because they can
diversify such risk among countries just as
they diversify their geologic risk by exploring in different areas simultaneously.
The greatest concerns about political risk
are, in fact, expressed by the smaller, primarily North American, independent companies who have less scope to diversify
across countries and less experience in
dealing with governments in the developing world.
It is sometimes suggested that developing countries should respond to company perceptions of political risk by offering more attractive fiscal terms. If this is
interpreted to mean a low government
share of profits whatever the size of the
future discovery, however, that is likely to
increase rather than decrease political risk.
Incentive terms following an unexpectedly
profitable discovery are inevitably widely
perceived as unfair and accelerate demands
for renegotiation of terms. A preferable response to political risk is to reduce the variance of the expected return and to accelerate payments to the investor in the early
38

years of production, thus reducing the period during which the company is at risk.
The implication is that the government
should adopt a progressive fiscal system
that accelerates company cash flow and
limits the government profit share in the
early years, but then increases that share
progressively thereafter as actual field profitability increases.
Removing the constraints
In the developed countries, special tax
benefits that deter investment in the developing world could be revised to improve
both tax efficiency and equity. In the developing countries, improved government
policies could accelerate exploration by ensuring that all oil companies—including
the national oil companies—are subject to
specific requirements to explore areas under license within a specified period or relinquish them, thereby increasing access to
and competition for inactive acreage.
Increased exploration for small fields can
also be encouraged through improved tax
design. Typically, fiscal terms have tended
to emphasize capturing revenues at the expense of exploration for small fields. Betterdesigned fiscal structures are needed, that
minimize the fiscal burden on marginal
fields but are strongly progressive with actual field profitability. This type of system
is not only efficient but also contributes to
contractual stability by automatically adjusting the government revenue in line
with the actual outcome of exploration and
development. The Bank has been working
with developing country governments to
assist in the design of such efficient fiscal
systems.
The World Bank's oil and gas lending
program (through which US$1.5 billion has
been lent for 39 projects) has been designed
around the reduction of constraints on exploration and development in the oil importing developing countries to stimulate
greater private sector exploration on terms
that will encourage investment but ensure
a fair share of benefits for the host country.
Keith Palmer
a U.K. citizen, is a
contract specialist in the
Petroleum Projects
Division of the Bank's
Energy Department.
Mr. Palmer received his
PhD from the University
of Birmingham. Prior to
joining the Bank, he
worked as an advisor to
governments in Africa and Asia on petroleum policy
and contract matters, and later in the Fiscal Affairs
Department of the Fund.

Loans for exploration and appraisal drilling, such as those in Tanzania and
Pakistan, have helped the national oil company evaluate, respectively, a small gasprone structure and a small oil field. Over
half the development lending program is
for gas development, particularly the financing of transmission and distribution
infrastructure. The availability of this type
of financing can stimulate increased exploration and development by private investors (for example, in Thailand and
Bolivia) by limiting their financial and political exposure. Various forms of Bank
"presence" have been formulated in the
hope that they will provide an additional
element of stability to governmentcompany relations and thereby encourage
new entrants (particularly the smaller, independent oil companies) into exploration
as well as a higher level of cofinancing of
development projects with private capital
sources.
At the moment, national oil companies
play a major role in exploration in many oil
importing developing countries. Even with
a shift toward greater private sector participation, the role of the national oil companies will continue to be important, partly
because countries will not be prepared to
have so strategic an industry exclusively in
the hands of foreign companies and also
because they will have a key role in those
economic investments of little interest to
the multinationals. They will, for example,
have a key role in the exploration, production, and transmission of natural gas for
the domestic market; the exploration of
small fields; and investments in enhanced
recovery from currently producing fields
operated by the national oil company.
Thus, there will continue to be a need for
increased investment funds and technical
assistance from multilateral agencies, such
as the Bank, to support these national oil
companies.
In conclusion, there do appear to be significant constraints to private sector involvement in exploration in the oil importing developing countries. In part, these
constraints are inherent in the nature of the
geological potential, technology, and political environment, and in part result from
government petroleum policy. The Bank oil
and gas program provides a source of technical assistance to assist governments in
devising improved petroleum policies to increase the flow of exploration investment
while ensuring that the country's interests
are fully protected. The lending program is
intended to be a catalyst that, by reducing
the constraints, can stimulate an increase in
petroleum investment in the oil importing
developing countries far in excess of the
amount of Bank lending.
ED
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WORLD ECONOMY IN TRANSITION
aspects of the world economy. We hope this series will give
readers a longer-term perspective on these developments.
As usual, we welcome suggestions.

In many ways, the global economy is in the throes of a
major adjustment to changing circumstances. Beginning
with this issue. Finance & Development will from time to time
present data on long-term changes in particular sectors or

Trade shares and trends, 1950-81
From 1950 to 1980 the average annual growth rate of the value
of world exports was 12.3 per cent in nominal terms and 6.7 per
cent in real terms. The latter figure was well above the increase in
world production and several times greater than that of world
population growth.
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Cofinancing — new World Bank approaches
The World Bank's Board of Executive Directors has approved the introduction of a set
of new instruments designed to increase
the participation of commercial banks in
the financing of Bank projects in developing countries and to provide better maturities to developing country borrowers
than are available from direct borrowings in
private markets.
Announcing the decision on January 13,
1983, Ernest Stern, Senior Vice President,
Operations, explained that under the new
arrangements, in selected cases, the Bank,
in addition to making a direct loan for a
project, will also participate in its financing
with commercial lenders. This program
will be tested over the next 12-24 months.
During this time, the Bank is authorized to
provide up to a total of US$500 million for
participation in commercial cofinanting
loans.
In the last fiscal year, ending June 30,
1982, cofinancing of Bank projects and programs totaled $7.6 billion, including $3.3
billion with commercial banks.
Under the existing system, if cofinancing
for a Bank-financed project is needed and
desired by the borrower, the Bank will assist in arranging it. However, the Bank and
the commercial banks enter into separate
loan agreements with the borrowing country. The new instruments, which are intended to help increase the flow of private
capital to developing nations, will supplement the Bank's present methods of cofinancing with the private sector.

Three new approaches for cofinancing
have been approved:
• Direct financial participation by the Bank
in the later maturities of a commercial loan. To
supplement the direct Bank loan, the Bank
would participate in a commercial bank
loan, in the range of 15-20 per cent of the
private loan. The resulting maturities
would be significantly longer than available
in the market. Annual repayments of principal would be made by the borrower, first
to commercial lenders until their share of
the loan is fully repaid; then, in later years,
principal payments would be applied to the
Bank's share. As the loan is amortized, the
Bank's share would be available for sale to
the commercial lenders.
• Contingent participation by the Bank in the
later maturities of a commercial loan that would
be initially financed entirely by commercial
lenders. Annual debt service of the commercial bank loan to the borrower would be
fixed even though the interest rate would
be variable. If the interest rate rises above
the initial rate, the amortization will not be
completed on the original schedule. The
Bank's contingent commitment would be
to finance the balance of principal (if any) at
the end of the term of the initial loan if rates
turn out to be higher than anticipated.
The benefit of this approach, in addition
to extended maturities, is that it provides
borrowers with a fixed payment schedule
for their debt service, enabling better planning. The commercial lenders would have
the opportunity to purchase the outstanding balance for their own account.

• Guarantees of the later maturities of a private loan by the Bank, instead of direct funding.
Under this option, the Bank, to supplement its direct loan, would not participate
in the commercial bank loan directly, but
would guarantee repayment of the later
part of the loan. This approach, too, is
designed to extend maturities. As the loan
is amortized, and the guaranteed portion
comes within the normal range of market maturities, the guaranteed share can be
reduced.
It is expected that the pilot phase of the
program will include from 15 to 20 loans
and will be completed within two years.
Estimating that the Bank's share of each
commercial transaction would be approximately 20 per cent, the pilot program could
generate total cofinancing of about $2.5 billion. These funds will be used to finance
high quality investment projects already
deemed suitable for Bank lending in those
countries that the Bank judges to be creditworthy.
RD
Finance & Development will continue to
present information on the World Bank's Cofinancing program. Readers may wish to refer to
a booklet, Cofinancing, that reviews the Bank's
cofinancing with private financial institutions
and explains its cofinancing operations. The
booklet is available, without charge, from The
World Bank, Publications Distribution Unit,
1818 H St. N.W., Washington, DC 20433,
U.S.A.
An earlier article in Finance & Development, "Cofinancing of Bank and IDA projects,"
by Roger Homstein, was published in June
1977.

Sources of World Bank coflnandng, fiscal ys«rs 1973-83
(Amount In mMons at U.S. dates)

FtoceJyear

1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
19832

Pl
2£?8
cofinancing
Number
Amount

Number

37
48
53
73
81
81
109
92
82
103
25
784

30
44
48
61
72
71
88
69
68
79
23
653

496.2
1.463.0
1,940.3
2.255.1
2,292.1
2,463.1
3,153.0
6,480.7
4,157.6
7,570.6
2,957.2
35.228.8

Official

Source oCcoflnandng
Export i>^JK
Amount
Number
Amount

313.0
788.8
923.3
1,079.7
1.544.7
1,761.6
1,979.9
2,475.6
1,614.3
2,266.7
581.3
15.328.9

10
11
9
16
9
15
16
23
8
26
5
14A

183.2
589.5
962.0
902.9
197.5
539.3
659.2
2,282.3
737.1
2,047.7
1,718.9
10.819.6

PrivAio
Number

0
2
1
5
9
8
13
19
18
17
4
88

Amount

0.0
84.7
55.0
272.5
549.9
162.2
513.9
1,722.9
1,806.2
3.256.21
657.0
9.080.5

n^ko™,,
«Aj4itiKk41on
IBRD
IDA

478.9
1,092.6
1,033.6
1,583.3
1,866.2
1,678.5
2,993.3
3,132.9
3,230.9
4.417.8
1,126.2
22.834.2

TJU

rer^M~t
coats

308.0
2,813.1
184.3
5,446.0
346.1 8,817.7
403.1 9,620.3
698.0
9,920.1
762.3
11,304.4
1,134.1
13,987.7
1,605.2
21,348.4
1,496.4
21,569.8
1,226.9
23,280.9
294.8
9.605.6
8.469.2 137.713.9

Source: Work) Bank data.
Note: Information tumWied on privite coflnendnu Is tentative, since privet* tank loan airanoements are often completed w long as one to two years after Board presentation when
tunas ere required. The number of InaMdueJ opendone wKh ooBnandna by source Is greater jhan the total amount, since there are projects eofinanoed from more than one source.
;Hpu(wlnc»JOeUS|oWm^lnprH^oonnaf>c^
"""""
'Figures Include projects approved by the Board through December 1862, thatlstorthsflrsthaHolthe fiscal year.
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Recent
staff studies
Peter H. Neumann and Maureen A. Cunningham

Mexico's Free Textbooks:
Nationalism and the Urgency to
Educate
World Bank Staff Working Paper No. 541, US$5.

Increased enrollments in developing countries often mask the reality of teachers without the tools with which to teach and children
without the books from which to learn. Textbooks are a small item in any school system's budget, but they are crucial to the effectiveness of the educational effort and in

Douglas H. Keare and Scott Paris

Evaluation of Shelter Programs
for the Urban Poor: Principal
Findings
World Bank Staff Working Paper No. 547, US$5.

The World Bank began lending for projects
in urban development in 1972. Now, a decade later, the first detailed evaluation of
four such projects (in El Salvador, the Philippines, Senegal, and Zambia) indicates that
they have been remarkably successful.
New sites and services developments and
schemes to upgrade squatter areas that provide secure tenure and basic services
would, the Bank believed, enable and encourage low-income households to improve
their housing through self-help financing
and/or construction. But could private savings be mobilized; could truly low-cost shelter be designed for low-income households;
and, if this occurred on a small scale, could
it influence national shelter policies?
While confirming the projects' effectiveness in meeting these objectives, the paper
notes some problem areas and yields some
unexpected findings. As hoped, housing
stocks increased (by as much as 50 per cent
in Zambia), and fears of a generation of new
slums were allayed when the quality of this
new housing exceeded expectations. The
projects were effective in reaching lowincome groups, and services showed significant improvement, though early problems
arose in coordinating the large number of
government and private organizations involved. (These problems could be avoided, it
was found, by simplifying the first projects
undertaken in a country.)
These urban projects did reach the poor,
but one surprising finding is that the range of
household incomes within a project area—

the developing countries a relatively small
investment in increased distribution can provide dramatic returns.
Mexico nationalized the publication of primary school textbooks in 1959 and has for
20 years distributed them free to its primary
school students. Its success in overcoming
political, economic, and technical obstacles
in the face of limited resources reflects the
importance of political will and commitment
and suggests that the Mexican experience
might offer a valuable example for other developing countries.
The authors analyze the factors at work in
the Mexican program and conclude that any
successful national effort to provide free

textbooks must have the following: (1) strong
and continued government commitment; (2)
carefully planned institution building (with
proper concern for the indigenous publishing
industry); (3) development of a realistic curriculum; (4) staff who were, or were trained
to become, experts in educational publishing; (5) regard for existing models of successful textbooks and series; (6) teacher
participation in development of textbooks;
(7) research and testing of materials; (8)
training teachers to use new textbooks; (9)
continuous improvement of materials; and
(10) an element of choice among textbooks,
so that materials can be better matched to
local needs.

particularly in squatter areas—was much
broader than expected. This could work to
the advantage of the poorer members of the
community—for example, by providing
income-earning opportunities. On the other
hand, the heterogeneity poses problems in
targeting benefits directly to low-income
groups.
Housing construction and upgrading generated substantial employment and income
and significantly greater rental income than

expected. Self-help proved a relatively efficient construction method, though the use of
self-help labor was apparently not as economical as, and therefore less common
than, anticipated. Costs were a particularly
impressive element in the projects'
success—running less than one fifth of
those for conventional housing in Zambia
and less than one half in El Salvador. Cost
recovery, however, presented problems in
three of the four projects.

Robert C. Effros (editor)

Emerging Financial Centers:
Legal and Institutional
Framework
International Monetary Fund, Washington, DC, 1982,
xvi + 1150 pp., US$35.

The nineteenth and twentieth centuries witnessed the rise of a number of great financial centers, which developed, as a rule,
in powerful and growing economies. The
second half of this century, however, has
been marked by a new phenomenon: the
emergence of certain developing countries
as financial centers that are not necessarily
located in great national economies. They
may, in fact, be geographically distant from
the principal sources and destinations of
their funds. This book, edited by the Assistant General Counsel (Legislation) in the
Fund's Legal Department, examines seven
such centers: the Bahamas, Hong Kong, the
Ivory Coast, Kenya, Kuwait, Panama, and
Singapore.
The common feature that sets these centers apart from their neighbors is the sophistication and development of their financial
institutions. In each, banks, insurance companies, specialized financial institutions, and
securities brokers—both local and foreign—

offer a wide range of services to residents,
and often to nonresidents as well. While
each is a success in its own right as a developing financial center, not every one is at
the same stage of development. Some have
an effect well beyond their boundaries, while
the importance of others is still largely
national.
Why have these economies consistently
distinguished themselves from their neighbors in the breadth and drive of their growth
as financial centers? The history and development of the emerging financial centers reveals numerous accidental circumstances
and diverse causation, yet despite obvious
differences, the centers have had to confront
common problems. Their evident success in
dealing with similar challenges suggests a
degree of commonality in their legislation
and experience. The similarity is likely to be
greatest among those financial centers that
have evolved furthest, with the most uniformity among those centers that have acquired international significance. These centers, which compete with each other and are
judged against more established international financial centers, must satisfy more
rigorous criteria than those that meet only
the needs of the local banking system.
Finance & Development I March 1983

©International Monetary Fund. Not for Redistribution

41

Book
notices
Lauchlin Currie

The Role of Economic Advisers
in Developing Countries
Greenwood Press, Westport, CT, U.S.A., 1981,
xiv + 270 pp., $27.50.

Dr. Currie's book fills an important gap in
development literature. After more than 40
years' experience advising governments, he
tries to pull together the threads and to seek
a greater consensus on appropriate development objectives and policies. Dr. Currie
played a central role in the formulation of
New Deal policies in the United States in the
mid-1930s; he led the first World Bank study
mission—to Colombia, in 1949; and thereafter he has been advising the Colombian
Government. He is, therefore, in a unique
position to reflect on the role of economic
advisers.
The book arises out of the author's experience with macroeconomic advice—notably
advice on monetary, exchange rate, tax, and
price policies—and with sector and project
advice, before addressing more general development issues such as the role of market
forces versus specific policies. The process
of development, according to Dr. Currie,
strengthens a country's capacity to adapt—a
process implying "profound changes in habits, attitudes, customs and training." These
cultural changes are far more important than
the quantifiable improvements in physical
output and economic conditions that so
much of the literature emphasizes. Throughout, the book combines insights specific to
his experience with Colombian development, many of which are relevant to other
countries as well.
Various principles for fruitful external assistance and advice are set out: coherence

Frances Stewart and Arjun Sengupta; edited by Salah
Al-Shaikhly

International Financial
Cooperation: A Framework for
Change
Westview Press, Boulder, CO, U.S.A., 1982,
xxviii + 204 pp., $24 (cloth), $10.50 (paper).

The central theme of this interesting book is
that the current international monetary system provides an unsatisfactory framework
for international trade and payments and
therefore requires far-reaching reforms. The
book, issued by Oxford University's Center
for Research on the New International Eco-
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and focus in objectives and terms of reference; sensitivity to national goals and conditions; modesty and feasibility of proposals
rather than recommendations for sweeping
reforms; and provision for policy implementation. The actual results of policy advice, according to Dr. Currie, have been
mixed in Colombia. In fact, the contribution
of development and aid agencies—in promoting the physical integration of the country, supporting macro and sectoral policies,
and in fostering capital markets—has perhaps been greater in Colombia than the
author recognizes. He may also have understated the potential role of the international
community in the developing world.
The author's personal convictions on development are reflected in the book's conclusions. It is noted, for example, that in
complex macroeconomic areas, there is no
effective substitute for trained national economists. It also emphasizes the importance of
not recommending policies that could impede growth—as would measures to slow or
reverse rural-urban migration and mobility.
Another lesson the book passes on is that a
"direct assault" on mass rural poverty requires a degree of administrative expertise
beyond the capacity of most developing
countries. The solution lies in increasing the
demand for labor outside agriculture to raise
the incomes of the gradually declining numbers engaged in agriculture. This lesson
runs counter to the practice of many developing country governments and donor
institutions.
How far can conclusions based on experience in Colombia (or in any single country)
be applied to other developing countries?
With a coalition government of the presidential form that has experienced relative politi-

cal stability, a strong cadre of technicians,
and a sound resource base, Colombia enjoys many advantages over other countries
even at its per capita income level. Shortterm macroeconomic measures are often
more effective in steering growth there than
elsewhere. Dr. Currie's focus on markets
and demand expansion as a means to spur
growth is particularly well placed in the Colombian situation, and it is also a message
worth emphasizing in many countries where
these factors are neglected. However, many
others have severe supply constraints, not
simply relating to physical capital, but perhaps more important, to human capital, skill
levels, and management capabilities. This
study of Colombia and of the five countries
chosen for comparisons—Brazil, Hong
Kong, Republic of Korea, Singapore, and
Taiwan—is not likely to help these others
adequately. On the other hand, a full comparative discussion of developmental experiences is not the purpose of the book.
Dr. Currie sums up his reflections: "The
less developed a country, the greater the
need to satisfy basic human needs and
lessen inequality. But the less developed the
country, the greater the danger that giving
top priority to these objectives will tend to
extend the period of underdevelopment
Therefore, advice and aid are likely to be
more effective the more they facilitate and
promote ... transformations and reinforce
rather than obstruct natural or market
forces." He concludes that "The greatest
contribution a government ... can make to
development is the initial adoption of policies
that lead to a sustained period (ten years or
more) of high economic growth."

nomic Order, reviews the main sources of
dissatisfaction and provides a range of alternative proposals to solve the problems of the
system. The authors claim "the interest of
development as the major consideration,"
but take into account the interests of the
other parties in the world economy, namely,
the industrial countries and the members
of the Organization of Petroleum Exporting Countries (OPEC). Unfortunately, the
book's analysis ends in 1981, and some important elements of the system it seeks to
reform have changed since then—OPEC
surpluses in particular.

The book covers seven major areas of
concern and presents proposals for a reformed international monetary order: (1) Recycling. The authors argue that developing
countries will continue to require major
transfers of resources. The recycling by
commercial banks—the major source of financing in the 1970s—should continue, but
additional resources can be channeled by
strengthening existing public institutions and
by creating new organizations, such as a
Third World Agency, that would move funds
from OPEC to the Third World directly.
(2) Improvement in international financial

Guy Pfeffermann and Wood Thomas
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mechanisms. The uncertainty about loan
terms could be reduced by loans denominated in special drawing rights (SDRs), by
using other forms of indexing, or (for financing imports to the developing world) by
a global loan guarantee scheme. (3) Lowincome countries. Aid could be increased
and redirected to the poorer countries in the
form of direct transfers, interest rate subsidies, and loan guarantee facilities. (4) Conditionality. The conditionality associated with
the Fund's financial support is reviewed critically. Other sources of finance and alternative policy packages are explored. (5) International currency. The book dismisses
proposals for commodity-backed international currencies as impractical and supports
the use of the SDR to provide better control
on international liquidity and to transfer resources to the developing world through a
link between SDR allocations and concessional finance. (6) World economic management. In light of the alleged vacuum in world
economic management, it is proposed that a
World Development Council be founded, initially as an advisory body. (7) South-South
cooperation. A number of proposals are
presented to improve cooperation among
developing countries, to strengthen their
"self-reliance," and to promote "SouthSouth" trade and ease payments problems.

Other books received
Boy Hofhetnz, Jr. and Kent E. CaMer

The Eastasia Edge:
Why an entire region Is overtaking
the West In technology, exports,
and management

In general the "South" should attempt to institute its own Bretton Woods.
The authors indicate that most of the proposals require a degree of cooperation that
is not present in existing organizations that
are viewed as efficient—the World Bank, the
Fund, and the regional development banks.
But the book fails to point out that reform
would require a shift of attitudes within the
organizations as well as a modification of the
institutional environment. Therefore, it is unrealistic in assuming that success of the reforms described is likely.
Past developments are discussed with
particular poignancy and balance, and in a
well-documented fashion, based on material
issued by international organizations. The
relevance of the changes the book proposes
is unfortunately somewhat dated. The large
OPEC surpluses, on which it bases many
proposals, have narrowed for many OPEC
countries since 1981 and were reversed into
large deficits for others. In consequence, the
industrial countries are returning to the traditional surplus position they experienced
prior to the oil price increase of 1973, thereby shifting the source of funds for developing
country borrowers.
Many of the various proposals described
in the book have been amply discussed but
one central issue may be noted: the adjustdoes not inspire confidence. But its main virtue
lies in presenting all the varieties of monetary theory and it reaches fairly moderate conclusions that
seem to suggest that the schism between Keynesians and monetarists is not as sharp as it has
been made out to be. A nontechnical book, It
would be of benefit to undergraduate students.

ment and conditionality recommended by
the Fund and to some extent by the World
Bank. The authors question conditionality
and present alternative lines of action. It is
indicated that Fund programs place emphasis on the control of inflation and on a turnaround in the balance of payments without
an explicit emphasis on the fulfillment of
basic needs or on income distribution. What
is not recognized is that initially all corrective
programs have to deal with major adjustments of aggregated demand to keep them
in line with available resources. These adjustments are not determined by different
objectives, economic philosophy, or the political system, but by the economic reality
imposed by prevailing international economic conditions and the circumstances of
the particular country. The adjustment has to
occur in any event, and some alternatives
proposed in the book may be more painful,
with more reduction in efficiency and greater
costs in terms of income distribution, than
would have occurred in the context of a Fund
program. Finally other proposals are erroneously based on financing as an alternative
and not as a complement to adjustment.
Claudia M. Loser

Henry C. Wallich

Monetary Policy and Practice:
A View from the Federal Reserve
Board
Lsxfngtofl Books* 0*C* t tooth wxf Cofflpdrty, Lexington, MA,
U.S.A., 1962, w+395 pp., $19.95 (doth).

Baste Books, New York, U.SA, 1982, ix+296 pp., $14.95.
R.C.Q. Matthews, C.H. Feinstein, and J.C. OdDng-Smee

In this analysis of the spectacular economic
achievements of some East Asian economies, the British Economic Growth 1856-1973
authors lay great stress on the political structures Stanford University Pan, Stanford, CA, USA, 1982, xxBHand policies that provide the organization and mo- 712 pp., $65.
tivation for rapid growth. They do not see much A study of trends between 1856 and 1913, the
chance of successtal duplication of the East Asian interwar, and the post-World War II years, which
success hi other countries and regions In the ab- examines not only the immediate causes of
sence of similar political conditions.
growth—the inputs of capital and labor—out also
the more fundamental causes, such as structural
Sheila C. Dow and Peter E. Earl
change, demand, and international transactions.

Money Matters: A Keyneslan
Approach to Monetary Economics

Bames&Nobte.Totows, NJ, U.SA,

1982,vttl + 270pp., S28.50.

Economics is full of schools, tendencies, and
approaches—some inevitably growing out of the
development of the discipline and others linked to
ideology. "Monetarism" and "the monetary approach to the balance of payments" have, for instance, occupied center stage for some years
now. This book surveys the entire monetary field
with occasional references to real situations. Its
coverage is broad rather than deep and, In the
process, it adds to the proliferation of groupings
by detecting gradations within schools. Its brief,
inaccurate sketch of how adjustment programs
are designed and how they are to operate (p. 219)

John M. LeSche (editor)

International Economic Policies and
Their Theoretical Foundations:
A Source Book
Academic Press, Inc., 111 Fifth Avenue, New York, 1982,
lx+674 pp., $27.50 (doth).

A nine-part volume comprising essays by distinguished economists on the terms of trade,
world food, common markets, cartels and commodity agreements, multinationals and international investment, commercial policies, and international payments in the context of the evolution
of the international economic environment. A
readable compendium.

As the subtitle of this book indicates, Wallich
writes from the unique perspective of a sevenyear member of the U.S. Federal Reserve Board.
The views of an "insider" are always interesting.
Add to that Wallich's broad-ranging approach and
well-reasoned and highly readable prose, and you
have a most useful compendium of papers and
speeches. Although there are sections on international monetary problems and international
banking, the book is essentially a discussion of
issues in the context of the U.S. economy (there is
a section on "investments and the stock market,"
hardly an international concern). For the interested reader, there is a convenient summary at
the beginning of the book to guide him. inflation
has always appeared to Wallich "in part at least as
a moral problem, transcending economics. Inflation is a form of cheating. It also has seemed to
me that economists have had a great deal to do
with paving the way for the inflation we are now
experiencing." Monetary policy Is important but
not as a panacea nor because there is any mysterious causal relationship between money supply
and output and prices. Wallich does not like the
excess movements and unpredictability of exchange rates, but sees no alternatives at the
present time. Altogether, a valuable collection.
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Russel J. do Lucia, Henry D. Jacoby and others

Energy Planning for Developing
Countries: A Study of Bangladesh
The Johns Hopkins University Press, Baltimore, MD, U.S.A.,
1982, xx+298 pp., $24 (doth).

A useful reference work for developing countries
that are starting to engage in energy planning.
This work provides a readable account of the
methodology behind energy demand estimates,
energy price analysis, agricultural analysis for energy planning, and the links between energy and
macroeconomic models. However, the efforts put
into each of these activities should be carefully
tailored to the specific needs of energy managers
so that the output is timely and capable of being
achieved. In many cases what the authors call
"crashing through"—a rapid diagnosis of energy
issues and options—is likely to be more valuable
to countries in the short to medium term.

Essays and papers on economic
issues from the International
Monetary Fund, the Group of Thirty,
and the Institute for International
Economics
In economic literature there has always been
room for short, topical, and well-written essays on
specific issues. The advantage of this genre is that
essays are more focused than a book, more fresh
than collections of seminar papers, and more "relevant" and accessible than articles in academic
journals. Readers will be familiar with the longestablished Essays in International Finance, published by Princeton University and currently under
the direction of Peter Kenen. Three relatively new
series have been added to the distinguished
Princeton line. The first is the Occasional Papers
published by the Fund. These constitute fairly long
papers on a variety of issues originally prepared
by Fund staff members for internal purposes. The
unique feature of this well-researched series is
that they present a great deal of information that is
generally not available elsewhere, since much of
it is based on primary sources to which Fund staff
have unique access in the course of their work.
The September 1982 and March 1983 issues of
Finance & Development carry a list of the most
recent papers in this series, with details of how to
obtain them.
The second series consists of the Occasional
Papers published by the Group of Thirty (obtainable from The Group of Thirty, Two World Trade
Center, Suite 9630, New York, NY 10048 U.S.A.).
These essays are quite short and somewhat schematic in nature; recent publications include Coordination of National Economic Policies by
Jacques Polak and Exchange Rate Policy Reconsidered by Otmar Emminger. The third series offers po//cy analyses in international economics
published by the Institute for International Economics (11 Dupont Circle NW, Washington, DC
20036 U.S.A.). These comprise longer and more
substantive papers with a distinctive policy bent.
Publications to date include The Lending Policies
of the International Monetary Fund by John Williamson, "Reciprocity": A New Approach to World
Trade Policy? by William Cline, and Trade Po/;cy
in the 1980s by Fred Bergsten and William Cline.
These three series constitute a major contribution to the literature on international eco44

nomics and, together with the Princeton series,
provide the generalist as well as the specialist with
solid analysis and considered judgments on the
economic issues of our time.
Robert Solomon

The International Monetary System
1945-1981
Harper and Row, New York, 1982, xvi+432 pp., $26 (cloth).
Jacob S. Dreyer, Gottfried Haberler, and Thomas D. Willett
(editors)

The International Monetary System:
A Time of Turbulence
American Enterprise Institute for Public Policy Research,
Washington, DC, 1982, iii+523 pp., $25.95 (doth), $14.95
(paper).

If the international monetary system continues to
be beset by problems and difficulties, it is surely
not because of a lack of writing on the subject.
Much of this avalanche of literature, as is the case
with these two books, consists of reissues of previous writings and the proceedings of numerous
conferences on this subject. The Solomon book is
an updated and expanded version of an earlier
work that covered 1945-76. It is essentially a historical book by someone who for many years was
very close to the center of international monetary
developments. It is quite an enjoyable book for the
personal touch the author brings to his subject
and for the flow and clarity of his writing. By contrast, the book edited by Dreyer ef al is more uneven and somewhat more technical. But it contains a number of papers that can complement
and add analytical focus to issues brought up by
Solomon. The Dreyer book records the proceedings of a 1980 conference that brought together a large number of distinguished academics
and policymakers, too numerous to name. The
issues these two books discuss (such as exchange rate volatility) have not gone away; but in
a sense both seem somewhat dated in light of the
huge debt problems that have afflicted the international economy in the past year. Unemployment
has become a major international concern, but
given the recent course of events, authors and
conference organizers need not fear this fate.
Jagdish Bhagwati (editor)

Import Competition and Response
The University of Chicago Press, Chicago, 1982, ix+410 pp.,
$32.50 (doth), $15 (paper).

A conference volume of mathematical papers that
aims to fill a gap in trade theory, especially regarding issues such as import penetration and competition. The papers fall into three major categories: economic theory (papers on adjustment to
imports, the efficiency cost of dynamic adjustment, and the case for protection and adjustment
assistance, respectively); political economy of
protection (including papers on the potential for
lobbying for changes in policy on labor migration
and capital flows, a trade model with economies of
scale and product diversification, a model of tariff
lobbying in the context of a simple two-sector
economy, and an analysis of the possibility of governments buying out protectionist lobbies); and
empirical analysis of adjustment problems and
policies (including a very interesting discussion of
the impact of adjustment in a Lancashire town).
For academia and trade specialists.

T.E. Barker. A.S. Dowries, and J.A. Sackey (editors),
Perspectives on Economic Development, University
Press of America, Washington, DC, 1982, xx + 304 pp.
David Bigman, Coping with Hunger: Toward a System
of Food Security and Price Stabilization, Ballinger,
Cambridge, MA, U.S.A., 1982, xxxii + 351 pp., $35
(cloth).
Landrum R. Boiling with Craig Smith, Private Foreign
Aid: U.S. Philanthropy for Relief and Development,
Westview Press, Boulder, CO, U.S.A., 1982, xv +
330 pp., $25 (cloth).
Rod Cross, Economic Theory and Policy In the UK,
Martin Robertson, Oxford, U.K., 1982, ix + 223 pp.,
£10.

Carl K. Eicher and Doyle C. Baker, Research on Agricultural Development In Sub-Saharan Africa: A
Critical Survey, MSU International Development Paper No. 1, Michigan State University, East Lansing, Ml,
U.S.A., 1982, xi + 335 pp., free to individuals and institutions in the Third World; $8 in higher income
countries.
T. Scarlett Epstein, Urban Food Marketing And Third
World Rural Development, Croom Helm Ltd., Totowa,
NJ, U.S.A., 1982, 260 pp., $28.50 (cloth).
Pere Escorsa (editor), El desarrollo industrial en los
anos 80, Marcombo Boixareu Editores, Barcelona,
Spain, 1982, x +464 pp.
Just Faaland, editor, Population and the World Economy In the 21st Century, Basil Blackwell, Oxford, U.K.,
1982, viii + 264 pp., £17 (cloth).
Richard E. Feinberg, Subsidizing Success: The
Export-Import Bank In the U.S. Economy, Cambridge University Press, New York, 1982, xi +
189 pp., $34.50.
Bent Hansen and Samir Radwan, Employment opportunities and equity In a changing economy: Egypt
In the 1980s, International Labor Office, Geneva,
1982, xviii + 293 pp., SwF 35.
John Hudson, Inflation: A Theoretical Survey and Synthesis, Allen & Unwin, Inc., Winchester, MA, U.S.A.,
1982, xii +171 pp., $24.50.
Prof. Ryushi Iwata, Japanese-Style Management: Its
Foundations and Prospects, Asian Productivity
Organization, Tokyo, 1982, iv + 123 pp.
Melvyn B. Krauss, Development Without Aid: Growth,
Poverty and Government, McQraw Hill, New York,
1982, xi + 208 pp., $17.95 (cloth).
Richard Medley (editor), The Politics of Inflation: A
Comparative Analysis, Pergamon Press, New York,
1982, xii-t-249 pp., $29.50.
Pierre Pascallon, Le Systems Monetalre International—Theorie et Realite, Les Editions de
L'Epargne, Paris, 1982, 528 pp., F 120.
Hubert Schmitz, Manufacturing in the Backyard: Case
Studies on Accumulation and Employment In
Small-scale Brazilllan Industry, Allenheld Osmun &
Co., Totowa, NJ, U.S.A., 1982, 232 pp., $26.50.
Jonathan E. Sanford, U.S. Foreign Policy and the Multilateral Development Banks, Westview Press,
Boulder, CO, U.S.A., 1982, xiv + 279 pp., $20.
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Letters
Selling Bank publications
It was good on your part to have invited
comments and views from the readers. The
World Development Report and the World
Bank Atlas have now been transferred from
the list of free publications to the list of
publications for sale. This must have been
due to escalating costs and the rising demand for these publications. But it should
have been avoided and some other ways
found to cut costs, as these publications
provide basic statistical data and are very
useful for purposes of reference.
R. S. Dangayach
Jaipur, India
James Feather, Director of the World Bank's
Publications Department, comments
One of our main objectives is to make Bank publications available at a low cost in developing
countries. Thus, while World Development
Report 1982 is published in the United States at
US$8, it is available in India from Oxford University Press, New Delhi, at 25 rupees (approximately $2.50). This subsidized price puts the
book within the reach of individuals as well as
organizations.
Additionally, all nonrestricted Bank publications are accessible at some 300 depository libraries in 80 countries throughout the world. In
India, there are 46 such institutions that receive
our publications free of charge. Their existence
guarantees that no one who needs World Bank
material is denied access to it by reason of cost.

By any other name
For several years in the classroom I have
noted that we need a less unwieldy name
for the form of international reserves that
has evolved from the Fund's bookkeeping
entries tagged "special drawing rights" in
1970. William J. Byrne's excellent review of
the evolution of the special drawing right
(SDR) in the September 1982 issue of Finance & Development prompts me to write
and suggest the acronym spedra (spadra) as
an appropriate name for what will perhaps
become a truly international currency. This
would replace the three English words or
three separately pronounced letters now
used. Of course, a check of the world's numerous languages would be necessary to
assure that adoption of this word for our

"paper gold" would not cause linguistic
problems. I have experimented in class
with the use of "spedra" in place of "SDR"
and it works very well.
Professor Charles E. Ratliff, Jr.
Davidson College
Davidson, NC U.S.A.
William J. Byrne, Senior Operations Officer
in the SDR Division of the Treasurer's Department, replies
Financial innovation inspires linguistic innovation. Sir Joseph Gold was once moved to write
an entire article on the subject of renaming the
infant SDR (IMF Staff Papers, July 1976,
pp. 295-311). Now that the infant has become a
teenager, a new name would lead to a severe
identity crisis (not to mention acronymy).
Effective family planning
Authors Cochrane and Meerman are to be
commended for their article, "Population
growth and food supply in sub-Saharan Africa" (September 1982); their analysis is
sound and, regrettably, their conclusions
valid. In one area must I take issue and this
is with their statement, apropos family
planning programs, "Nevertheless, there is
little sense of urgency to the programs; nor
have techniques or approaches been
worked out that would be most suited to
African circumstances." The first part of
the statement is correct, but the reference
to techniques and approaches is not.
In the decade that I managed the family planning program in Rhodesia, now
Zimbabwe, we demonstrated the efficacy
of a program conducted by a well-funded
voluntary agency. Our data demonstrated
the danger of relying on the bureaucracy to
execute a national program and underlined
the fallacy in thinking that a population
program could be grafted onto the health
services. A well-managed voluntary program must take the lead; the health services
provide backup. We took our services to
the "doorstep of the people," using lay educators and distributors drawn from the
community within which they were to
work. Our well-trained lay personnel carried an effective range of oral and injectable
hormonal contraceptives and were built into the community as a "source," providing
information, education, and services.
Newly initiated clients were referred to our

family planning clinic-based services, conducted by nursing personnel, for their
medical checks; in the absence of our own
clinic services, clients were referred to
staff of the health services whom we had
trained.
In 1981 the U.S. Agency for International
Development (USAID) agreed to fund the
program with US$7.5 million over three
years. This permitted a major expansion of
the field force; provided equipment and expert manpower to monitor and analyze the
achievements of the program; and sponsored a training facility for the benefit of
other sub-Saharan African countries.
Based on a 1969 census, Zimbabwe's annual population growth rate was estimated
at 3.6 per cent. In April 1981 the Population
Reference Bureau concluded that our program reduced this rate to 3.2 per cent.
Zimbabwe's recent census indicates an annual population growth rate of 3 per cent,
which is close enough to vindicate the findings of the Population Reference Bureau.
We did reduce the rate of population
growth; what we did could have been done
by others.
Peter Dodds
Former Director,
Zimbabwean Family
Planning Association

The Editor responds
Mr. Dodds records a success story in African
family planning programs. There is little doubt
that the program has increased contraceptive use
substantially. The exact magnitude of the effect
on birth rates is uncertain, however, due to lack
of recent data on fertility levels. We are told that
forthcoming data from Zimbabwe's own census
should clarify the picture.
The important thing, however, is not the exact
effect of the program but why it succeeded in the
first place and whether that experience can be
repeated in other African countries. Among the
many critical variables that will determine its
replicability are, primarily, literacy and mortality rates, which affect the desired number of
births in society and which seem to be more
conducive to low desired fertility in Zimbabwe
than generally in Africa. Other factors include
the efficiency of public and private organizations
in supporting family planning, and the commitment of political leaders and administrative staff
to the success of such programs.
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