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Development
through the private sector

A conversation with Sir William Ryrie, Executive Vice President of IFC

F&D What is the role of the International Finance Corporation,
and how does it fulfill it?
Ryrie The purpose of IFC is to promote economic development
in the developing countries through the private sector, not by
lending to governments but by investing in and lending to
companies. We promote the growth of new companies, indige-
nous companies, and help to introduce more capital from private
sources into developing countries. We do this because the private
sector can provide a thrust for economic growth that comes from
no other source. Unlike most other development institutions,
IFC not only makes loans but takes equity, that is, it can own
shares in the companies it supports. IFC is thus not merely a
channel for funds, but it is also a participant in the development
of the private sector in developing countries. The scale of IFC's
own investments is not very large, but our task is to bring other
investors along with us, in partnership, and so gear up much
larger total investments. We like to have 10 percent or 15 percent
in a project, the rest coming from local or foreign private investors
or more usually a combination of both.

Over the 28 years of its life, IFC has expanded its activities
gradually and increased the number of countries in which it has
operated. It has been a participant in investments totaling about
$27 billion, and, in this way, it has played an important part in
the economic growth of some of those countries.

F&D How would you characterize government support for pri-
vate sector activities in developing countries today?
Ryrie There have been some very encouraging trends recently.
There is now much more general recognition in developing
countries, just as in developed countries, of the importance of
the role of the private sector. We find many governments
approaching us for assistance on matters such as legislation
concerning foreign investment and the privatization of state
enterprises. Generally, we are being welcomed by governments
in many countries now, where 10 or 15 years ago there was
much less enthusiasm for the private sector.
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However, it is quite wrong to imagine, as I think some people
do, that the strong support which IFC now has from its member
countries is a reflection of the political color of some Western
governments, or of their share in its ownership. The new
recognition of th'e importance of the private sector in development
is much more general, and we find it in many countries in Africa,
Asia, and Latin America.

F&D Does IFC have much of a role to play in the poorer
countries, especially those in sub-Saharan Africa, that do not
have a well-developed private sector?
Rylie We have a role, we believe, in developing countries of
all types. The nature of that role may vary: in some relatively
more advanced countries there is already an established and
growing private sector, and we can build on that and foster its
further growth. In some of the very poor countries—the least
developed countries in Africa and in other parts of the world—
the task is more difficult. In many of those countries the company
sector is only now beginning to emerge; and the need for IFC to
be involved and to help to build it up is all the more important.
Those countries, too, must benefit from the contribution that the
irivate sector can make to development.

As an important part of our five-year program, upon which
'e have just embarked with the support of our member govern-
icnts, we shall pay even more attention than in the past to
jstering the development of the private sector in sub-Saharan

Africa. I don't want to imply that Africa is the only part of the
world that has low-income countries, but it does have many of
the poorest countries of the world. That is why we are giving
special emphasis to that continent.

F&D How does IFC resolve the dilemma of finding projects that
are both financially viable and make sense economically?
Ryrie I don't think that is fundamentally a dilemma. The IFC's
task is to promote projects that the private sector is not likely to
finance itself. It is written into our Articles that we are expected
.o do things that are not going to happen without our intervention.
We don't compete with private investors: our mandate is to
encourage and promote investment in situations that might be
considered rather risky by the private sector. Sometimes our
presence and the work we do on project design can reduce those
risks. At the same time we have to make a profit. I don't think
that is just a financial matter, because fundamentally, in economic
terms, only profitable investment is good for development. If an
investment is unprofitable, then resources are wasted. These are
simple economic facts. Of course, there are some kinds of
investments which, although profitable, are not the best way of
promoting development. We have to make careful judgments
here; but fundamentally I don't see a conflict between the pursuit
of profit and the pursuit of development.

F&D Traditionally IFC has obtained its resources through the
World Bank. In December 1984 it went to the market for $50
million. Why?
Ryrie We have always had in our Articles the right to borrow
from the market, but we have relied on the World Bank because
the credit of the Bank is very strong and we could borrow from
them on favorable terms. We will certainly continue to rely on
the Bank for the greater part of our requirements. It seemed
good to us, however, to undertake an experiment in raising our
own finances.

We have not decided on any long-term policy of borrowing in
the market. In the case of the December borrowing, we were

presented with some rather favorable offers to borrow on good
terms. Such borrowing helps to establish our name in the market
and improve our relations with the financial community with
whom we have to cooperate in a great deal of our business. With
our relatively small requirements we have opportunities to borrow
from sectors of the market which the Bank could not easily tap;
so this borrowing seemed to make financial sense, both for us
and for the Bank too.

F&D You said that you don't have any plans for major market
borrowings. Could you expand on that?
Ryrie We have made no long-term plans. We have authority
from our Board of Directors to borrow up to $100 million, which
in comparison with the Bank's borrowings is a small amount.
We will do that, and then we will think again. As it happens we
were able to borrow last December on very favorable terms and
if similar opportunities present themselves, we may well borrow
from the market again.

F&D Considering the fact that IFC has received approval for a
doubling of its capital, and your plans for at least some borrowing
from the market, will IFC be able to meet its lending targets?
Ryrie I believe so. We need to identify enough good projects,
projects that will be profitable and will be good for development.
That will not happen by simply sitting in Washington and waiting
for the business to fall into our laps. We have to go out and look
for opportunities, look for the right business partners, put the
right financial package together, find the right technologies, and
do a bit of innovation. That is our task. The opportunities and
the need are there: I am convinced of that.

Many developing countries have for some time relied rather
too heavily on borrowing from commercial banks and now find
that that source of capital has largely dried up. They need private
investment and we are an agency that can help channel it to
them. We can do this not so much through the money we invest
ourselves, but through our role as a catalyst in attracting other
investors. The contribution we make depends a good deal on
other investors and technical partners we bring along with us.

F&D Are your lending rates competitive enough to attract
borrowers?
Ryrie Generally speaking, yes. There are a few countries where
funds are available from other sources on favorable terms, where
IFC money sometimes seems a little expensive. But on the whole
our rates are such that people want us to invest. We borrow on
commercial terms but at a favorable rate because our credit,
through the World Bank, is very strong. Then we have to add
something to cover our own costs which are not insignificant
because we spend a lot of staff time on the appraisal and design
of projects. We investigate them very carefully, even when they
are small projects. That careful work is part of our role as a
development institution, part of the special contribution we make
to the projects in which we participate.

F&D What has been IFC's experience with syndication—where
it makes a loan and then sells it off to a bank?
Ryrie We have for a long time been fairly successful in selling
some of our debt to commercial banks—so far we have sold over
$2.5 billion in this way. I think that if we are more vigorous in
that area there is scope for quite a lot more. Our plans, which I
think are perfectly realistic, provide for about $3 billion of
syndications over the next five years. This will free some of IFC's
resources for other investments and involve commercial banks
in more investments in the Third World.
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F&D The promotion of capital markets in developing countries
has been another aspect of IFC's work. Could you explain this?
Ryrie This has been one of the most constructive and innovative
aspects of IFC activity over the last 10 or 15 years. Many countries
need to develop capital market institutions such as stock ex-
changes, securities companies, leasing companies, and financial
intermediaries of one kind or another. IFC has a special depart-
ment, partly financed by the World Bank, that has provided
expertise in these areas to a number of countries. Korea is a
special example where IFC has played a very important role. We
are now extending this role to many countries which are finan-
cially less sophisticated than Korea but where we can do similar
things. For example, we are establishing a leasing company in
Bangladesh to help finance industrial investment. This is an area
that has a good deal of potential for the future.

F&D How has the debt crisis affected IFC's investments?
Ryrie The troubles that a number of countries—the heavily
indebted—have had to face have led to measures of economic
restraint that have often slowed up economic growth. That was
inevitable. Take the example of Mexico where there has been a
stabilization program that has slowed down the growth of the
economy and constrained the expansion of business. Such con-
ditions have made it more difficult for us to find new opportunities
for investment. I think that is an inevitable but I hope temporary
consequence of the problems that arose from the debt crisis.
Once the stabilization program has succeeded, growth will
resume.

But if you are asking whether we have had an increase in
defaults or arrears in our investments recently, the answer is
that we have. However, I don't link it so much with the debt
problem as with the recession generally. It would be surprising,
considering the deep recession that the Third World has been
experiencing, if a number of the companies in which we have
investments had not had problems over the last two years. The
proportion of our investments that are in some kind of difficulty
has risen a bit. I believe the situation will improve as economic
circumstances improve. But we are now paying a little more
attention to looking after our existing investments than we have
done in the past.

F&D How does IFC deal with projects that are in arrears?
Ryrie Of course we have arrangements for companies in which
we invest to report on their progress; we do track their record
and see how they are doing. If there are signs of difficulties, we
send someone to have a look and to discuss the situation with
the company. If the difficulties seem to be serious, we may have
discussions with the other creditors—because we are never alone
in these investments, we always have co-investors. In extreme
cases, there may be a rescheduling of debt and sometimes quite
substantial restructuring. We always do our best, not just to look
after our own investment but also to try to make sure that the
enterprise survives and continues, because our objective is that
the company should make a contribution to economic growth.

F&D A larger role for IFC appears to be supported by its
shareholders, especially the major ones. How do you see this
emerging?
Ryrie A part of that expansion will be achieved through the
sort of things that IFC has always done. We will have to look for
more business. To do this, we will have to expand our staff and
be more vigorous in our search for investment opportunities. But
we will also be developing some new methods.

I am planning to mount a substantial campaign to make the
IFC better known in the developed world. We are not nearly
well enough known in these areas. We want companies in
Europe, the United States, and Japan that are interested in
investing in the Third World, but are hesitating for one reason
or another, to know about IFC and about the role we can play
as co-investors and so be encouraged to proceed.

I think there is scope for us to do more by way of innovation:
identifying technologies which can be a useful basis for investment
in some countries and then going ourselves to find investors and
suggest to them that they should join with us in such projects.

We may also expand our technical assistance activities, espe-
cially provision of advice to governments. A number of govern-
ments, I think, would like assistance on questions relating to
private sector development; as I mentioned at the outset, these
may include legislation covering foreign investment or the pri-
vatization of state-owned enterprises. These are areas in which
IFC is well placed to provide useful advice. We may have to
charge a fee because we are an organization that has to stand on
its own feet financially. But I think there is a potentially quite
important role for us to play in these areas.

F&D Coming to IFC, as you do, after a long career in the pubh
sector, are you having to make any philosophical adjustments i
dealing with the private sector?
Ryrie I suppose I am, but they are adjustments I make wit
great readiness and willingness. I have long wanted to move tc
the private sector or something much nearer the private sector.
The IFC is really kind of a half-way house between the public
sector and the private sector. I have been in the British Govern-
ment as a civil servant for most of my working life, but on the
financial side and in jobs that have been very much concerned
with the Third World and with international banking.

The IFC, as I said, is a body that stands between governments
and the private sector, so there are aspects of the job where some
knowledge of the workings of government and of international
financial affairs is not irrelevant. I have a great many colleagues
here who have more commercial experience than I, and I hope*
that together we can do the job and provide the right balance of
experience.

F&D As you begin your stewardship of IFC, what are your
own hopes regarding the contribution it will make to economic
development?
Ryrie Let me answer that by saying that for many years I've
been concerned in one way or another with the whole effort to
help development in the Third World. It is very striking that the
effort has been focused, for two or three decades, very much on
governments and on the public sector: Aid has been considered
a public-sector initiative and I think we're gradually beginning
to realize that there is a neglected area of it.

We must not fall into the trap of thinking that because the
private sector is important, you can handle it in the same way—
the private sector can't be planned and organized in the same
manner as public sector activity can. It's not a matter of managing
growth from some central point. Its role is quite different. It is
the catalytic role that I mentioned earlier. It's trying, in various
ways, to make things happen that won't otherwise happen, to
play a role in stimulating private sector flows. I find it very
exciting to be involved in an organization where we shall be
promoting this thrust, because a certain thrust and energy can
come from the private sector which you will never find in the
public sector. I think we now see the importance of that in the
development process more clearly than we did in the past. ED
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IFC's flew approach
to project promotion

Changes in project identification and development Roger S. Leeds

Both the working environment and the
operations of the International Finance Cor-
poration (IFC) have changed significantly
since April 1955, when the Executive Di-
rectors of the World Bank approved the
proposed Articles of Agreement for the
new affiliate. The mandate of the new
institution was clear: to stimulate the growth
of productive private enterprise in its mem-
ber countries without competing directly
with private sources of capital. The Cor-
poration was expected to differentiate itself
from private merchant and commercial banks
by financing projects that would make a
demonstrable contribution to economic de-
velopment, as well as being profitable. At
that time, no such institution existed to
serve as a catalyst for the growth of private
enterprise in developing countries. Al-
though the fundamental objective has re-
mained the same, a number of changes in
TFCs operating environment have influ-
enced how its staff go about the challenging
process of promoting productive private
investments in developing countries.

Some of the changes have been triggered
by the growth and diversification of the
Corporation's membership, which has
quadrupled during nearly three decades of
operations, from 31 countries to 126. With
most of the newer members classified as
low-income countries, the Corporation has
moved to broaden its developmental role
by investing in new sectors (e.g., energy
and agribusiness) and new regions (e.g.,
Africa and the Caribbean). This growth and
changing composition of the Corporation's
program have required new approaches to
identification and promotion of projects in
the private sector.

Other adjustments have been precipi-
tated by changes in the international in-
vestment climate, which today stands in
stark contrast to the environment envis-

aged by the architects of the Corporation.
During the Corporation's first decade of
existence, private banks demonstrated only
a passing interest in providing medium-
and long-term credit to developing coun-
tries. But by the late 1960s a surge in private
lending to these countries began, and the
composition of foreign capital flows changed
significantly as private banks became a
primary source of funds for investment in
many developing nations. Although this
borrowing contributed to accelerated growth
in a number of IFC's member countries,
excessive indebtedness eventually led to
severe economic problems in these coun-
tries. Recently many of these nations have
also been suffering from painful recession
and serious balance of payments problems.
Weak demand, high interest rates, and
shifts in relative prices have severely un-
dermined the climate for private invest-
ment in IFC's member countries.

The rationale for stimulating private in-
itiative has become particularly convincing
recently. With public sector deficits bur-
geoning, it is incumbent on many devel-
oping countries to shift greater responsi-
bility for production to the private sector,
where the drain on public financial re-
sources is less. Private enterprises and
entrepreneurs, less dependent on the pro-
tection often associated with state-owned
enterprises, are more compelled to operate
efficiently in competitive markets. One of
the key issues for IFC is to ensure that
these private initiatives make economic, as
well as financial, sense; there must be a
net benefit to the country as well as to the
enterprise's shareholders. When this oc-
curs, the private sector is serving as an
effective agent for economic development.

Even though it is a development insti-
tution, IFC faces many of the same chal-
lenges that most businesses face: markets

are always changing; the investment cli-
mate is constantly in a state of flux; and
competitive forces are rarely static. Part of
the Corporation's responsibilities is to an-
ticipate the key directions of change and
to respond effectively.

Within this dynamic international eco-
nomic environment, IFC staff are expected
to identify and develop projects that are
likely to satisfy IFC's criteria for investment
(see box). In fiscal year 1984, the Corpo-
ration financed 62 projects in 37 countries.
Most of these projects resulted from visits
by staff to individual countries, or enquiries
from a project sponsor who was aware of
IFC's capabilities and resources. However,
because the investment climate in many of
IFC's member countries has become more
difficult, it has been necessary to supple-
ment these conventional methods of pro-
ject identification with more innovative
alternatives.

One approach that is proving to be suc-
cessful involves devoting increased atten-
tion to project promotion in a particular
sector or industry. In IFC vernacular, proj-
ect promotion refers to the_jdgniification,
planning, and preliminary appraisal of new
direct investment opportunities that would 1
meet the Corporation's investment criteria.j
This definitibn suggests that project pro-
motion is an exercise in discovery—seeking
out new opportunities for private sector
investment in Third World countries. The
process, analogous in a private corporation
to developing new business opportunities,
places a premium on entrepreneurial
creativity—a relatively free-thinking pro-
cess of identifying and developing new
types of projects for the Corporation. By
definition, the process is not always neat;
it is inherently risky; and inevitably it in-
volves false starts and failures. But this
creative process is essential in order to keep
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The IFC at a glance
The IFC was set up in 1956 to supplement the activities of the World Bank by
providing financing and investment expertise to the private sector in developing
countries-, without competing with private sector capital sources. It seeks to do this by
bringing together entrepreneurs with both foreign and domestic investment capital in
ventures thai are not only productive but also support economic development in
individual countries. The IFC operates with its oym staff and capital. In 1984 the
Board of Governors approved a capital increase that raiged the IFC's current author-
ized capital from $650 million to $1,300 million. In addition tt using its own capital,
the IFC raises funds for its projects from international capital market's, by syndicating
loans and by underwritings and stand-by financing, Both its project and technical
assistance work are instrumental in generating additional private capital flows to
developing countries. Such flows have been estimated to be about five times IFC's
investments^ By the end of fiscal year 1984 the IFC had approved a total of 773
projects, with the Corporation's investments totaling about $6 billion. The total cost of
those projects was almost $27 billion. About $2.5 billion worth of syndications
accompanied these projects. During fiscal year 1984 IFC financed 62 projects in 37
countries. More than 80 technical assistance programs in over 30 member countries
were also undertaken by the Corporation during this fiscal year.

In. September, 1984, Sir William Ryrie of the United Kingdom took over from Hans
Wuttke of Germany, as the Executive Vice President of IFC.

IFC investments approved, by sector, fiscal year 1984
(In percent)

abreast of changing conditions in the in-
ternational marketplace.

Promotion is considerably more time-
consuming and costly than IFC's main-
stream activities, which are more
transactiori-o'riented. In normal project ap-
praisal work, the premium is placed on
moving a prospective project expeditiously
through the pipeline—individual projects
are identified, appraised, prepared for Board
approval, and then funds are disbursed.
Normally, staff devote relatively small
amounts of time developing a project for

appraisal until there is a full feasibility study
that can be reviewed in Washington. Proj-
ect promotion, on the other hand, is a less
systematic and a more deliberative process
that can rarely be accomplished quickly. It
deals with a particular sector or industry
that offers new investment opportunities
that could be replicated in more than one
country. Considerably more time is de-
voted to developing the project even before
the feasibility study is done. The end result
of this relatively prolonged activity ulti-
mately must justify the high cost to the

Corporation in terms of time and man-
power.

Project promotion of specific industries
or sectors in IFC is designed to supplement
the more traditional promotion work done
in individual countries by the regional in-
vestment departments of the Corporation.
There are a number of recent examples of
this alternative approach to project pro-
motion that demonstrate the potential ben-
efits to IFC and its member countries. From
relatively small commercial shrimp farming
ventures to enormous oil and gas explo-
ration programs, the similarities in the
sector-specific approach to project promo-
tion can be highlighted.

Shrirhp farming: an illustration

It may be useful to examine a case of
how IFC recently designed and imple-
mented a promotion strategy in a specific
industry in order to illustrate how the
process contributes to IFC's dual objectives
of profitability and development. Shrimp
farming was singled out for a major IFC
promotion initiative after a staff analysis
determined that this particular industry
appeared to satisfy many of the criteria that
are important for success. The first level of
inquiry, dn economic and financial analysis
of some existing commercial shrimp farm-
ing ventures, concluded that well-designed ,
projects in this industry appear to aid
general economic development and are also
likely to have high financial returns.

The industry also proved to be attractive
for promotion because it was relatively
new. This provided an opportunity for the
IFC to play a significant catalytic role in the
early stages of the industry's growth and
development by mobilizing financial and
technical resources from other participants
that otherwise would have been reluctan'
to participate. This role is particularly nec-
essary in a relatively new industry, when
the perceived risks are especially high.

Another important criterion for success-
ful promotion is that the industry selected
for a special promotion initiative should be
well-suited to the economies of a number
of developing countries, not just one or
two. In the case of shrimp farming it was
determined that numerous countries in
different regions appeared to be endowed
with the most important factors of produc-
tion necessary to ensure economic effi-
ciency in the industry (e.g., appropriate
climate, coastal land availability, and water
quality).

Analysis of the international market for
the project output also is crucial. Sectors
in which growth already is constrained by
supply shortages are obvious candidates
for project promotion. In the case of shrimp,
the export market is well established and
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growing. The market potential for shrimp
farmers in particular is further enhanced

'because the total harvest of shrimp caught
at sea, which represents more than 90
percent of total global consumption, peaked
around 1977 and cannot be expected to
expand significantly in the future. Thus,
any major increases in global consumption
must come from shrimp farms.

Finally, there is the important question
of technology. Although relatively new,
which suggests a high degree of risk by
normal standards, the technology has
reached a commercially viable stage. Visits
to a number of operating shrimp farms by
IFC staff provided convincing evidence that
the technology was sufficiently well estab-
lished and tested to be viable on a scale
that would be attractive to IFC. Moreover,
it was determined that this emerging tech-
nology was not particularly difficult to
transfer and could be adapted in many
developing countries. In conjunction with

*its promotion function^ the IFC could play
a significant role in facilitating the transfer
of this new technology.

Implementation

Implementation of an industry-specific
project promotion strategy depends on de-
veloping appropriate expertise within IFC
(i.e., engineers and investment officers) for
the efficient appraisal of projects in the new
sector. Once IFC became committed to
identifying a series of shrimp farming proj-
ects that could be financed, it was necessary
for staff to develop a detailed understand-
ing of the financing requirements, the tech-
nology costs and risks, and an acquaintance
with individuals in the public and private
sectors who have an interest or expertise
in shrimp farming. This latter group would
include prospective joint venture partners,
technical consultants, shrimp traders, and
market analysts.

The IFC promotion strategy in the shrimp
farming industry concentrated on two in-
terrelated sets of objectives. The first was
to identify and develop new project op-
portunities that satisfy the Corporation's
criteria for investment. For example, staff
currently are appraising a number of shrimp
farming projects that came to IFC's atten-
tion as a result of this special project pro-
motion process. In one low-income Central
American country, IFC has been instru-
mental in mobilizing financial resources for
a $7.5 million shrimp farming joint venture
with an experienced U.S.-based technical
partner and a group of local investors.
When completed in 1986, the project will
produce about two million pounds of shrimp
tails annually, with a projected f.o.b. value
of $7.6 million. Not only are IFC's financial
resources essential to ensure the project's

viability but also it is highly unlikely that
the local partners would risk their capital
in the joint venture without the benefit of
IFC's technical appraisal. It is hoped that
the demonstration effect from the proposed
project will stimulate other local investors
to consider shrimp farming ventures, which
could be earning large amounts of foreign
exchange for the country by the end of the
decade.

The second component of the promotion
strategy is less traditional by IFC standards.
In a limited number of countries, where
there appears to be exceptional potential
in the industry being promoted, the IFC
may respond to government requests to
conduct an assessment of the sector or
industry, rather than a particular project.
In the Philippines, for example, at the
request of the government, IFC agreed to
"(a) conduct an assessment of the current
level of development of the shrimp farming
industry and (b) make specific recommen-
dations regarding how the industry should
develop in the future, maximizing the par-
ticipation of the private sector." The as-
signment entailed sending a staff mission
to the Philippines, including the consulting
services of a senior aquaculturist with a
specialty in shrimp culture and a shrimp
marketing expert. The team then prepared
an extensive analysis of the shrimp farming
sector and a strategic plan of action was
presented to the Government for imple-
mentation. This analysis should contribute
to accelerated investment in the Philippine
shrimp farming industry. IFC has already
received a number of project proposals
from Philippine investors that are expected
to meet its own criteria for investment.

Many of these same considerations—
economic and financial returns, market
prospects, project replicability, and tech-
nology transfer—also were addressed be-
fore proceeding with the largest IFC pro-
motion initiative, in oil and gas exploration.
In June 1984, the Board approved a $500
million program designed to combine IFC
resources with those from private explo-
ration companies to stimulate new oil and
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How IFC appraises projects •

Project appraisals in IFC normally are car-
ried out by a team comprised of an invest-
ment officer ("mission" leader); an engi-
neer, who is a technical specialist in the
industry being appraised; and an econo-
mist. After a prospective project has been
identified and the sponsors have been eval-
uated, the first step in the appraisal process
is a detailed desk analysis of the project
feasibility study. If the results of this anal-
ysis are positive, the appraisal team under-
takes a two- to three-week mission to the
country, which includes in-depth discus-
sions with the project sponsors and an
extended visit to the project site. The ob-
jective is to evaluate all aspects of the
project, including the capabilities of the
sponsors and technical managers to imple-
ment the project, the technical viability of
the project design, the extent of the market
for the project's product, and the real fi-
nancial and economic returns. Once the
field mission is completed, a detailed ap-
praisal report is prepared and presented to
IFC's senior management for a discussion
on whether to finance the project. Once it
is approved, the final step in the process is
to present the appraisal report along with
the financing recommendation to the Board
for final approval. The time required to
complete the project appraisal cycle can
vary considerably depending on the circum-
stances, but normally the time allotted from
project identification to Board appraisal is
about six months.

gas exploration initiatives in a number of
member countries. Although this industry
and shrimp farming are vastly different,
the criteria applied by IFC to select these
two industries for special promotion initi-
atives were similar.

This promotion process for specific sec-
tors is a continual one; and the promotion
staff is constantly assessing new industries
that may satisfy the established criteria for
promotion by IFC. The investment by IFC
to develop these new project areas has
been substantial. Whether it has been worth
the investment of staff resources, depends
on the Corporation's success in identifying,
developing, and financing a number of
projects in the same sector that are excep-
tionally attractive in terms of their potential
profit and their impact on economic de-
velopment. Ultimately, these experiments
with project promotion must demonstrate
that IFC can respond to an ever changing
international market for its services and
financial resources, and continue to make
a significant contribution to "productive
private enterprise," as mandated by the
original Charter. ED
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Economic
reform
in
China

The recent policy changes in perspective

Luc De Wulf

With the Decision on the Reform of the
Economic Structure, announced on Octo-
ber 20, 1984, China dramatically consoli-
dated and accelerated a process of reform
that had begun more than five years earlier.
In the late 1970s, in the years after the
"Cultural Revolution" and in the midst of
growing official concern with slow im-
provement in living standards, the Chinese
leadership first expressed interest in new
approaches to the country's economic de-
velopment. While overall growth since the
1949 Revolution had been remarkable, it
was achieved largely through the applica-
tion of greater amounts of physical capital
and manpower rather than through more
efficient use of resources. There wa§ con-
cern that the sacrifices required were be-
coming disproportionate to the gains
achieved. Past economic development, with
its emphasis on large-scale investment,
growth of heavy industry, mass participa-
tion, and egalitarianism, had left workers
and peasants with only moderate increases
in incomes and' inadequate supplies of
consumer goo'ds. Citing excessive levels of
investment, rigid administrative control over
resource allocation, insufficient individual
incentives, and undue emphasis on local,
regional, and national self-sufficiency, the
authorities laid the groundwork for eco-
nomic reform.

The Four Modernizations Program,
launched by the Central Committee of the
Communist Party in December 1978, sought
to put China on the path of sustained,
balanced, and rapid development. It rep-
resented a break with past economic poli-
cies and announced the process of wide-

spread economic reforms. Although it did
not present a blueprint for the new eco-
nomic system, it did indicate a commitment
to trying different methods of resource
allocation and distribution. Under this pro-
gram, experiments were evaluated, modi-
fied, and implemented on a national scale
when judged beneficial, and changed or
eliminated when found inappropriate. From
the very beginning, China's economic re-
forms have been part of a pragmatic and
dynamic process, one that combined both
bold steps forward and strategic retreats.

The 1984 Decision has distilled the es-
sence of these various earlier reforms and
has sketched the direction in which the
authorities intend to steer the economy.
As such, and for the first time, the reforms
have been presented as a comprehensive,
continuous undertaking, backed by the full
authority of the Central Committee. This
is expected to muster the support of those
Party members who had been opposed to
the reform movement on ideological grounds
and of those who had been reluctant to
implement what they viewed as a passing
phenomenon. Although no precise time-
table has been presented for the introduc-
tion of the reforms, most of them are to be
in place within five years. Price, banking,
and monetary reforms, however, are ex-
pected to require additional time.

This article surveys the nature and intent
of these reforms; its coverage is selective
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and deals primarily with agricultural and
industrial reforms. Reforms in the public
finance and banking sectors are mentioned
only briefly and, for lack of space, China's
efforts to attract foreign direct investment
and increase international trade are not
examined. (A subsequent article will deal
with these and other aspects of the re-
form—the Editor.)

Agriculture

China replaced its agricultural coopera-
tives with communes in 1958 but the re-
organization, followed by two years of
disastrous weather, so disrupted agricul-
tural production that it took more than five
years for it to regain the 1957-58 level of
output. Commune production subse-
quently realized moderate growth, but often
at high costs. More rapid increases in pro-
duction were hampered by an incentive
structure that did not link remuneration to
effort, by detailed high-level planning that
often neglected to take local circumstances
into account, and by political interference
in production decisions.

To remedy this, a production responsi-
bility system was introduced on an exper-
imental basis in two provinces as early as
1978. Success there in increasing produc-
tivity gradually led to the introduction of
the system in most rural areas, including
some state farms. Production responsibility
systems differ slightly from one another,
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but all are based on a contractual relation-
ship between the commune and a group
of farmers, a household, or an individual.
These contracts specify the amount of land
to be cultivated, the amount and type of
produce the contractor is to deliver to the
state, and the required tax payments and
contributions to the welfare and investment
funds. The contracts, as they refer to access
to land, were originally valid for 5 years,
and have, since January 1983, been ex-
tended to 15 years (50 years for orchards);
amounts of produce, and other aspects of
the contract, are adjusted more frequently.
Contracts can be passed on to children or
other beneficiaries, and can be sold with
the permission of the commune; compen-
sation for improvements, such as irrigation
or application of fertilizer, may be negoti-
ated. The contractor is free to dispose of
excess produce in free markets. These free
markets, which had all but disappeared
during the "Cultural Revolution," have
been revived, and their operation has been
facilitated by state authorization permitting
long distance transportation and marketing
for all agricultural produce—even grain, a
commodity whose trade had been a state
monopoly since 1949. Simultaneously, the
commune's production and economic re-
sponsibilities have been divorced from its
administrative functions, which now reside
with the newly revived townships.

The response to these changes has been
impressive and is credited with a large
share of the 9 percent average annual growth
in agricultural production realized in 1981-
83. Admittedly, increased procurement
prices, which rose 20 to 25 percent in 1979,
favorable weather conditions, and the shift
back toward greater regional specialization
contributed to this performance. Yet both
personal observation and reports from ex-
perts indicate that the system has infused
the rural areas with a new enthusiasm and
has been much better able to draw on the
resourcefulness of the peasants.

The rural reform, however, has not come
without problems. The more efficient uti-
lization of the rural work force has made
about one third of the agricultural workers
redundant and created the need for alter-
native forms of employment. In order to
avoid the social and economic problems of
large-scale rural-urban migration, the au-
thorities continue to control such migration
strictly. Therefore, new employment pos-
sibilities have had to be created in the rural
areas themselves. To meet this need, in-
dustrial production in the rural areas and
nonagricultural activities, such as livestock
breeding, water resource management,
commerce, handicrafts, catering, construc-
tion, and transportation, have been stim-
ulated and are currently, in fact, the fastest

growing sectors in the economy. About 10
percent of the rural work force is now
employed in the industrial sector, while
between 10 and 15 percent is engaged in
various specialized nonagricultural occu-
pations. In more advanced regions, such
as Jiangsu, the share of industrial employ-
ment is much higher, but further progress
will be needed to meet this challenge.

Another problem that followed the suc-
cess of the production responsibility system
has been the emergence of acute shortages
of consumer goods, agricultural inputs, and
construction materials. The rural popula-
tion now possesses greater purchasing
power, but the supply of goods has not
kept pace with demand. Authorities have
been making more industrial production
available to the countryside, and moderate
progress has been made.

Industry

The Four Modernizations Program, which
initiated the reforms, gave equal emphasis
to urban and rural areas. Yet reforms in
the rural areas have proceeded more speed-
ily and are now virtually completed. In
the urban areas, where economic relations
are much more complex, reforms have been
implemented more slowly, with more time
devoted to experimenting. On the basis of
this experimentation and heartened by the
success of the production responsibility
system in the rural areas, authorities have
indicated in the 1984 Decision a willingness
to accelerate urban reforms.

These reforms principally seek to redress
inefficiency in the state-owned industrial
sector, which the authorities have laid to
several interrelated factors. First, manda-
tory central planning, which was inspired
by the Soviet model in the 1950s and may
have been proper for the simple economy
of that period and in the context of forced
growth based on the development of heavy
industry, is now seen as insufficiently flex-
ible to deal with the greater complexity of
an expanding industrial base. Second, en-
terprises were constrained in their pursuit
of efficiency. Treated as departments of
government agencies and managed as such,
they were, until recently, required to hand
over all their profits to the budget, which
in turn covered their losses and provided
their investment funds in the form of a
grant from the budget. Supply and distri-
bution channels were rigid and unrespon-
sive to shifts in demand; wages were set
to give more weight to seniority than job
performance or enterprise profitability; bo-
nuses were prohibited; and recruitment
and dismissal of workers were outside the
purview of the manager. Third, the price
structure was greatly distorted. This com-
plicated the assessment of enterprise per-

formance, hampered the introduction of
technological innovation and the rational-
ization of the production mix, distorted
consumption patterns, and caused both
shortages of goods with low profit margins
and excess production of goods with arti-
ficially high margins. Because consumer
prices for many goods were less than pro-
curement prices, the budget incurred large
subsidy expenditures. Fourth, the pre-
eminent role of state-owned and collective
enterprises, combined with a disregard for
the contributions that could be made by
the private sector, deprived the economy
of a source of creativity and left whole areas
of consumer demand unsatisfied. (The pri-
vate sector refers to small enterprises run
by individuals or groups of individuals.)

The purpose of the industrial reforms,
therefore, was to modify the economic
environment within which enterprises op-
erated so that they would become inde-
pendent economic entities, responsible for
their own profits and losses, and endowed
with both the incentives and the authority
to improve their efficiency and profitability.
The essence of these reforms can best be
captured by looking at their impact on
planning, enterprise management, prices,
and the role of the private sector.

Planning. In the course of the next few
years, the scope of mandatory planning in
China will be narrowed, while that of
guidance planning expanded. Planning will
concentrate on outlining the direction the
economy should take, while increasing use
will be made of macroeconomic policy in-
struments, such as correct price signals,
taxation, credit and interest rates, profits,
and wage differentials. The 1984 Directive
indicated that in the future mandatory
planning will be restricted to major prod-
ucts that have a direct bearing on the
national economy and on the standard of
living. The central plan will include output
targets for energy, rolled steel, cement,
basic raw materials for the chemical indus-
try, and synthetic fiber. In agriculture,
targets will be used for cereals, cotton,
edible oil, tobacco, jute, pigs, and fish
products. All in all, mandatory planning
will eventually pertain to only 60 industrial
and 10 agricultural commodities, down from
120 and 29 at present. Other products will
be more broadly regulated through a guid-
ance plan, with state and collective enter-
prises and the private sector allowed to
compete among themselves. Although no
statistics are yet available to gauge the
importance of the commodities under the
mandatory plan, it appears, for the near
future at least, that they will continue to
constitute the bulk of total production but
they will comprise a much smaller share of
the number of commodities.
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The reform effort has squarely faced the
possibility that some enterprises outside
the sphere of mandatory planning may not
be able to withstand competition. Already
a number of enterprises that were unable
to meet the required quality or cost stand-
ards have been merged with other enter-
prises, forced to change their line of busi-
ness, or simply closed down. These
consolidations differ, however, from bank-
ruptcy in market economies, since the state
attempts to minimize both the loss of pro-
ductive capacity and the transitional prob-
lems for the workers affected.

Enterprise management. The new reforms
recognize that in order for enterprises to
be run as independent economic entities
and assume responsibility for their own
results, they must be given greater author-
ity and greater incentives to work effi-
ciently. This has led to the introduction of
a whole series of interconnected reforms.

Enterprise management is to be gradually
separated from the government agencies
that, until now, have taken most mana-
gerial decisions. These agencies will now
set broad policies, coordinate production,
and assist enterprises in the achievement
of their own objectives. With this newly
acquired independence, enterprises are
being made increasingly responsible for
their own profits and losses, and a system
to determine which share of the profits will
be retained by the enterprises is being put
into place.

After experimenting with several profit-
sharing and income tax schemes, an income
tax for state-owned enterprises was intro-
duced in mid-1983 and was fully imple-
mented by the end of 1984. The rate of this
income tax has been set at 55 percent. But
as price distortions affect enterprise prof-
itability often more than does managerial
efficiency, an adjustment tax has been ap-
plied to the after-tax profits, to bring profits
more or less in line with those retained
before the introduction of the income tax.
The new system also has allowed enter-
prises that improve their profitability to
retain the larger part of increased profits.
Although the new tax system is intended
to provide a legal basis for the disposal of
profits, and therefore streamline the rela-
tions between the supervisory agencies and
the enterprises, it will not yield its full
potential until the price structure has been
rationalized.

Directors of enterprises are now to be
appointed by supervisory departments, and
their authority has been broadened under
the new reforms. Workers' Congresses con-
tinue to exist, but their role in managerial
decision making has been circumscribed.
The managers have now been allowed
greater discretion in the recruitment and

dismissal of workers and do not have to
absorb workers assigned by the employ-
ment department, as was the practice in
the past. They now have the authority to
organize job-specific examinations and re-
cruit accordingly. As a corollary, workers
have been granted somewhat greater mo-
bility, and school graduates have been
encouraged to submit job applications to
various employers. Managers have also
been given greater discretion to promote
better and more qualified workers and to
dismiss those that do not perform well.

The wage policy has also undergone
rapid change. In 1979 enterprises began to
give bonuses to more efficient workers.
These bonuses initially could not exceed
2.5 months of basic salary, a restriction
abolished in 1984. Now enterprises can
grant the bonuses they choose, but a pro-
gressive tax has been levied on enterprises
that grant bonuses in excess of 2.5 months
of basic wages. The regulations specifying
that only enterprises that achieve profits
and improve their performance can grant
bonuses have also been strengthened. A
common problem, however, with the bo-
nus system has been that managers often
distribute them in a egalitarian fashion,
thus undermining their very purpose.

The October 1984 Decision endorsed the
policy of bonuses but went one step further
and recommended that the wage system
itself be reformed, widening the wage dif-
ferentials between various trades and jobs,
and increasing the remuneration for mental
work. These deviations from the strict egal-
itarianism that long had been the hallmark
of much of China's development model are
deemed necessary as the previous system
was felt to have undermined workers' com-
mitment to tasks and bred mediocrity. The
authorities, however, do not feel that gear-
ing remuneration of workers to their con-
tribution absolves society from its respon-
sibility of taking care of the less fortunate.

Prices. The present distortions in China's
price structure are largely the result of
adherence to a system of fixed prices that
gradually became divorced from productiv-
ity developments and unrelated to inter-
national prices. This allowed wages to re-
main stable for very long periods, but the
budget eventually had to absorb the in-
creases in procurement costs for basic ne-
cessities. As a result, in 1983, subsidies for
basic necessities constituted nearly one
fourth of budgetary expenditures.

These shortcomings in the price system
were first recognized in 1979 but adjust-
ment was not believed possible within the
context of the Sixth Five-Year Plan (1981-
85). A consensus, however, appeared to
develop that price reform would be under-
taken in earnest in the Seventh Five-Year

Plan (1986-90). Partial measures were taken
in the meantime, and some prices were
changed. Foremost among these was an
increase in agricultural procurement prices
in 1979. Since consumer prices were only
partially increased, however, budgetary
subsidies rose sharply. Selective price in-
creases have also been granted for com-
modities that were in short supply or whose
production costs had increased substan-
tially, .while prices for certain other goods
were reduced, often to help producers
unload overstocks or to keep down in-
creases in the cost of living. In addition to
these changes, some producers were au-
thorized to let prices for some of their
output fluctuate within a fixed margin
around the state-fixed prices or to negotiate
the price of a share of their production.
These more flexible price practices were
largely restricted to overstocked commod-
ities and to production in excess of the
state-fixed production quota. But prices of
commodities of lesser importance were in-
creasingly freed from state control and were
allowed to be determined by market forces.
Similarly, the prices agreed upon between
buyers and sellers on free markets were
totally freed, although in principle the state
retained the authority to intervene when-
ever prices would otherwise increase too
fast.

The 1984 Decision has given greater ur-
gency to the implementation of price re-
form. Although no definite timetable has
been announced, it was made clear that
prices will change, and change soon, albeit
gradually. In essence the Decision an-
nounced that the scope of state-controlled
prices will be reduced, while that of prices
agreed between buyers and sellers will be
expanded. The logic of this reform, there-
fore, is to create a situation in which prices—
whether state-controlled or not—will reflect
their production cost and take into account
the supply and demand forces in the econ-
omy. The Decision recognizes that this will
lead to increased prices for some commod-
ities and reductions for others, yet it makes
clear that the reform will not be allowed to
cause a generalized price increase. The
message is that the price reform will be
introduced gradually, and the various eco-
nomic agents given time to adjust to the
changes by altering their production or
input mix, or by absorbing cost increases
through productivity gains. To the extent
that subsidies will be phased out and prices
of previously subsidized goods increased,
real incomes of consumers will be protected
as wages and other income elements will
be increased accordingly. The Decision also
predicts that real wages will continue to
increase, since the reforms will boost pro-
ductivity gains. In these circumstances the
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maintenance of price stability will greatly
depend on the implementation of a mon-
etary policy that prevents excessive liquid-
ity growth in the economy.

The implementation of the price reform
will be the most difficult element of the
whole economic reform movement, since
it will have an impact on all segments of
economic activity. Financial flows will be
affected, as will enterprise profitability,
thus putting at risk the lines of production
of some enterprises and the survival of
others. Similarly, budgetary flows and sec-
toral credit requirements will be changed.
The realization of this pervasive impact of
the price reform on the economy explains
the authorities' past reluctance to tackle
this issue. There is an awareness now,
however, that the benefits of the economic
reforms will be jeopardized if the price
structure is not altered, and this has
prompted the authorities to accelerate the
price reform.

Diversification of the economic structure.
The widely recognized failure of the state
and collective production sectors to re-
spond effectively to market demand, to
take sufficient advantage of the creativity
of the work force, and to absorb growing
numbers of people looking for employment
led authorities not only to permit private
activity to take place but also to stimulate
such activities and clarify their scope. In
the early years of the reforms, private sector
activities were regarded with suspicion by
some local authorities, who took arbitrary
measures to prevent them from flourishing,
but their contributions in providing new
employment and new services have been
gradually recognized. The number of pri-
vate establishments has risen sharply in
recent years, with these enterprises often
absorbing graduates unable to find em-
ployment in state or collective enterprises.
By the end of 1983 private establishments
formed a still small, but rapidly growing,
share of the total work force (about 2.3
million workers now, nearly a threefold
increase since 1980). They are principally
engaged in small-scale commerce, handi-
craft, catering, transport, and construction.
Since early 1983 the private sector has been
invited to lease small state-owned enter-
prises or to run them on a contract basis.
As such, the role of the private sector is
now firmly established in China, and its
contribution is recognized as an irreplace-
able element in the continued improvement
of China's living standards.

Commerce. As recently as 1978 state and
collective sectors accounted for 90 percent
of total retail trade, thereby effectively mo-
nopolizing distribution channels. Produc-
tion was largely insulated from distribu-
tion, and unsold inventories of some

products and shortages of others were
frequent. In addition, administrative bar-
riers to trade between regions prevented
the free flow of goods, and gave rise to
costly local monopolies.

To alleviate these deficiencies, distribu-
tien channels were gradually diversified.
Since 1979, private sector trade, virtually
abolished during the "Cultural Revolu-
tion," has been revived and by 1983 it
accounted for more than 18 percent of total
retail sales and a much larger share of the
trade in vegetables, eggs, handicrafts and
small industrial commodities. Recent re-
forms streamlined regulations pertaining
to private trade, spelling out registration
requirements, tax obligations, and rights.

Efforts have been underway for several
years to bring the productive sector more
in line with the commercial sectors; these
are intended to help producers gear their
output more toward market demand. Com-
mercial enterprises are being urged to pur-
chase according to prior orders rather than
stock all products that enterprises have to
sell. Manufacturers have also been prompted
to improve their market research and par-
ticipate more actively in the work of the
commercial sector in selling slow moving
commodities. This may require discounts
or the repurchase of defective products,
both practices that have been extremely
rare in the past.

Administrative barriers between jurisdic-
tions and between urban and rural areas,
erected when local self-sufficiency was at
a premium, are gradually being abolished.
These restrictions had given rise to a multi-
tiered distribution system that prevented
the rationalization of trade transactions,
burdened administrative and transport fa-
cilities, contributed to the maintenance of
excessive inventories, and promoted the
existence of small high-cost, regional pro-
ducers. At present, experiments are under
way to merge several levels of wholesale
trade and to create an integrated supply
network based on central cities, thereby
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unifying urban and rural markets. Progress
has been slow, partly because of en-
trenched positions and interests but also
because many jurisdictions want to protect
their inefficient enterprises from the com-
petition of outside producers.

In conclusion . . .

The process of economic reform now
under way in China represents a very
important development in China's history.
It entails not only a realistic assessment of
the development model of the past but also
a commitment to safeguard the socialist
nature of Chinese society while allowing
resource allocation to be influenced increas-
ingly by macroeconomic instruments, the
forces of supply and demand, and material
incentives. In the process, mandatory plan-
ning and administrative interference will
be reduced.

This shift in gears initiated in 1978 has
proceeded rapidly and produced good re-
sults in the rural areas; in the urban areas
progress has been much slower, and the
newest reforms focus attention on this
sector. A "blueprint" of the type of econ-
omy Chinese authorities want to realize is
now available. Its full implementation is
still a long way off and a number of obsta-
cles will have to be overcome. Some of
these pertain to the manner in which en-
terprises will adapt to the changed eco-
nomic environment. Although most of the
problems have now been identified, prac-
tical solutions are still to be implemented.
Other obstacles are more subtle, but may
be more intractable. One will be to persuade
an established bureaucracy, accustomed to
taking nearly all production decisions, that
it should relinquish some of its preroga-
tives, and allow decisions to be taken in a
less structured manner and with a less
predictable outcome. Another will be to
adjust an economic philosophy that, for
many years, has emphasized strict adher-
ence to egalitarianism and job security rather
than economic efficiency, without alienat-
ing the adherents of the previous approach.
Furthermore, China recognizes that a suc-
cessful implementation of the reforms will
require further progress in giving greater
responsibility to younger and better edu-
cated personnel and in accelerating man-
agerial and financial training.

In the years ahead, Chinese leaders will
have to steer the country over uncharted
territory. While other countries have re-
formed their economy or are in the process
of doing so, no other country has attempted
economic reform on this scale affecting one
billion people. Under its previous manage-
ment system, China made considerable
progress toward meeting the people's basic
needs. Now it wants to do even better. ED
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Adjustment and reform in the Chongqing Clock and
Watch Company, Sichuan Province, China

Here is an example of how one company responded to reforms in the
period 1978-82. The Chongqing Clock and Watch Company (CCWC)
was one of five state-owned companies chosen by Sichuan Province
to participate in experimental reforms under the Four Modernizations
Program. This gave the company some prominence in China's reform
of light industry.

CCWC is one of the 12 largest producers of watches in China—a
country where over half the urban residents own watches, and whose
production and purchase of clocks and watches are unusually high
for its per capita income level. The company started producing clocks
in 1958, and began full-scale production of watches in 1977. By 1978,
it employed 2,600 workers.

In the late 1970s, its output rose rapidly as a result of large
investments financed by state grants. But the company suffered from
shortages of capital, land, and labor (hiring of new workers being a
highly restricted and tedious process); it had little authority to make
decisions, and little incentive to expand production or to improve
efficiency.

• The reforms. These were introduced mainly in 1980, and included:
1. Organizational changes, permitting joint ventures and various

forms of association with other enterprises, which gave the company
access to more resources, including land for expansion.and increased
its control over the production of parts and components.

2. CCWC was among the pioneers of a new incentive system
replacing the remittance of profits to government with payments of
income tax. From 1980 onward CCWC was allowed to retain 60 percent
of its total net product, which it used for wages, bonuses, and various
benefits to workers, and to invest in expansion.

3. Financing of fixed investment by bank loans and retained profits,
rather than by grants from the budget. The terms of the loans were
such that the enterprise bore very little of the financial risk of productive
investment.

4. The end of guaranteed purchase by commercial units of all the
company's output. Permission to market some of its output gave the
company a strong reason to base its production decisions on forecasts
of market demand. The company could not set its own output prices,
however.

5. CCWC was authorized to plan its own production, investment,
and investment financing, and could play a significant role in planning
sales. It could contract directly with suppliers when its needs exceeded
its input allocation quotas. Targets were still set by higher authorities
for physical output of the company's main products, product quality,
labor productivity, and profit. They were not rigidly enforced, how-
ever, and appear to have had little influence on the company's actual
production.

6. Since 1978, the company has been allowed to pay bonuses for
efficient work, but in other labor matters there was little change.
Quotas largely unrelated to the production plan limited the number
of workers the firm could hire, and redundant workers could not be
dismissed. When several hundred were made redundant by the
collapse of the clock market in 1982, the worst that happened was
that groups of 300 workers at a time were placed on study leave, with
temporary loss of bonuses.

These reforms and policy measures eliminated the most important
constraints on CCWC's expansion of production. They also gave the
company strong material incentives to increase production and profits.
The company has allocated bonuses rather evenly among workers.
However, a high proportion of its retained profits could be used to
construct subsidized housing for its workers. Housing, which was in
extremely short supply, was funded entirely by the company and
allocated on the basis of seniority. This gave workers a strong incentive
to raise the company's profits.

CCWC responded to the new opportunities with a highly ambitious
expansion program supported by heavy borrowing. Gross output
nearly tripled between 1979 and 1981. To a large extent, the company
geared its decisions to the interests of workers and their dependents.
Employment increased by 50 percent, while average annual wages
per employee rose from 755 yuan to 950 yuan. The average value of
nonproductive fixed assets per worker (mainly housing) more than
tripled from 1979 to 1982.

• Marketing problems emerge. By the end of 1981 the clock market
had become saturated. And there were signs that watch producers,
too, had overextended their capacity. National planning authorities
intervened, limiting CCWC's targets for watch production to about
half those planned by the company, and a reduction in watch prices
imposed in April 1982 cut the firm's profit margins. At the end of
1981 CCWC began to have difficulty controlling the quality of its first-
grade watches. In 1982, its clock production fell by 50 percent; watch
production increased by only 10 percent; gross output rose by only
3.9 percent (compared with 66 percent in both 1980 and 1981); and
total profits and retained profits fell by nearly one third.

The government's limitations on watch production and prices forced
the company to confront more abruptly a marketing problem that
was bound to emerge eventually. Despite this problem—the bane of
consumer durables producers worldwide—the company had been left
with strong financial incentives. It reacted by changing its development
strategy from expansion of existing products to the development of
new products and improvements in quality.

• A change in strategy. The change was accomplished through: (1)
Selective adherence to the rules restricting the company's actions and
affecting incentives. It seems likely that in this regard the company
received special consideration by virtue of its prominence in the reform
program. (2) Vigorously promoting sales. The most extreme example
occurred in 1983, when several hundred clock production workers
were forced to go out and sell clocks to avoid losing their bonuses
and part of their wage. (3) Developing new products and varieties
(including a washing machine timer and a gold-plated watch). On the
whole, the company has been more successful in diversifying watch
production than in finding new products to replace clocks. (4) Price
reductions. Where possible, CCWC cut prices directly. Cuts in watch
prices were forbidden because, being highly profitable and highly
taxed, watch sales helped to maintain government revenue. Here the
company disguised price reductions by changing the product mix and
improving the quality of each grade of watch.

• Conclusions. CCWC's development in the past few years ex-
emplifies how an enterprise can make the transition from extensive
growth (by expanding the volume of output) to intensive growth
(largely by widening the variety of its products and improving their
quality). Promoting this transition is the underlying goal of China's
economic reforms. In CCWC's case, the transition was accomplished
in response to a mixture of reform in incentives, changes in market
conditions, and direct government intervention that hastened the
action of underlying market forces.

Based on a paper of the same title by William Bi/rd and Gene Tidrick in
Recent Chinese Economic Reforms: Studies of Two Industrial Enter-
prises, World Bank Staff Working Paper No 652, price $8, obtainable from
World Bank Publications, P.O. Box 37525, Washington, DC 20013, USA.
The paper is one of the first products of a collaborative research project between
the Institute of Economics of the Chinese Academy of Social Sciences and the
World Rank on enterprise guidance in China.
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Planning
in developing countries
Using the lessons of experience to formulate a workable approach

Ramgopal Agarwala

During the last 30 years, most developing
countries have attempted to accelerate
growth through national economic plan-
ning. Since 1950 they have formulated more
than 300 plans, varying somewhat in in-
tentions and enormously in achievements.
Although a neat and precise classification
of these is obviously difficult to derive,
they can be divided into three broad types.
The first is the comprehensive planning
approach, which has been strongly influ-
enced by the Soviet example and has been
attempted widely in Asia, eastern Europe,
and northern Africa. The second is the
indicative planning approach, which has
been strongly influenced by the Western
European experience in the postwar period
and has been attempted in Southeast Asia
as well as in parts of Africa. The third type
of plan is largely formal (even ritual) and
is typical of sub-Saharan Africa and Latin
America, where planning was largely in-
spired by external assistance agencies.

Comprehensive planning

Almost all the socialist economies of
Europe and Asia drew their inspiration for
planning from the U.S.S.R. Initially, their
emphasis was on achieving centrally planned
material balances of inputs and outputs
and allocating them among firms. How-
ever, problems with such planning accu-
mulated, and countries switched to varying
degrees of allocation via markets and prices.
Yugoslavia started the process in the 1950s,

Hungary followed in the 1960s, and China
in the late 1970s. In recent years, even the
U.S.S.R. has been moving away from its
earlier emphasis on material balances and
administrative allocations.

Among mixed economies, India was a
pioneer in development planning. Even
before independence in 1947, the Indian
National Congress Party had formed a
planning committee, which produced sev-
eral unofficial plans. The colonial govern-
ment also set up a Planning and Devel-
opment Department, which published a 5-
year plan and a 15-year perspective plan.
After independence, planning was taken
up with all seriousness. Prime Minister
Jawaharlal Nehru was an ardent advocate
of planning for the modernization of India.
P.C. Mahalanobis and P. Pant were the key
figures in developing the techniques of
planning, particularly in the areas of heavy
industries and sectoral balances; they and
several other officials visited the U.S.S.R.
to learn from its experience.

The approach was global and dirigiste.
The objective was to manage national
resources—both public and private—to meet
the national objectives of growth and min-
imum consumption needs. Interindustry
analysis was used to determine sectoral
investment allocations and output targets.
Administrative fiats were used .not only to
direct resources as desired but also to divert
resources from low priority activities through
a detailed system of licensing and produc-
tion quotas.

In practice, of course, the vision of plan-
ners could not be fully implemented, but
the reasons were not recognized for what
they were—inherent weaknesses of the
"blueprint" approach. Planners thought
that with greater technical sophistication
and administrative and political will, planned
allocation would be feasible. Indeed, de-
spite some ups and downs, the basic con-
fidence in comprehensive and dirigiste plan-
ning continued in India until the 1970s.
Only recently has there been some move
toward allowing a greater role for markets
and prices in the allocation of resources.

Neither Pakistan nor Turkey laid much
emphasis on planning in the 1950s. Their
economic performance in that period was
poor and was perceived to be partly due
to the absence of plans. As a result, the
1960s witnessed a surge of planning; both
countries followed the centrally planned
approach but greater use of prices was
permitted than in India. In the face of the
economic difficulties of the 1970s, however,
both countries moved away from central
planning and placed even more emphasis
on prices and markets.

The more comprehensive study on which this
article is based is published by the World Bank,
under the title Planning in Developing Coun-
tries: Lessons of Experience, as Staff Working
Paper No. 576, Copies tare $3 and can be
ordered from World Bank Publications,
P. O. Box37525, Washington, DC20013 USA.
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Bangladesh, on the other hand, started
with tremendous political enthusiasm for
central planning, backed by a considerable
technocratic capacity to apply it. However,
partly because of the adverse external en-
vironment, its First Plan (1973-1978) was
largely a failure, a dramatic demonstration
of the inherent political, technical, and
administrative weaknesses of this type of
planning in a poor and aid-dependent
economy. In the ensuing years, Bangladesh
has switched to concentrating on planning
in key sectors, such as food, and to mak-
ing greater use of markets and prices
elsewhere.

The East Asian economies of Japan, Ko-
rea, and Singapore developed their own
brand of planning, which can be charac-
terized as comprehensive cooperative plan-
ning. As in South Asia, the approach was
geared to managing national resources—
thus the focus was comprehensive. How-
ever, the Confucian traditions of these
countries allowed them to develop a unique
approach combining partnership with
pragmatism. The private sector and gov-
ernment designed long-term strategies as
well as short-term action programs on the
basis of consultation and cooperation. With
fewer postcolonial inhibitions than South
Asia, these countries managed to be prag-
matic about the role of prices, the private
sector, and foreigners. Their plans were
characterized not by technical sophistica-
tion or strict adherence to targets, but by
consultations and flexibility.

Indicative and formal planning

In Southeast Asia—Indonesia, Malaysia,
the Philippines and Thailand—planning
was weaker than in South or East Asia.
The Colombo Plan initiated in the early
1960s and the international aid agencies
provided the initial incentive for planning.
Plans were geared more to macroeconomic
balances than to sectoral consistency. Ad-
herence to plans was weak, not only be-
cause of inadequate political and adminis-
trative support but also because of the
readiness to adjust to changing circum-
stances. The indicative planning approach
also influenced the francophone countries
of Africa.

In much of sub-Saharan Africa and the
Caribbean, planning was largely foreign-
inspired and often managed by expatriates.
In several former colonies of the United
Kingdom—Ghana and Tanzania were par-
ticular examples—the colonial administra-
tion had formulated development plans
before World War II. During the war, many
colonial governments were, of necessity,
doing some planning to allocate scarce
resources. After the war, the socialist gov-

ernment in the United Kingdom insisted
on plans under its Colonial Development
and Welfare Act of 1945. Bilateral as well
as multilateral aid agencies not only en-
couraged planning but also provided tech-
nical assistance for preparing the plans.
France and Belgium also formulated de-
velopment plans for their colonies and
provided technical assistance for plan
preparation after independence.

By and large, these plans were compre-
hensive in scope, yet indicative in their
economic targets—apart from those for
government expenditure, which were di-
rective. Even so, the political support for
planning was weak—except in a few coun-
tries such as Botswana and Malawi—and
plans were largely ineffective. In addition
to the inherent weaknesses of centrally
directed planning that are discussed below,
most African and Caribbean countries had
a weak data base, a shortage of planning
expertise, and weak administrations.

Latin America was the slowest region to
embrace formal planning and to publish
any plans. The import substitution strategy
inspired by Raul Prebisch (and the Eco-
nomic Commission for Latin America) was
the core of their development effort. More
attention seemed to be paid to sectoral and
project planning and less to central plan-
ning than in Asia. The ECLA was a strong
proponent of planning but made little head-
way. It was only with the launching of the
Alliance for Progress in 1961 that most
countries elaborated formal plans to qualify
for aid. The consensus is that plans in Latin
America had very little influence on eco-
nomic decision making; in fact, Mexico,
whose economic performance in the 1950s
and the 1960s was among the best in Latin
America, did not have any plans at all.

Experience

The degree of success achieved by plan-
ning is extremely difficult to assess. Plan-
ning has many purposes—some stated,
some unstated. To the extent that plans
aimed to mobilize aid, they served their
purpose well, even if the programs were
not implemented nor targets reached. To
the extent that plans also served as an
instrument for mobilizing public support
for national goals, providing interminister-
ial coordination on policies and programs,
and putting greater emphasis on economic
analysis, the process of planning itself was
sometimes effective, irrespective of what
happened to the implementation of the
plan. Sometimes, too, plans were geared
to defining a broad strategy (a "vision")
and had no detailed implementation sched-
ule, leaving the details of action programs
to be determined as the situation unfolded.
Similarly, the fact that targets were not

reached does not necessarily indicate fail-
ure because changed circumstances might
have made the departure desirable. In fact,
in the successful cases of development,
such as Japan and Korea, plans were nei-
ther detailed nor rigidly adhered to. Strictly
speaking, the only valid criterion for judg-
ing the impact of plans is whether perform-
ance would have been better or worse in
the absence of plans, and that is obviously
difficult to assess.

Although the impact of planning cannot
be fully assessed, the growing disillusion-
ment with it, particularly with comprehen-
sive dirigiste planning, is noteworthy. In
many cases, plan targets have been ex-
ceeded, but often plans failed to achieve
balance even in key sectors such as power
or transport. In general, the poor imple-
mentation of plans has also clearly under-
mined their credibility even as an instru-
ment for mobilizing political support. Also,
by its nature, planning introduced certain
biases—in favor of overambitious goals,
overinvestment by the public sector, in
large or new projects, and in administrative
fiats. In many cases these biases proved
costly.

A review of the experience of the 1970s
reveals that the best performers were nei-
ther the countries that attempted compre-
hensive, dirigiste, planning (such as Bang-
ladesh, Ethiopia, India, Sri Lanka, and
Turkey) nor those (such as Argentina, Chile,
Ghana, Jamaica, and Nigeria) that paid little
attention to planning. Rather, the countries
that performed best (such as Korea, Ma-
lawi, Malaysia, Colombia, Ivory Coast, and
Kenya) by and large relied on streamlining
incentives for guiding the private sector,
but also provided a macroplanning frame-
work for their public investment programs.

The literature on planning has dealt with
various problems of comprehensive Soviet-
style planning, particularly those arising at
an early stage of development. Typical
difficulties are a weak data base, a shortage
of well-trained staff, inadequate coopera-
tion from other ministries, and poor links
with budgeting and evaluation processes.
With additional resources, these problems
can be alleviated over time. More serious
are three types of fundamental problems—
technical, political, and administrative.

Experience has revealed the inherent lim-
itations of the technocratic central planning
blueprint in a rapidly changing environ-
ment. Available analytical techniques are
just not able to cope with the complexity
of economic change and produce plans that
are continually up-to-date, relevant, and
comprehensive. Investment planning based
on input-output models has fallen foul
of unforeseen changes in technical
co-efficients and demand patterns. Simi-
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larly, manpower forecasting has been highly
inaccurate because of the difficulties in
specifying particular types of skills and in
projecting demand for them over a long
period and neglect of labor market analysis
in these plans. These fundamental weak-
nesses are unlikely to be cured by any
foreseeable improvement in data or ana-
lytical techniques. Obsession with efforts
to improve comprehensive programming
capacity diverts attention from its inherent
weaknesses and resources from more prac-
tical uses of economic policymaking. The
alternative approach to growth that makes
greater use of markets and prices generates
less formidable technocratic problems and,
as experience shows, allows more efficient
adjustment.

From a political point of view, the prob-
lem with central planning is that it con-
strains the economic choices that the poli-
ticians see as their prerogative. The clarity
and certainty sought by comprehensive
plans conflict with the flexibility and vague
goals that are often the lifeblood of politics.
In the real world of politics, attempts to
draw up a detailed blueprint risk confron-
tation with political interests and can easily
become counterproductive.

There are also inherent administrative
limitations to applying such blueprints. For
one thing, in most developing countries, a
great many economic decisions are made
by the private sector and are outside the
control of the administration. Even where
the administration is effectively in control
of the economy, the objectives of the plan
are not always shared by the bureaucrats
implementing it. Deliberate obstruction and
distortion by bureaucrats—as individuals
and as sectional groups pursuing their own
interests—lead to bureaucratic failures that
are even more serious than market failures.

Trends and lessons
As the limitations of planning—both cir-

cumstantial and inherent—have become
clearer, many developing countries have
moved away from comprehensive, dirigiste,
plans. Particularly in the 1970s, when the
world economy was subjected to severe
shocks, the limitations of such planning
became more and more obvious.

It is interesting to note that this trend is
quite different from that visualized by ear-
lier planners. For example, Albert Water-
ston concluded from an early (1965) review
of the planning experience that plans would
evolve according to natural stages that
mirror the stages of development—first,
plans concentrate on project preparation in
the early phase of development; next, they
develop public investment programs as the
government sector develops; and eventu-
ally they become comprehensive to include

the emerging private sector. Another as-
sumption of the 1960s was that implemen-
tation needed greater attention than the
formulation of plans. Experience, however,
seems to have followed a different path.
Countries such as Korea and India have
moved away from comprehensive, dirigiste,
planning despite their higher stage of de-
velopment and increasing technical exper-
tise. Moreover, successful cases of devel-
opment—such as Korea and Japan—are
distinguished by the flexibility of their plan-
ning, which suggests that strict adherence
to plans may not be a virtue in a changing
situation. There is a growing realization
among developing countries of the limita-
tions of econometrics as an analytical tool,
and a growing appreciation of the power
of prices and markets, and of the impor-
tance of consultations, selectivity, flexibil-
ity, and coordination.

Incentives. A key lesson from the expe-
rience with planning is that the future is
unknown and largely unknowable; plan-
ners should try to forecast what is necessary
for decisions today. One important aspect
of policymaking that does not require fore-
casting, but that can have large benefits in
terms of efficiency, is streamlining incen-
tive systems. There is strong evidence to
suggest that policies leading to high dis-
tortions in prices and incentives also lead
to significant losses in growth and do not
necessarily produce benefits in terms of
equity. More specifically, developing coun-
tries with relatively high growth rates have,
in varying degrees, avoided major appre-
ciation of the real effective exchange rate;
kept the effective protection rate of man-
ufacturing relatively low (below 40 percent)
and fairly even among products; avoided
the high taxation of agriculture that would
result from holding down producer prices;
kept interest rates positive in real terms
and avoided real wage increases not justi-
fied by rising productivity; applied cost
recovery principles in the pricing of infra-
structure services; and avoided high and
accelerating inflation.

The evidence of the 1960s and 1970s
strongly suggests that nothing is more
critical for economic progress than the skill-
ful management of this interconnected sys-
tem of prices and incentives. Many recent
plans do, in fact, give much greater atten-
tion to prices and markets. For example,
Korea's Fifth Plan (1982-86) makes the
greater use of markets and prices its central
focus. Plan projections—even of exports—
are treated not as targets, but as forecasts,
indicative of planners' best judgments. In-
dia's Sixth Plan (1981-85) has an extensive
discussion on price policy.

Public investment. Appropriate prices help
in the efficient allocation and utilization of

resources in both the private and public
sectors. However, governments do need
to plan public investment carefully and in
detail. To ensure the effective planning of
public investment and to give guidance to
the private sector, countries must rely to a
certain extent on medium- and long-term
forecasting. The art here lies in identifying
the critical minimum level of forecasting
necessary for these purposes. Most impor-
tant, the variables, such as GDP, savings,
investment, public revenue, public ex-
penditure, exports, imports, foreign capital
inflows, and so on, need to be projected
to provide an informed macroeconomic and
financial framework for decision making.
As far as sectors are concerned, forecasts
in a few key areas such as power, transport,
and energy are more useful than detailed
forecasts of sectoral and subsectoral out-
puts and investments. In particular, exten-
sive medium-term targeting of outputs and
investments has not proved useful. The
emerging trends point to a need for com-
bining the programming of public invest-
ment with forecasting (not targeting) for
the private sector.

Experience suggests that many devel-
oping countries need to change the ap-
proach to the programming of public in-
vestment programs. The typical compre-
hensive planning approach is to formulate
medium- and long-term output targets,
work out the investment requirements for
meeting them, and then to decide which
sectoral investments should be undertaken
by the public sector. Many countries have
found, however, that the planners' knowl-
edge of sectoral relationships between in-
vestment and output and of the time-lags
involved is so limited that these exercises
are of little value in practical decision
making.

In many countries, a key issue for the
1980s is how to streamline completed and
ongoing projects rather than how to design
new investment programs. A recent survey
by the World Bank showed that six out of
every ten Bank borrowers have serious
problems with underfunded ongoing proj-
ects and inadequate maintenance of com-
pleted projects. Tackling these problems
requires a case-by-case approach very dif-
ferent from the earlier investment program-
ming approach (as illustrated by the recent
experience with public investment pro-
grams in Turkey). This approach concen-
trates on getting the best returns from
completed and ongoing projects and iden-
tifying the "free" public sector resources
available after budgeting for their legitimate
needs. It also puts greater emphasis on
performance auditing of completed and
ongoing projects.
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Calculations of resources remaining after
the needs of ongoing and completed proj-
ects have been met would no doubt show
that in most developing countries the
amount of public resources available for
initiating new projects is far short of the
costs of projects being proposed by various
public sector agencies. Thus the role of the
planning agency is often to "shoot down
bad projects"; consequently, strengthening
the project appraisal capacity has become
more important than the overall investment
programming capacity. In this respect, cal-
culations of rates of return (with shadow
prices where appropriate) are more useful
than the analysis of sectoral demand-
supply balances, except in a limited number
of cases where market failures are de-
monstrably important.

A workable approach

Whether the aim is to formulate the right
incentives or sound public investment pro-
grams, close consultation among the con-
cerned agencies is vital. Given the com-
plexity of development problems, analytical
techniques alone generally do not provide
optimal solutions; qualitative judgment is
essential, and sound judgment is most
likely to emerge from consultation, not only
among different parts of the government
but also with businessmen and academics.
Brazil, Japan, and Korea have, for some
time, employed consultation to improve
their economic management. To be effec-
tive, such a process should remain con-
sultative and should not require conform-
ity. Its aims should be primarily to share
information and build consensus. An in-
teresting case is that of Yugoslavia, where
planners have attempted to improve the
coordination of investment decisions ex ante
by facilitating the exchange of information
on the consistency of assumptions and by
merely strengthening eventual contractual
agreements.

The experience of the 1970s has also
shown that even the best-laid policies and
programs can be outdated by changing
circumstances, and that the "learning ap-
proach" is more effective than any blue-
print for national economic management.
Flexibility is therefore essential for sound
management. To assist in the process of
adjustment, several countries (such as
Bangladesh) have found it useful to identify
a core program of high priority investment
so that, in cases of resource shortfalls,
program cuts can be selective rather than
across-the-board. Rolling plans of public
investment (such as those instituted in
Botswana and Korea) also help in keeping
the programs up to date.

Reconciling consultation with flexibility
is not easy; consultations take time, and

flexibility requires quick response. Two
rules of thumb may be helpful in reconciling
these requirements. First, governments need
to be selective in the goals and key instru-
ments they emphasize. Theoretically,
everything depends on everything else and
a comprehensive approach is intellectually
attractive. Not all policies can, however,
be determined at the same time, and se-
lectivity is essential, even though it is often
based on judgment. This approach has
already been adopted in many countries:
in Japan, both the national plans and the
"visions" of the Ministry of International
Trade and Industry have concentrated on
selected themes; in Korea, export promo-
tion has been a focal point for the devel-
opment effort; in Bangladesh, planning was
improved when it was directed at key issues
such as increasing food production; in Ma-
laysia, improvement in income and wealth
distribution between Malays and non-
Malays has been the central theme for the
past ten years; in mineral-based economies
such as Botswana, planning has concen-
trated on trying to convert mineral wealth
into human and physical capital, while
minimizing the adverse side effects on the
rest of the economy; and in Kenya, the
practice of preparing sessional papers (white
papers) on key issues has pfbved useful.

Second, to combine flexibility with con-
sultation, countries may have to rely on a
central authority for coordinating efforts.
In Korea, planning, budgeting, and policy
functions have been integrated under a
Deputy Prime Minister, who is also the
chairman of a policy committee consisting
of various economic ministries. In Brazil
and Japan, the finance and industry min-
istries have played an active part in coor-
dinating policies. In Hungary, that role has
been assumed by an economic policy com-
mittee. In both India and Pakistan, the
policy review capacity has recently been
strengthened in the planning agencies and
in the office of the Prime Minister and the
President. Although the specific arrange-
ments depend upon the circumstances of
each country, an authoritative coordinating
agency is clearly desirable.

Ramgopal Agarwala
from India, is Senior
Adviser in the Special Office
for African Affairs, and
worked on the World
Development Report 1983
and the 1984 Bank report on
sub-Saharan Africa.
Educated in Calcutta and
Manchester, he joined the
Bank staff in 1971.

Planning is concerned with where we
want to go; however, that task cannot be
accomplished successfully unless we know
where we are and where we have been.
Although the former task is intellectually
stimulating and has engaged a great deal
of attention from planners, plans cannot
be relevant unless they are well grounded
in facts. Thus, a strong information system
is essential for all aspects of economic
management. Systematic adjustments in
policies and programs, necessary in a fast-
changing world, are not possible without
the reliable monitoring of current devel-
opments. As a rule, detailed information—
especially about key performance indica-
tors—brings bigger dividends for economic
management than do sophisticated tech-
niques of long-term forecasting.

Recent advances in microcomputers and
associated software have revolutionized the
opportunities for providing decision mak-
ers with the analysis of relevant data. Rel-
atively inexpensive, portable, resilient, and
easy to operate, microcomputers are suit-
able for work in rural areas and for middle
and junior managers who have no special
programming skills. The availability of a
rapidly growing library of software tailored
to special needs is also a critical factor.
Before they can be fully exploited, however,
accounting systems will have to be ration-
alized and appropriate indicators devel-
oped for program monitoring.

Conclusions

A review of 30 years of planning in
developing countries shows there is a need
for reorientation from comprehensive pro-
duction planning to strategic policy plan-
ning. Experience suggests several conclu-
sions. Greater emphasis should be put on
streamlining the incentive system rather
than on preparing long-term blueprints for
development and targets for sectoral in-
vestments and outputs. There should be
more focus on coordination and consulta-
tion—both within government and in the
private sector—than on obtaining consist-
ency through top-down technical exercises.
More attention needs to be given to pro-
gramming public investment than to de-
tailing total national investment. Because
of the complexity of the issues, countries
must be selective and must focus on the
key policy issues and public investment
concerns. In view of the uncertainties of
the 1980s and 1990s, developing countries
must be able to respond quickly to changing
circumstances by modifying their policies
and programs accordingly. If the need for
consultations and flexibility is to be met, a
central authority should be given respon-
sibility for coordinating economic policies.
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Editorial note: Exchange rate matters are within the purview of the Fund; under Article IV of the Fund Agreement,
members have certain specific obligations in this regard. Appropriate exchange rate policies
promote balance of payments viability and can be powerful instruments for economic stabilization.
They have also certain important longer-term implications for economic development and this
article, by a senior member of the Bank staff, examines the consequences of overvaluation.

Overvalued exchange rates
and development
A statement, in seven propositions, of the negative link

Guy Pfeffermann

Exchange rates send powerful and perva-
sive signals. Output of a product increases
when its price relative to that of other
products goes up, and such an increase
can be caused by changes in the exchange
rate. It has been clearly established in the
economic literature that—regardless of their
geographic location or level of income—
farmers react strongly to price incentives.
For instance, this has been confirmed by
recent surveys of the poorest farmers of
the Andean Altiplano. The exchange rate
affects the price of tradable goods (export-
ables and importables) and is thus of im-
mediate relevance to farmers who will be
influenced in deciding what part of their
efforts is to be devoted to growing crops
and what to other activities and, in the
growing of crops, what part will be destined
for the market and what is to be retained
for their own consumption. The recent
World Bank report on Africa (Toward Sus-
tained Development in Sub-Saharan Af-
rica) noted the importance of exchange
rates: "...for many commodities Africa's
market share has continued to fall. Realistic
exchange rates are critical to reverse this
trend." If price signals have so powerful

an effect on the production decisions of
farmers in the Altiplano and in Africa, they
must, a fortiori, influence decisions by en-
trepreneurs in the nonagricultural sector of
developing economies. The evidence is
overwhelming that decisions to produce
(what? how much? for which market?) and
to consume (domestic products? imports?),
as well as decisions to save and invest, are
influenced by real exchange rates—that is,
nominal exchange rates adjusted for rela-
tive rates of inflation. Hence exchange rates
play a crucial part in economic growth.

Under current exchange arrangements
countries are free to adopt the exchange
rate system of their choice, that is, floating,
pegging to another currency or to a basket
of currencies, and so on. In some countries
a flexible exchange rate policy is followed
and overvaluation may be easier to avoid.
But overvaluation can occur regardless of
the exchange rate system in force.

Frequently domestic pressures result in
inflation, reflected in wages and prices of
domestic goods. Inflation can also be the
result of many other causes such as com-
modity price booms or sudden increases in
capital inflows. However, the nominal ex-

change rate is often not allowed to adjust
fully to reflect the increased costs. As a
result, the real rate appreciates. Since the
new rate no longer is an equilibrium one,
imports must be curbed and, to achieve
this, the government is faced with a choice
between reducing economic activity through
restrictive monetary and fiscal policy, or
establishing quantitative import controls.
The first course, if pursued long enough,
is clearly inimical to economic growth,
while the second course, involving con-
trols, leads to a misallocation of resources,
as well as lower growth. A third option is
to increase import duties sharply. This
option is not used as frequently as quan-
titative import controls because the latter
have a more predictable effect on the quan-
tity of imports. Governments can, of course,
step up borrowing or use reserves to fi-
nance the deficit and accommodate the
appreciated exchange rate; but this be-
comes unsustainable after a time.

Overvaluation then, can lead to quanti-
tative restrictions (such as import quotas),
which will raise the cost of imports, or, if
imports remain liberalized for any length
of time, to an unsustainable balance of
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payments deficit and an eventual real de-
valuation. In short, quantitative restrictions
are the usual way in which overvaluation
can be sustained for any length of time.
Yet, when countries are able to borrow
large amounts abroad, overvaluation can be
sustained for months or even years, as was
the case in Argentina, Chile, and Uruguay
before the 1982 debt crises erupted. More-
over, powerful political pressures often
build up in favor of overvaluation because
of the benefits that accrue to particular
groups (such as importers or consumers of
imports). These benefits, as noted above,
are temporary, but can last for a consid-
erable period of time.

It is not easy to determine in practice at
which point exchange rate appreciation
becomes overvaluation. The notion of ex-
change rate equilibrium is elusive, espe-
cially when interest rates may be far from
equilibrium. Equilibrium can only be de-
fined in relation to some objective, for
example the attainment of a particular
growth rate of exports and GDP in the light
of likely capital inflows. One practical dan-
ger signal is the loss in a country's share
in world exports.

How does an overvalued exchange rate
affect economic development? And why
are governments often so reluctant to re-
establish a realistic exchange rate? The
remainder of this article addresses these
questions in greater detail. The seven prop-
ositions that follow are meant to highlight
some of the principal consequences of
overvaluation, in particular as they affect
development. The propositions are by no
means exhaustive, and there is unavoidable
overlap between several of them.

Proposition 1: overvalued exchange rates
undermine exports. The importance of a
dynamic export sector in the course of
development is well recognized. To the
extent overvaluation undermines export
profitability and—in cases where the coun-
try affects prices—reduces other countries'
incentive to import from the country with
an overvalued rate, it strikes at the very
core of the development process. Exports
are not only vital where they represent a
large share of total production and em-
ployment; they are also important because,
in most countries, the availability of foreign
exchange is one of the main determinants
of the overall level of economic activity.
Even where exports account for only a small
portion of GDP, a shortfall in foreign ex-
change can slow growth for the entire
economy. Indeed, it may be argued that
countries that have gone farthest in import
substitution, and have reduced the share
of trade in GDP to the limit, are most
vulnerable to foreign exchange shortages
because imports can no longer be com-

pressed in a crisis; all imports have become
essential for maintaining output.

An overvalued exchange rate under-
mines incentives to produce not only ex-
ports but also import substitutes. This is
because exports lose competitiveness and
imports become relatively cheaper as a
result of the overvaluation, provided no
import restrictions have been imposed. Thus
the production of all traded goods is un-
dermined by an overvalued exchange rate.

Where quantitative import restrictions do
exist, imports may not become relatively
cheaper. In this situation, however, exports
are further discriminated against because
of the general inefficiencies and high costs
associated with the quantitative import re-
strictions. Attempts to offset the anti-export
bias through subsidies may prove unsus-
tainable because they will widen the fiscal
deficit.

By undermining export growth and di-
versification, overvaluation (with or with-
out quantitative import restrictions) pow-
erfully retards economic development.

Proposition 2: overvalued exchange rates
harm agriculture. This point, leading on
from Proposition 1, has been made often;
a recent World Bank study of agricultural
pricing policies in Mexico concludes that
changes in the real exchange rate have,
since 1960, had far more impact on agri-
cultural incentives and output than any of
the government's agricultural pricing pol-
icies. This is because the effect of the
exchange rate was more pervasive than
that of the price support mechanism, re-
sulting in a decline in relative prices.

The effect of overvaluation on agriculture
deserves special mention because in the
early stages of development agriculture is
the key sector and the largest source of
employment in most developing countries.
While industry often enjoys high protec-
tion, agriculture typically receives none (or
in many cases even suffers from negative
effective protection). Clearly, the implica-
tions of discrimination against agriculture
are wide ranging.

First, the poorest people live in rural
areas dependent on agriculture; therefore,
discriminating against agriculture harms
the poorest. Realistic exchange rates, on
the other hand, are more conducive to rural
prosperity and have a positive effect on
income distribution as well as growth. Sec-
ond, where the internal terms of trade are
so biased against agriculture, fueling mi-
gration to the cities, the need for imported
foodstuffs rises, and yet more pressure is
put on the balance of payments. Third,
inadequate agricultural incentives (relative
to those in other activities) can have pro-
foundly negative effects on development;
there is a close association between agri-

cultural performance and overall economic
development, even in countries where ag-
riculture represents only 5 or 10 percent of
GDP. To the extent overvalued exchange
rates hurt agriculture, they discourage overall
development.

The argument can be extended to other
resource-based activities. Overvalued ex-
change rates undermine incentives in for-
estry, mining, agro-industries, and basic
industries. By making imports relatively
cheaper, at least temporarily, overvaluation
not only discriminates against the devel-
opment of appropriate domestic technolo-
gies, it also, through cheaper imports of
capital goods, encourages relatively capital-
intensive methods of production, thus dis-
couraging employment creation. Where
governments have protected these sectors
from foreign competition, this has led to
high-cost (relatively small-scale) operations
and, eventually, to a stagnation of output
and employment. In both cases overval-
uation undermines the potential for devel-
opment of labor-intensive activities and
promotes reliance on imported inputs.

Who benefits? Clearly, the perceived or
real benefits accrue to the urban population
through cheaper food. This, of course, like
most of the other "advantages" of over-
valuation, is true only so long as the rate
can be maintained without quantitative
restrictions.

Proposition 3: overvalued exchange rates
stimulate imports. In general, overvalua-
tion stimulates demand for foreign ex-
change as it is made relatively cheaper.
This effect is compounded if the public
believes that the government will not be
able to maintain the rate for long and people
buy more foreign exchange to take advan-
tage of the relatively low price. Imports
and tourism expenditures abroad will rise.
Additional demand for foreign exchange
will put pressure on reserves and increase
borrowing requirements. Eventually over-
valuation generates pressures for increased
import controls and, as discussed below,
competition for imports will shift from the
economic to the political arena.

Who benefits? Unless importers are able
to take advantage of the situation, cheaper
imports benefit those who can buy them,
reflecting the pattern of income distribu-
tion. The constituency favoring cheaper
imports is an influential one; it includes
the most affluent, and therefore often po-
litically powerful, segment of the popula-
tion, including those who have protected
markets for their goods and want cheap
inputs. Against this, there is the generally
less influential constituency composed of
farmers and exporters in general. One si-
lent, but important, opposing group con-
sists of potential exporters, who, because of
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overvaluation, are unable to secure export
markets. Another silent group is the un-
employed, who would stand to gain from
policies that accelerate long-term economic
growth.

Proposition 4: overvalued exchange rates
destabilize the capital account and often
precipitate debt crises. Overvaluation (often
a result of inconsistent underlying policies)
exerts pressures on the current account of
the balance of payments. These can be
offset temporarily through compensating
capital flows. A government may be able
to step up borrowing to finance additional
consumer goods imports. But in the face
of increased borrowing requirements which
reflect a steadily widening current account
deficit—and, usually, declining domestic
savings—the debt-servicing burden will in-
crease, eventually leading to a crisis.

Some countries have tried to avoid this
sequence of events by encouraging private
capital inflows. This can be done in various
ways, notably by creating incentives to
borrow abroad where foreigners believe
they stand to gain by lending to the coun-
try. As domestic prices increase faster than
the currency depreciates, overvaluation of
the currency increases; in this situation if
domestic interest rates are attractive to
domestic savers, they will be even more
attractive to foreign savers. For example, if
expected inflation in a country is 20 percent
and domestic savers receive 10 percent real
interest on their deposits, a constant nom-
inal exchange rate translates into a 30 per-
cent return to foreign savers who invest in
the country for one year. The expectation
of predictable future overvalued exchange
rates in Chile, Argentina, and Uruguay
during the early 1980s helped attract mas-
sive private capital inflows during these
years.

A problem arises, however, as time
elapses. If overvaluation persists and the
public becomes increasingly aware that
capital inflows are taking place while the
trade balance is deteriorating, concerns will
arise that the situation may not be sustain-
able. It is increasingly realized that interest
payments are financed out of new external
borrowing and, eventually, the public will
be sufficiently worried about the future
that expectations of a massive devaluation
build up and prompt capital flight. The
government may then step up its own
external borrowing to protect reserves, fur-
ther raising the debt-servicing burden.
Eventually devaluation becomes unavoid-
able and causes severe problems for those
who had incurred debt denominated in
foreign currency. Experience has shown
that private sector debt problems may per-
sist for many years and that the social cost
of dealing with debt crises is very heavy.

Finally, once a country has gone through
this sequence, expectations of further in-
stability can easily develop and inhibit eco-
nomic growth because such expectations
are inimical to long-term productive in-
vestment and efficient resource allocation.

Who benefits? While "the going is good,"
overvaluation benefits those who are in a
position to borrow cheaply abroad. Once
a crisis seems imminent, those who partic-
ipated in capital flight and invested their
savings abroad will benefit.

Proposition 5: overvalued exchange rates
breed protection against imports. This is
another very obvious negative result of
overvalued exchange rates. As noted ear-
lier, overvaluation, by making imports rel-
atively cheaper, generates pressures on the
part of threatened (import-competing) in-
dustries for increased protection. If gov-
ernments yield to such pressures, as they
frequently do, the new protective structure
is likely to be less conducive to efficient
resource allocation than the earlier one,
and inimical to growth. It may be argued
that the inevitable, eventual, devaluation
of the currency can be coupled with a
reduction in tariffs and other protective
measures (this is known as "compensated
devaluation"); unfortunately it is often far
easier for governments to modify the ex-
change rate than to change the protective
structure, and the latter therefore tends to
endure.

The protective structures that have ex-
isted in some developing countries for dec-
ades, erected partially in response to
overvaluation, have in turn fostered chronic
overvaluation. This is because, on the one
hand, tariffs and quantitative import re-
strictions dampen demand for foreign ex-
change by raising the price of foreign goods
and services; on the other, rationed access
to foreign exchange translates into an ex-
change rate that is more overvalued than
that which would have prevailed if the
demand for foreign currency were not curbed
by protection. The two are mutually rein-
forcing: overvaluation generates pressure
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for protection against imports; protection
against imports perpetuates overvaluation.

Proposition 6: overvalued exchange rates
do not help curb inflation. This is one of
the major lessons of economic management
during the last decade or so. Because
overvaluation means that imports are rel-
atively cheap, governments have often re-
sorted to exchange rate policy in attempts
to contain inflation. There are serious prob-
lems with this approach. First, while im-
ports do represent a fair proportion of the
cost of living "basket" in most developing
countries, in many countries their weight
is not large enough to make much of an
impact on measured inflation. Second, even
if overvalued exchange rates do manage to
reduce inflation, the unavoidable ensuing
devaluation will cause inflationary pres-
sures that usually more than cancel the
"benefits" of overvaluation.

Uruguay's experience is an interesting
illustration of why overvaluation does not
curb inflation. Throughout the period
1978-82 domestic inflation substantially ex-
ceeded the rate of devaluation adjusted for
international inflation as (1) local prices of
tradables continued to rise rapidly because
the local marketing firms were able to
capture the gains from cheaper imports,
and because of continuing high protection
of local manufacturing; (2) prices of non-
tradables rose rapidly, notably because of a
speculative construction boom; and (3) in-
terest rate arbitrage led to a large inflow of
funds from abroad.

Who benefits? Again, so long as "the
going is good," urban consumers benefit
from whatever reduction in inflation may
occur (because of adverse terms of trade
farmers are not among the "beneficiaries").

Proposition 7: overvalued exchange rates
promote rent-seeking economies. By breed-
ing pressures for increased quantitative
protection, overvaluation increases the rents
(i.e., income that is generated because of
an artificially created scarcity) of those with
access to import licenses. The same is true
for those who have access to (relatively
cheap) foreign credits. Besides being less
efficient and less conducive to growth, the
rent-seeking economy encourages private
gain at the expense of public welfare (under
quantitative import restrictions, for exam-
ple, the implicit tariff accrues to the im-
porter, not the government). Corruption
almost unavoidably flourishes in such a
climate. More generally, overvaluation en-
courages the politicization of the economic
process: the attainment of political power
becomes vitally important from a private
economic point of view, and this, in turn,
fosters divisiveness between those who
have political power and can extract rent,
and the rest of the population. HI
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Black markets in
foreign exchange
Their causes, nature, and consequences

Michael Nowak

Exchange controls have frequently been
used by countries attempting to protect
their international reserves in periods of
balance of payments difficulties. Typically,
governments have viewed exchange con-
trols as a substitute (or at least as a tem-
porary stop-gap) for unpalatable adjust-
ment measures, even though controls do
nothing to address the underlying causes
of external imbalance. Indeed, by aggra-
vating existing distortions in relative prices
and resource allocation, controls may ex-
acerbate the very problems they were in-
tended to alleviate.

As with any type of restriction, exchange
controls encourage evasion. When this
happens in an organized manner, "black
markets" in foreign exchange arise ("un-
official," "parallel," or "curb" have also
been used as terms to describe this type of
market). Such markets are generally frowned
upon by governments because they divert
scarce foreign exchange from official chan-
nels to uses which the controls are trying
to restrict. More important, black markets
can affect the economy as a whole and
have a number of important policy impli-
cations. These matters and other features
of black markets in foreign exchange are
discussed in this article.

Causes and extent

There are three options open to a country
encountering balance of payments difficul-
ties: adjustment measures using the instru-
ments of fiscal, credit, incomes, and ex-
change rate policy; external borrowing; or
imposition of controls on international trade
and payments. The first option may have
short-term consequences for income distri-
bution, employment, or inflation that gov-
ernments would like to minimize, while
the second—recourse to borrowing—is
generally limited in scope, expensive, and
capable of providing only temporary relief.
Quantitative controls, on the other hand,

A more extended analysis of this topic by the
author, Quantitative Controls and Unofficial
Markets in Foreign Exchange: a Theoretical
Framework, has been published in IMF Staff
Papers, June 1984.

may appear to provide a solution which
has immediate and direct effects but is less
troublesome in terms of its social and eco-
nomic costs. Not surprisingly, therefore,
controls have frequently been used in re-
sponse to external imbalances, particularly
among developing economies. (A full de-
scription of the exchange control regimes
of Fund members may be found in the
IMF's Annual Report on Exchange Arrange-
ments and Exchange Restrictions.)

When quantitative controls take the form
of restrictions on the availability of foreign
exchange through official channels, black
markets in foreign exchange invariably de-
velop. If a central bank is unable, or other-
wise unwilling, to meet all the demand for
foreign exchange at its official exchange
rate, those whose demand is frustrated will
be prepared to offer a price above the official
rate, as long as the risks and costs of
evading the exchange control regulations
are not prohibitive. Faced with such offers,
those who earn or borrow foreign exchange

will have an incentive to sell on the black
market rather than to the central bank.

The size of any black market in foreign
exchange and the exchange rate premium
it commands over the official market will
depend upon the range of transactions
subject to controls and the tightness with
which they are applied. In countries where
the central bank satisfies a large proportion
of the prevailing demand for foreign ex-
change, the black market will tend to be
thin and the black market exchange rate
volatile. Conversely, in those countries
which face chronic balance of payments
pressures and have insufficient reserves or
borrowing capacity to defend the official
rate, black market activities are typically
well developed and organized, with the
price of foreign exchange as much as ten
times higher than the official rate. In a
number of countries, black market trans-
actions are officially tolerated, though strictly
speaking illegal; under such conditions, the
exchange rate in the black market can
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provide a fairly good indication of the
extent to which the currency in the official
market is overvalued.

Demand and supply

The sources of demand and supply of
foreign exchange in a black market ob-
viously depend very much on the charac-
teristics of the country concerned as well
as the exchange control regulations. As a
general rule, outward capital transfers, in-
visible payments, and certain imports (par-
ticularly of consumer items) considered
inessential will make up the bulk of the
demand for foreign exchange in the black
market, since these are the types of trans-
actions most frequently subject to control
in the official market. While central banks
are usually prepared to sell foreign ex-
change to meet demand for imports such
as basic foods, petroleum, and inputs for
the export sector, in extreme cases where
a country is facing particularly severe bal-
ance of payments pressures, these items,
too, may be subject to restrictions, and
foreign exchange demand to finance them
will also tend to spill over into the black
market.

Quantitative restrictions may constitute
part of the formal exchange control ma-
chinery. Those who wish to purchase for-
eign exchange at the official rate can then
obtain advance information of their entitle-
ment from the general rules that apply;
these may be in the form of quantitative
limits on invisible payments, such as over-
seas travel, or they may comprise alloca-
tions for the purchase of specified imports.
Frequently, however, restrictions arise in
an ad hoc manner as a result of foreign
exchange being withheld after authoriza-
tion has been granted and payment has
fallen due. These types of restrictions, known
as payments arrears, have grown markedly
in recent years with respect to both trade
and debt obligations; they have had partic-
ularly damaging effects on the international
credit standing of the countries concerned.

While commodity exports provide the
bulk of foreign exchange earnings in most
countries, proceeds from the smuggling
abroad of export products will not neces-
sarily account for a large part of the foreign
exchange sold on the black market. Apart
from commodities produced close to the
frontier and involving relatively low trans-
port costs, the black market is more likely
to be fed from other sources of foreign
exchange where evasion of the law is easier.
Notable among these are sales of foreign
exchange by tourists, diplomats, and for-
eign workers; remittances sent back by
nationals resident abroad; and, perhaps
most important of all, the overinvoicing or
underinvoicing of trade documents.

Overinvoicing of imports (that is, over-
stating the value of an approved import)
will allow an importer to obtain additional
foreign exchange at the official rate, which
he can resell at a profit in the black market.
Similarly, an exporter who underinvoices
(that is, understates the value of goods
exported) can sell the unreported part of
the value of his exports on the black market.
In both these transactions, which fre-
quently take place with the collusion of the
external seller or buyer, the true price is
misstated and foreign exchange is diverted
away from the official market by the pre-
mium offered in the black market. (But it
is not always the case that improper in-
voicing is a source of supply to the black
market. For example, where import duties
are high compared to the black market
premium, it will be profitable to underin-
voice imports and purchase the necessary
balance of foreign currency in the black
market. Likewise, there will be an incen-
tive to overinvoice exports in instances
where a relatively high export subsidy is
provided.)

Black markets in foreign currency do not
necessarily operate within the frontiers of
the country concerned. There are many
cases of unofficial transactions being han-
dled in offshore locations, usually in a
country which is a major source of foreign
exchange. The obvious advantage offered
by offshore transactions is the comparative
ease with which exchange control regula-
tions can be evaded.

Consequences

Were controls to be effectively imple-
mented, they could provide protection
against reserve loss, even though they
would still fail to address the fundamental
economic policy weaknesses that lie at the
root of chronic balance of payments diffi-
culties. Invariably, however, controls are
evaded through improper invoicing of trade
documents and other leakages arising from
the spread between the official and black
market exchange rates. As a consequence,
a central bank may find itself faced with
continuing pressures on its international
reserves and a loss of firm control over the
uses of foreign exchange it allocates. Ex-
change controls also have unintended con-
sequences which may involve substantial
social and economic costs. The most prev-
alent of these are inflationary effects, dis-
tortions caused in the pattern of resource
allocation, and bureaucratic corruption. Each
may be considered in turn.

In an economy where the central bank
defends a fixed exchange rate without re-
sort to exchange controls, reserve losses
through the balance of payments will act

as a brake on excessive monetary expan-
sion. When controls are applied, this au-
tomatic mechanism limiting the build-up
of inflationary pressures is no longer op-
erative. While the prices of nontraded goods
tend to rise as fast, if not faster, than the
prevailing rate of inflation, the prices of
traded goods will be held down by condi-
tions in international markets and the of-
ficial exchange rate. The resulting decline
in the price of traded, relative to nontraded,
goods will encourage, on the one hand, a
reallocation of resources away from pro-
duction of exports and import substitutes
and, on the other, a shift in consumer
preferences in favor of imports. The con-
sequence will be an oversupply of those
goods which do not generate or save for-
eign exchange and an insufficient supply
of those that do. This suboptimal pattern
of production and consumption will in-
volve a real cost to the economy and a loss
of national income and welfare. Further-
more, without corrective policy action, the
distortions in relative prices resulting from
the controls will tend to grow increasingly
acute over time.

To the degree, therefore, that black mar-
ket activities circumvent foreign exchange
controls, they may fulfill a useful function
in the sense that they mitigate the adverse
repercussions of quantitative restrictions on
the allocation of resources. They provide
exporters who do not sell foreign currency
to the official market with increased prices
and allow importers to purchase goods
which they could not otherwise obtain at
prices they are willing to pay. In this way,
the black market provides a mechanism by
which the domestic currency effectively
undergoes a depreciation in its external
value, while the official rate is fixed.

The application of exchange controls en-
tails the rationing of scarce resources through
means other than the price mechanism. As
a general rule, this rationing will take place
in accordance with established economic
and social priorities, as embodied in the
regulations governing exchange control
procedures. But, in spite of this, officials
of central banks or government depart-
ments invariably find themselves with dis-
cretionary powers to allocate foreign ex-
change. This may be because the exchange
control regulations are not being strictly
adhered to or, more usually, because the
regulations themselves allow foreign ex-
change approval to be granted in a discre-
tionary manner. This is particularly true
for those foreign exchange approvals typ-
ically made on a case-by-case basis, such
as those for nonessential imports, pay-
ments of arrears, and various invisible pay-
ments, including education and medical
expenses.
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The danger then arises that decisions
made by officials in such "gray areas" not
clearly defined by exchange control regu-
lations will be influenced by the potential
profits to be made by exploiting the ex-
change rate differential between the official
and black markets. This differential places
a premium on gaining access to the official
market and thus exposes the officials re-
sponsible for making foreign exchange al-
locations to an environment conducive to
corruption. Indeed, the political leverage
of those groups with vested financial in-
terests in the maintenance of controls may
account for the reluctance of some govern-
ments to dismantle them.

Some policy considerations

If indeed black market activities do tem-
per some of the harmful consequences of
quantitative restrictions, then measures
aimed at repressing these activities (such
as stricter enforcement of exchange control
laws and harsher penalties) would serve
only to make matters worse. On the other
hand, liberalizing exchange and trade re-
strictions in the face of continuing balance
of payments pressures is likely to lead to
the exhaustion of reserves and the emerg-
ence of new arrears. If external balance is
to be restored without renewed resort to
controls, the adjustment process will usu-
ally require policies to curb the growth of
domestic expenditures and encourage a
transfer of resources to the traded goods
sector.

It is in the area of exchange rate policy
that governments have, in general, shown
most reluctance to undertake corrective
action in addressing balance of payments
problems, even when there are clear indi-
cations that the currency in the official
market is grossly overvalued. To some
extent, this is attributable to pressures from
interest groups anxious to maintain the
existing distribution of income. In addition,
though, the reluctance of governments to
undertake a devaluation reflects concern
over the effects on prices and real wages.
Such concern is not necessarily warranted.

• Devaluation and inflation. For econ-
omies with exchange controls in place, the
adverse short-term impact on prices and
real wages normally associated with a de-
valuation will already have been partially
felt as a result of the depreciation of the
currency in the black market. Once the
official rate is devalued, the extent to which
the domestic price and cost structure ad-
justs may be limited, if not negligible. The
actual magnitude of the direct impact on
prices will depend on the response of the
exchange rate in the black market and on
the size of this market relative to the official
market. Devaluation will also affect do-

mestic prices through indirect effects on
the money supply and output.

A devaluation of the official exchange
rate raises the domestic currency price of
officially traded goods relative to that of
nontraded goods, and thereby provides an
incentive to increase domestic production
of exports and import substitutes. The re-
sulting increase in the country's overall
foreign exchange earnings will cause, other
things given, an appreciation of domestic
currency in the black market, even though
sales to the black market may contract. In
theory, therefore, one would expect the
prices of imports purchased on the black
market to decline when the official rate is
devalued. When a relatively large propor-
tion of the economy's foreign exchange
transactions are conducted on the black
market, a devaluation of the official rate
could have a significant deflationary impact
on consumer prices.

In practice, however, one might not ob-
serve, in the short run at least, an appre-
ciation of the domestic currency in the black
market following a devaluation. For a num-
ber of export commodities, particularly ag-
ricultural products, it may take some time
for production, and thus the supply of
foreign exchange, to respond to favorable
shifts in relative prices. Moreover, in cases
where export activities are dominated by
foreign-owned enterprises, the amount of
foreign exchange brought into the country
by them in order to cover local production
costs (which are fixed in terms of domestic
currency) will fall as a result of a devalua-
tion and this could cause the black market
rate to depreciate. Another factor affecting
the relationship between the black and
official market exchange rates concerns the
role of expectations. If a devaluation was
widely anticipated, the black market rate
will have adjusted in advance as a result
of speculative activity. The direction of the
movement in the black market rate at the
time of the devaluation will then depend
on the size of the devaluation, compared
with initial expectations; if it turns out to
be less than expected, there will be a
tendency for the black market rate to de-
cline. If the underlying rate of currency
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depreciation is substantial, because for ex-
ample, the domestic inflation rate is sub-
stantially greater than that prevailing ex-
ternally, this could mask any appreciation
of the black market rate that may take place
as a result of a change in the official rate.

In any event, even though the black
market rate may depreciate following a
devaluation, it is most improbable that the
exchange rate premium on the black market
will rise. Hence, solely in terms of the
direct price effects, one could safely argue
that a devaluation will be less inflationary
when there is a black market than when
there is not. The inflationary impact asso-
ciated with the imposition of controls will,
of course, already have taken place.

A devaluation may also set in motion
deflationary forces through its impact on
the money supply and output. For exam-
ple, a devaluation which is undertaken in
the context of an economic adjustment
program will generally involve external
financing additional to that which the coun-
try in question might normally obtain. While
such financing will allow some replenish-
ment of reserves, it will also permit a
liberalization of the exchange control re-
gime and an increased flow of imports of
goods and services. This will help contain
any inflationary pressures resulting from
the direct price impact of a devaluation. In
addition, excessive monetary expansion may
be curbed by a widening of the tax base
following a devaluation, although the over-
all effect on the central government's bor-
rowing requirement will, of course, depend
also on the response of expenditures.

• A measure of overvaluation? Under
certain conditions, the black market rate
can provide useful information on the ex-
tent to which the domestic currency has
become overvalued in the official market
and on the size of the devaluation required
to restore an equilibrium rate. If the argu-
ment that a devaluation of the official rate
will lead to an appreciation of the black
market rate is correct, one can infer that
the official rate would not have to be
adjusted fully to the level of the black rate
in order to bring about a reunification of
the two rates.

Caution should, however, be exercised
in making such judgments since, in some
instances, restoration of external equilib-
rium may require that the official rate be
depreciated by more than the prevailing
exchange rate premium in the black market.
For example, the black rate may be more
appreciated than the equilibrium rate if the
central bank is selling foreign reserves (run-
ning a balance of payments deficit), or if
the costs of undertaking illegal transactions
on the black market are large and if they
affect the buyers of foreign exchange more
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than the suppliers. Use of the black market
rate as an indicator of the overvaluation of
the official rate must, therefore, be supple-
mented by other indicators of disequilib-
rium, such as real effective exchange rate
indices and medium-term balance of pay-
ments estimates. (See "Determining the
appropriate exchange rate in LDCs," by
A.H. Mansur, Finance & Development, De-
cember 1984.)

• Transitional arrangements. In the
process of liberalizing exchange and trade
controls, a number of countries have adopted
transitional arrangements involving mul-
tiple exchange markets designed to spread
the costs of adjustment over time. The
transitional arrangements often legalize the
existing black market and erect formal con-
trols for delineating transactions between
the two markets. Not infrequently, how-
ever, legalization of the black market is
accompanied by new restrictions on de-
mand that result in the emergence of an
illegal third market. Sometimes these re-
strictions are not applied formally through
exchange control regulations but arise in
an ad hoc manner because the exchange
rate in the secondary market is fixed and
the central bank is unable to meet all the
prevailing demand for foreign exchange
from its reserves.

While transitional arrangements apply,
the community as a whole would benefit

if the government were to appropriate the
profits that accrue to those individuals who
are able to obtain access to the relatively
cheap foreign exchange in the official mar-
ket. While eliminating controls and levying
a tax on imports and invisible payments is
one possible way of achieving this, it is not
usually particularly appealing to central
banks because they lose direct control over
the amount of foreign exchange sold. One
method of appropriating the rent, but still
allowing the central bank to retain quan-
titative control over its reserves, is to auc-
tion the available pool of foreign exchange.
This is equivalent to a tax with a variable
rate assessed on the difference between the
official exchange rate and the auction price.
Schemes to auction import licenses yield
the same benefits.

The actual reunification of the two for-
eign exchange markets can be achieved
through progressive devaluations of the
official rate and the phased transfer of
transactions from the official to the second-
ary market. It is important that this tran-
sitional process be undertaken fairly rap-
idly, so that any initial improvement in
relative prices in favor of the traded goods
sector is not eroded.

In conclusion . . .

When confronted with balance of pay-
ments difficulties, policymakers frequently

resort to imposing exchange and trade
controls as a means of providing protection
against reserve loss. Other forms of re-
medial action, in particular devaluation,
are often avoided for fear of kindling infla-
tionary pressures and lowering real in-
comes. This article has argued that controls
are a poor substitute for devaluation and
complementary demand management pol-
icies. When controls are imposed, the re-
sulting depreciation of the currency in the
black market will have inflationary conse-
quences similar to those of an official de-
valuation. For this reason, once a deval-
uation actually takes place when controls
are present, the inflationary impact may be
very limited. In addition, however, controls
may be self-defeating. While they restrict
the uses for which official foreign exchange
may be purchased, by causing distortions
to relative prices, controls may also divert
resources away from those sectors that
either earn or save foreign exchange. So-
ciety as a whole is generally made worse
off as a result of controls, but substantial
benefits may still accrue to those groups
with privileged access to subsidized foreign
exchange in the official market. In many
instances, the political leverage applied by
such groups intent on safeguarding their
vested interests provides further resistance
to devaluation, even in the face of chronic
foreign exchange shortages. HI
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Editorial note: If energy prices and inflation were the principal economic issues of the 1970s, there is little doubt
that external debt difficulties have dominated the first part of the 1980s. Debt crises are not only
an issue for the debtor developing countries, they have also posed serious problems for the
international financial system as a whole. In recognition of this, Finance & Development has, in
the past two years, devoted considerable space to external debt matters. The two articles in this
issue deal with two key aspects of the debt question.

Domestic and external
causes of the Latin
American debt crisis

Many factors contributed, but inadequate policies were crucial

A careful analysis of economic data and
the policies that most Latin American coun-
tries followed over the past five or six years
clearly shows that the region's external debt
crisis stems from two basic sets of causes.
First, following the emergence of external
imbalances that required internal adjust-
ment measures, countries sought to avoid
reducing total public and private expendi-
ture to the level of available resources; and
second, loans from international commer-
cial banks and other lenders—both public
and private—expanded at an extremely
rapid rate. These factors are closely inter-
related, but for purposes of analysis a clear
distinction must be drawn between the first
set of causes, originating domestically from
national economic policies, and the second,
of external origin and related primarily to
international commercial bank financing.

Gravity of the debt problem

Before analyzing the factors mentioned
above, it is important to recognize the scope
and magnitude of the Latin American debt
problem, and the fact that it is not a
temporary crisis linked to a particular phase
of the business cycle. On the contrary, it
will take many years before most of the
countries return to a normal situation in
which markets resume their role as prin-
cipal regulators of financial flows and in-
ternational trade.

There is no single criterion by which to
measure external debt or determine whether
a given level of indebtedness may be con-
sidered excessive or reasonable, and there
are considerable problems of definition and

measurement. Nevertheless, in the case of
Latin America, even though the gravity of
the debt problems was not uniform among
all countries, it seems abundantly clear that
we have been faced with an unprecedented
crisis, regardless of the indicator used. For
instance, in 1983 the stock of external debt
was equivalent to 120 percent of GDP in
Costa Rica, 103 percent in Chile, 76 percent
in Peru, 66 percent in Argentina, 63 percent
in Uruguay, 47 percent in Venezuela, and
44 percent in both Mexico and Brazil.

It may be argued that it is not the size
of the debt, either in absolute terms or
relative to GDP, that matters but whether
it can be serviced; this would imply a
comparison of debt-service obligations
(payments of principal and interest) with
exports of goods and services. The resulting
picture is no less dramatic: Brazil, for in-
stance, would have required 89 percent of
its exports of goods and services in 1982 to
service its external debt; Argentina, 68 per-
cent; Ecuador, 69 percent; Chile, 65 percent;
and Mexico, 57 percent. Even if the as-
sumption is made that debt principal is not
normally repaid, but refinanced, the situ-
ation would still be very serious. In 1983
Argentina would have needed to earmark
54 percent of its exports of goods and
services to pay the interest on its external
debt; Brazil would have required 40 per-
cent; Mexico, 35 percent; and Chile and
Peru, about 33 percent.

Countries cannot suspend their imports
or reduce them below a minimum consist-
ent with the effective operation of their
economies. In view of this the above-

Eduardo Wiesner

mentioned debt-service ratios explain why
the situation had become unsustainable by
late 1982. On the one hand, the commercial
banks saw that they could not go on lending
large amounts for ever-shorter periods. On
the other hand, the countries were unable
to meet their import payments as they had
suffered large losses in their international
reserves and were falling behind in their
external payments. When commercial bank
credit was suspended, the lack of confi-
dence in domestic currencies precipitated
exchange crises, and the gravity of the
situation became clear. Latin America's worst
economic crisis of the century had begun.

Domestic causes

The domestic causes of the debt crisis
may be traced to the growing fiscal deficits
that most countries incurred between 1978
and 1982 and the expansionary monetary
and credit policies that were largely used
to finance them. While other factors also
contributed to the inconsistency of eco-
nomic policies, the primary factor was a
level of public—as well as private—ex-
penditures that exceeded currently avail-
able resources or resources that could have
been regarded as stable in the medium
term. Thus, between 1978 and 1982 the
ratio of fiscal deficit to GDP more than
doubled in the three main debtor countries,
Argentina, Brazil, and Mexico.

How were those deficits financed? And
what were the comparative effects of the
different means of financing? Generally
speaking, a fiscal deficit can be financed in
one of two ways, external credit (borrowing
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abroad or use of international reserves),
and domestic credit. But—and this is of
fundamental importance—there is a close
and inseparable interdependence between
internal and external credit: in the final
analysis, the former determines the pattern
of external financing.

Domestic credit for the public sector bas-
ically has two main sources: the central
bank and the private sector. Opting for
financing from the private financial system
has important consequences—an upward
pressure on interest rates as the govern-
ment attempts to place its securities and,
as a corollary of this, a decline in private
investment as projects yielding less than
the now higher interest rate cease to be
profitable (the phenomenon known as
"crowding out").

This problem of high interest rates is a
delicate one, not only because of its effect
on investment or, more accurately, on the
distribution of investment between the
public and private sectors, but also because
high interest rates tend to become a difficult
political problem as the monetary author-
ities are pressured to lower them. The basic
problem is not the level of interest rates,
as such, but the consistency of economic
policies. Resources are finite, and one can-
not at the same time increase private in-
vestment and use private savings to finance
major public sector investments or higher
current expenditure by the public sector.

The other source of domestic financing
is central bank credit. In theory, this has
the advantage that the interest rate paid
by the public sector can be lower than what
would have to be paid if bonds were to be
placed with the private sector. But this
presumed advantage is neither real nor
permanent and implies even greater prob-
lems and risks than a short-run increase in
interest rates. Although interest rates may
initially tend not to rise because of the
unanticipated excess liquidity, the public
will soon realize that the situation is not
sustainable. If the public is not willing to
demand or hold the additional liquidity, it
will proceed to "mop it up" by exchanging
domestic financial assets for real assets—
domestic or imported—or for external fi-
nancial assets. The excess liquidity will
inevitably lead to higher inflation, in-
creased external borrowing or greater losses
of international reserves, or a combination
of both. These, in turn, will lead to a
devaluation of the currency.

This is the previously mentioned mon-
etary link between a fiscal deficit financed
with domestic credit and its impact on the
balance of payments. Within this context,
a loss of international reserves is equivalent
to an increase in the external debt, or it
can be viewed as a temporary substitute

for either higher inflation or a devaluation
of the exchange rate. Statistical data for the
countries under study tend to lend support
to the linkages outlined above: the fiscal
deficits of most countries had, as their
counterparts, first an expansion of domestic
credit followed by a series of mounting
deficits in the current account of the balance
of payments; these deficits, in turn, were
the counterpart of the external debt or of
losses of international reserves.

Admittedly, the numerous factors at work
make it impossible to predict, in all cases
and with mathematical precision, the pre-
cise relationship between the fiscal deficit
and monetary and credit policy, on the one
hand, and the balance of payments, on the
other; but the direction and closeness of
the relationship is unquestionable. For in-
stance, the current account deficit of the
balance of payments will vary according to
the degree of the economy's openness to
international trade, with smaller deficits
where import restrictions are severe and
larger deficits where the restrictions are
milder. On the other hand, there will be
higher inflation in the first case and lower
inflation and greater economic efficiency in
the second. In both cases the adjustment
will bring aggregate expenditure to the level
of the resources available—unless it is pos-
sible to postpone it. And this brings us to
the second set of causes of Latin America's
external debt problem, namely, financing
by international commercial banks.

External factors

The external factors underlying the debt
crisis may be classified into three groups.
The first includes those that precipitated
the 1982 crisis: the rapid rise in real interest
rates in international financial markets, the
world recession, and the difficulties in ex-
panding export markets. These factors pre-
cipitated the crisis and certainly aggravated
it, but, important though they were (and
continue to be), they did not produce the
crisis. Had external debt levels not been
what they were, these developments could
not in themselves have brought on a crisis,
although they could have created serious
problems. As it happened, they coincided
with a situation that was already
precarious.

The second group includes factors of a
more permanent nature, in contrast to the
transient ones mentioned above, and in-
volves what economists call real, as against
purely monetary, factors. The principal
factor in this category was the decline in
the terms of trade experienced by most
Latin American countries, mainly as a result
of the oil price increases of 1973 and 1979.

The third—and very special—group con-
sists of external financing flows, particu-

larly those from international commercial
banks. Were it not for financing from these
sources, which was growing rapidly and
with ever-shorter maturities, an external
debt crisis of the proportions experienced
coujd not have developed. But this does
not mean that this type of financing was
the cause of the crisis. What this financing
did was to facilitate the postponement of
the measures that, in any event, would
have had to be taken to adjust the econ-
omies in question to the deterioration in
their terms of trade, as well as to the strictly
monetary developments that occurred in
1979 and thereafter.

This last point is of particular significance
in that it places the economic crisis in a
proper perspective and underscores some-
thing that has sometimes been overlooked
in the debate on recent economic devel-
opments, namely, the adjustment that
should in any event have taken place be-
ginning in 1974-75. In other words, the
current crisis must not be regarded as an
unexpected and surprising event that oc-
curred in late 1982. To be sure, it should
be set not against some normal or ideal
situation but against the difficulties that
would have been experienced some time
after 1973 or 1979, had it not proved possible
to obtain external financing from the inter-
national commercial banks in sufficient
amounts to postpone corrective measures.

Nature of external financing

The specialization that characterized the
external financing of Latin American coun-
tries, simply put, was as follows: The coun-
tries obtained development credits and long-
term loans from multilateral entities and
official agencies of the industrial countries
(for the financing of capital goods exports).
On the other hand, short-term credit, con-
nected mainly with commercial transac-
tions, was provided by suppliers or by
international commercial banks. Generally
speaking, the first category of loans—de-
velopment financing—was linked to the
feasibility of specific investment projects
and was guaranteed by the borrowing
country's government. The second cate-
gory of credit was not government-
guaranteed and pertained to commercial
transactions between private sectors. This
scheme of things began to undergo a rapid
and fundamental change from 1975 on-
ward. Although financing by multilateral
entities and governments grew rapidly,
credits from international commercial banks
increased much faster. By the end of 1981,
liabilities to international banks accounted
for 63 percent of the total external debt of
the 20 major borrowing countries. But it
was not only the principal lender that had
changed; the average maturity of loans had
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shortened to the point where in early 1982
some 25 percent of these countries' debt
was short term (that is, with an initial
maturity of less than one year).

Other changes of no less importance
were also occurring. An increasing pro-
portion of the loans was no longer linked
to the economic feasibility of investment
projects. Most of them were being extended
to public sectors for the purpose of financ-
ing fiscal deficits or investment programs
in which the lender was no longer a direct
participant in the project risk. This naturally
led to a reduction in the application of
strictness of project appraisal,while allow-
ing the financing of a higher volume of
government expenditure than could be sus-
tained in the longer run. The fundamental
role of the risk factor thus underwent a
change.

The increase in international bank fi-
nancing of the public sectors took place on
the assumption that the loans involved
little, if any, commercial or exchange risk,
as a result of which commercial banks did
not pay sufficient attention to the global
risk represented by the quality of the debtor
countries' economic policies as a whole. At
the same time, the growing international
bank financing of the countries' private
sectors was also carried out on the as-
sumption that the operation involved no
risk for the public sectors of the debtor
countries. This ignored the danger of a
possible total and instantaneous suspen-
sion of external commercial financing.

It is now clear that all the protagonists
were mistaken in their perception of the
risk involved. Developments have con-
firmed at least three postulates: risk is a
fundamental factor in market equilibrium;
all private external credit involves a certain
amount of risk for the public sector of the
borrowing country; and private credit to
the public sector involves certain risks for
the lender. All in all, risk plays a stabilizing
role in the maintenance of market
equilibrium.

Effect on economic policy

In principle, although foreign credit rep-
resents a liability for the borrowing country,
it also produces an asset. Unfortunately,
this was often not the case in practice in
Latin America. Loan proceeds were not
always well invested or used to generate
foreign exchange or supplement domestic
savings. At times, indeed, borrowing fi-
nanced consumption rather than invest-
ment. As a result, the ratio of external debt-
service to exports of goods and services
rose steeply. It is true that a large part of
these increases represented rising interest
rates in international markets, but interest
rates were also rising for other borrowing

countries (i.e., some East Asian countries)
that followed different economic strategies
and used the external financing to create
and expand export industries.

One of the most surprising results of any
analysis of Latin America's external debt
data is the lack of a direct correlation
between the aggregate debt and the deficit
on current account and changes in reserves.
Theoretically, a country or a region taken
as a whole cannot accumulate external debt
in excess of the total of its deficits on current
account and the changes in its international
reserves. It is assumed that external liabil-
ities cannot be greater than the amount of
the deficit less the losses in reserves. In the
case of Latin America, however, external
liabilities exceeded estimated external fi-
nancing needs. The reason is well known:
capital flight.

In its latest Annual Report, the Bank for
International Settlements estimates that
capital flight from Latin America between
1978 and 1983 amounted to possibly $50
billion. These funds, and those previously
transferred abroad, are obviously not "lost"
and the region's actual aggregate debt po-
sition is thus not as serious as it may appear.
If the amounts relating to net external debt
and net interest payments (received but not
repatriated) were known, it could be seen
that investment in activities that generate
foreign exchange was higher than indicated
by the figures for investment in the ex-
porting sectors, but with an important dif-
ference: capital flight neither creates jobs
nor pays taxes in the country of origin.

The thrust of the foregoing analysis is
that the countries in question did not follow
the correct policies to take advantage of the
increase in external financing made avail-
able to them. The surprising fact is that in
most of the cases the increased inflow of
external funds was accompanied by a drop
in domestic savings as a percentage of GDP.
Thus, given the imbalance created between
the growth of external debt and domestic
capital accumulation, a debt crisis was vir-
tually inevitable. In sum, the region lacked
not funds but better policies for the use of
these funds.

Lessons of the crisis

It is not easy to reach firm conclusions
about the experience of the external debt
crisis, and perhaps the perspective of a
longer period is needed before we can draw
the lessons of these events. Nevertheless,
a number of broad conclusions are possible.

First, countries do not have an unlimited
capacity to absorb external financing and
to make proper use of all the funds they
may be granted at a given moment. A
situation in which a country's absorption,
measured in terms of consumption and

investment, exceeds its income, must not
be confused with the very different situa-
tion in which the absorptive capacity for
investment limits the total amount of re-
sources that can be economically used. In
other words, if there is additional financing,
total absorption can exceed income, but the
mere availability of financing does not guar-
antee the economic use of funds. If the
availability of the external financing is not
contingent on the economic feasibility of
specific investment projects, and, conse-
quently, if the risk factor is not sufficiently
taken into account, it is highly probable
that some irrecoverable loans will be granted.
On the other hand, if there is easy availa-
bility of finance, it is also highly likely that
this will reduce the discipline on countries
to adopt better economic policies.

Second, the public sectors of the coun-
tries in question had neither the needed
taxing capacity nor the domestic savings
required to service the external financing
offered to them. Fiscal deficits thus rarely
contribute to higher total investment. Nei-
ther domestic nor external credit can be
permanent substitutes for, or alternatives
to, fiscal discipline. Sooner or later total
expenditure will have to be brought into
line with total resources, and financing
cannot postpone that adjustment
indefinitely.

Third, since external loans must be repaid
in foreign exchange, external borrowing
decisions must be linked to a general eco-
nomic policy framework that will guarantee
both the profitability of the investment and
the generation of sufficient foreign ex-
change for external debt service. The main-
tenance of a realistic exchange rate policy
is essential to attain this objective.

If these general conclusions lead to a
single recommendation, it is that countries
must view their external financing policies
in the framework of their global macro-
economic policies, and that, within such a
framework, adequate financial program-
ming must assure a minimum of consist-
ency between objectives, resources, and
instruments. ED
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The
case by case
approach

to
debt problems

The Fund's recent role in debt management

Azizali F. Mohammed

The role of the Fund in assisting its member
countries with their debt problems has
changed since mid-1982, in response to a
shift in the characteristics of the problems.
In the preceding decade, countries with
debt difficulties fell into one of two broad
categories: (1) those more largely depend-
ent upon officially financed or insured cred-
its, and (2) others that borrowed mainly
from private sources. For countries in both
categories, debt problems were perceived
as individual occurrences, without wider
implications.

For the first category, a well-established
set of procedures to redress the problems
existed through the Paris Club framework
for restructuring official debt. These were
not formally codified rules, because creditor
governments never did treat debt relief
operations as anything but exceptional,
undertaken at the express request of an
individual debtor government, in the face
of accumulating payments arrears and an
evident inability to maintain debt-service
payments. Before agreeing to modify the
terms under a Paris Club renegotiation of
debt, by stretching out maturities of prin-
cipal and interest, creditor governments
expected the debtor country to have ne-
gotiated a stabilization program supported
by the Fund through a stand-by arrange-
ment in the upper credit tranches (this has
occurred without exception since 1977).
Fund staff at Paris Club meetings were
relied upon to furnish an objective assess-
ment of recent economic performance, the
main elements of a current adjustment
program with the Fund, and the debtor's
balance of payments prospects and external
debt outlook.

The second category of cases consisted
mainly of middle-income countries that ran
into difficulties because of weak domestic

policy or unanticipated exogenous devel-
opments, or a combination of both. Here
solutions appeared to be achieved in two
stages. First, private creditors, mostly com-
mercial banks, were approached by the
debtor government, especially when ar-
rears on bank debt-service payments ap-
peared earlier than on official obligations.
However, the banks quickly came to realize
that in negotiating with a sovereign bor-
rower in this situation, it was not easy to
work out conditions that would give them
sufficient assurance that policy changes
adequate to prevent a recurrence would be
implemented. It was therefore natural that
in most of the bank debt renegotiations
that were conducted between 1975 and
1978, the banks, as a second step, urged
the debtor countries to undertake stabili-
zation programs supported by the Fund.
As a result, for five of the six countries
negotiating with the banks during that
period, a stand-by or extended arrange-
ment was in effect when the banks signed
the final agreement.

The banks also found that in the highly
competitive environment in which they
operated, it was difficult to reach common
ground on the financial terms and condi-
tions of debt relief. Often with 200 or 300
banks from a number of countries involved,
the need for fair treatment required "lead"
banks to make massive and often time-
consuming efforts to obtain cooperation
from all the creditor banks; this was par-
ticularly important given the "cross de-
fault" clauses in most agreements, which
would have created a chain reaction if some
banks declared a debtor country in default.
Moreover, the anxiety of banks to ensure
that their claims would be treated no less
favorably than those of others often led to
an insistence that the debtor government

approach its official creditors through the
Paris Club, if it had not already done so.
Thus, four of the six countries that rene-
gotiated their bank debt over 1975-78 con-
cluded official debt restructurings, and three
of these came into effect before agreement
was reached with the banks. When an
official restructuring took place, the Fund's
role reverted to that described for the first
category of countries. However, the Fund
staff also participated in some of the ne-
gotiations with the banks, including (with
the knowledge of the debtor) meetings in
which the debtor was not present. On
occasion, the Fund assumed a more active
role, at the request of the debtor authorities,
in facilitating discussions with the banks.
The Fund also provided technical assistance
to some of the countries in preparing their
discussions with the hanks,and helped with
the compilation of statistics.

The Polish debt crisis of 1981 moved the
problem into a new phase, in which "con-
tagion effects" became a factor. The com-
mercial banks suddenly developed an in-
tensified perception of risk in lending to
the East European countries as a group;
this affected Romania and Yugoslavia, both
Fund members, and Hungary, which be-
came a member in 1982. The countries
concerned were able to provide assurance
to the banks, by entering into stand-by
arrangements with the Fund, that appro-
priate policies were being adopted to re-
duce the risk of default. Once an arrange-
ment with the Fund was in place, the banks
were found willing to proceed with new
credits as well as with refinancing maturing
debt.

Until this stage, the Fund's attitude was
generally to try to help the debtor country
devise a program that gave assurance that
it could resolve its balance of payments
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difficulties in a medium-term framework.
In some instances, the Fund staff did seek
"indications of the likely magnitudes in-
volved in a bank debt restructuring and
also indicated to the banks the level of bank
financing that it considered crucial to the
success of a reasonable adjustment effort"
(see IMF Occasional Paper No. 3, External
Indebtedness of Developing Countries).

Change in conditions

As the debt problems of Mexico, and
then those of Argentina and Brazil, became
apparent, a perception developed that their
reliance on commercial flows was so great
that it entailed a distinct risk of program
failure, unless tfre Fund could ensure that
the financial assumptions on which the
program was based were secured by explicit
prior commitments from the banks to cover
their share of the financing requirements
of the program supported by the Fund.

It was the need to obtain agreement on
the provision of additional bank and official
finance before the approval of a Fund-
supported arrangement that altered the role
of the Fund in relation to commercial banks
in the management of the debt problem.
For, in addition to its certification function,
the Fund developed a coordinating role as
a mobilizer of funds from other lenders.
This departure arose from several consid-
erations. As noted earlier, the Mexican
reliance upon bank financing was so large,
and the assistance that could be furnished
by the Fund so small relative to the need,
that it was essential for the commercial
banks not only to maintain their exposure
but also to be prepared to enlarge it through
the provision of additional financing. It
was recognized that without such support,
the compression of the economy, made
unavoidable by lack of adequate external
finance, might well make the situation
unmanageable and render the Fund's own
financial contribution ineffective.

Further, it was important to keep all
elements of the banking industry involved.
The major commercial banks understood
that their stakes were so high that they
could not afford to pull out without greatly
reducing the quality of their own assets.
The problem was to ensure that hundreds
of other banks, especially the regional and
smaller banks in the United States, would
stay in the picture. If they did not, the
major banks would be placed in the
impossible position of having to explain
(to shareholders, if not to depositors) why
they were getting deeper into a country
from which other banks were hastily extri-
cating themselves. This was the issue of
maintaining market discipline, i.e., pre-
venting an uneven reduction in exposure
by a large number of different lenders

through, for example, withdrawal of short-
term trade finance or the rundown of in-
terbank deposits. There were also complex
issues of intercreditor equity among banks
with very different exposures, operating in
different regulatory environments, and with
varying accounting conventions, disclosure
requirements, and funding constraints.
These differences required formulas to be
devised, in cooperation with the various
national supervisory authorities, for allo-
cating the net increase in exposure among
the many banks from a number of national
banking systems.

Finally, speed in decision making was
imperative, requiring tight but credible
deadlines. A series of highly complicated
and closely articulated relationships had to
be managed among a very large number
of players—involving,in the case of Mexico,
over 500 banks, their supervisory authori-
ties in more than a dozen countries, gov-
ernments of creditor countries, the Bank
for International Settlements, the World
Bank, and, of course, Mexico. The Fund
found itself at the center of this web of
relationships, as it was later when similar
arrangements were established for Brazil,
the Philippines, and Argentina, among
others.

In each case, an agreement with the Fund
became the basis for mobilizing much larger
sums by way of restructuring and new
financing, than those it provided directly.
This was natural since the adjustment effort
mounted by the debtor country was the
prime factor in assuring its creditors that
corrective action was being taken, that it
had the support of the international com-
munity through the Fund, and that its
progress would be carefully monitored. The
task had to be tackled country by country,
and not only because of the obvious fact
that the Fund could operate best through
a stand-by or extended arrangement with
each of its debtor member states. The fun-
damental judgment on the balance between
adjustment and financing had to be made
in each case, based on the initial conditions
prevailing at the time of the debtor coun-
try's approach to the Fund; the level of its
foreign exchange reserves and its accu-
mulation of payments arrears; the types of
claims involved; the proportions of debt
owed to different creditors; the number,
size, and national affiliation of the banks
involved; and so forth.

Special problems arose with the inter-
bank market in the case of the two largest
debtors. Branches or affiliates of debtor
country banks located in the main financial
centers, especially New York and London,
had borrowed substantial sums at very
short maturities and re-lent them at longer
maturities to their principals or to other

borrowers in the (debtor) home country.
These interbank deposits presented the
most difficult problem of preventing the
withdrawal of funds, let alone assuring a
net increase in exposure. These differences
in country situations often emerged in the
course of managing the crisis and had to
be resolved quickly and in a manner that
protected the cohesion of the various in-
terests engaged in the rescue effort.

General solutions?

Various generalized solutions were pro-
posed during this period, born of a con-
viction that the burden of debt servicing
confronting a number of countries simply
could not be managed in a world marked
by deep recession, historically high interest
rates, and a sharp curtailment of commer-
cial lending. These schemes did not make
much headway, however, for several
reasons.

First, they proceeded from a perception
about the global aggregates that was never
true for the components. The existence or
absolute magnitude of countries' borrow-
ings was not in itself a reason for payments
difficulties nor was the type of economy
concerned. Recent data on debt and debt
ratios for all developing countries, and
equivalent figures for the different cate-
gories among developing countries, show
that within each group were countries un-
affected by a debt problem.

Among oil exporters that were OPEC
members, two (Algeria and Indonesia) owed
about 45 percent of the debt of their cate-
gory, yet had no particular problem of
market access. Of the net oil exporters
among developing countries that were not
OPEC members, Egypt and Malaysia ac-
counted for about one fourth of the group's
debt but, again, had no access difficulty.
Among the net oil importers, about one
half the debt was owed by the major ex-
porters of manufactures, and four countries
in this group (namely, Israel, Korea, Por-
tugal, and South Africa), accounting for
roughly one third of the total debt of the
group, continued to borrow at very com-
petitive terms throughout the period. In
the low-income category, the two largest
countries—China and India, which ac-
counted for almost 40 percent of the debt—
had no need for relief. Finally, in the
residual group, at least three major borrow-
ers had confronted their problems earlier
and were already on the mend (Hungary,
Romania, and Turkey), and two others
(Colombia and Thailand) continued to have
access on competitive terms. Any attempt
to apply a general solution would have
meant that countries whose creditworthi-
ness was unimpaired would face interrup-
tions of market access; a generalized ap-
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proach could well create a new problem
rather than provide a solution for an exist-
ing one.

A second factor militating against gen-
eralized solutions was that many of them
implied large losses for commercial banks,
inflicted in a manner that would prevent a
gradual process of building up reserves
and allowing write-offs over a period of
time. Schemes to transfer bank claims on
developing countries to international or
national public entities would have in-
volved either substantial public sector com-
mitments or immediate and open losses for
the banks. This would have risked breaking
the nexus between commercial banks and
their customers in the developing countries
and destroying relationships built up over
many years, if not decades. The debtor
countries not only relied upon the inter-
national banks for normal trade financing
but also expected to reactivate their access
to markets for project and sectoral finance.
Indeed, the promise of being able to attract
new flows as existing credits were repaid
was at the heart of the unflagging com-
mitment that most debtors displayed in
their approach to the debt problem. Gen-
eralized solutions tended to categorize
problems mechanically according to quan-
titative criteria, such as levels of net capital
flows or net resource transfers, whereas
solutions to individual cases needed to be
more sensitive to the organic interrelation-
ships that underlay the financial
magnitudes.

A third flaw of most generalized solu-
tions lay in their assumption that support
would be forthcoming from the govern-
ments of the major creditor countries. The
political environment was not conducive
to such use of public funds. In many
countries, there was a drive to cut back on
budget deficits, and any solutions that
impeded the attainment of this objective
were unlikely to find favor with financial
officials and legislators. An even greater
problem lay in a widespread public per-
ception that the commercial banks had lent
in an imprudent way, and that public funds
should not be employed to rescue large
private institutions from the consequences
of their own errors of judgment. Similarly,
while developing countries experienced se-
rious adverse external conditions, their
payments difficulties resulted in part from
inadequate domestic economic policies.
There was also a feeling that many of the
countries that were in difficulty were among
the most developed among the developing
countries and that assisting them with pub-
lic funds would skew the distribution of
aid flows away from countries that were
poorer, had little or no recourse to market
borrowing from abroad, and stood perhaps

in even greater need of external assistance
for dealing with their problems

A final difficulty with some generalized
solutions concerned the time that their
implementation would require. Many
schemes would have required changes in
national legislation or in the charters of
international institutions whose amend-
ment necessitated high voting majorities
and large participation ratios to become
effective. Yet in dealing with debt problems
as they arose, time was of the essence and
the constraints set by the need for urgent
action meant that solutions had to be found
within the bounds of existing legal and
institutional arrangements.

The individual solution

With the passage of time, some evidence
of the viability of the cooperative approach
to debt management has begun to accu-
mulate. In the 18 months ending in mid-
1984, the external adjustment that has taken
place in the non-oil developing countries
has been characterized as "dramatic," and
while it is recognized that sharp cuts in
imports were involved, growth has re-
sumed in a number of them.

On the financing side, the Fund (as of
the end of 1984) had disbursed some
$22 billion since the middle of 1982 to
support adjustment in nearly 70 member
countries, with another $8 billion of com-
mitments outstanding under 31 current
programs. In addition, new financing has
been mobilized along with debt resched-
uling. In 1983, some 30 developing coun-
tries (including 11 of the 25 largest borrow-
ers) completed or were in the process of
completing debt rescheduling agreements
with official and commercial creditors. These
agreements reduced the debt-service pay-
ments of non-oil developing countries by
$23-24 billion in 1983, and by about the
same amount in 1984. As a result, their
debt-service ratios declined from a peak of
25 percent in 1982 to 22.3 percent in 1983.
This compares with 27.6 percent, which
would have applied in the absence of re-
scheduling. The maturity structure of debt
has also been improving, with the ratio of
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short-term debt declining to 25 percent in
1983 from about 30 percent of exports of
goods and services in 1982 and to an even
lower ratio in 1984. In 1983, $13 billion of
bank lending was also arranged in con-
junction with Fund-supported adjustment
programs.

Despite these encouraging developments
in the debt situation and the recovery in
the industrial world, considerable pessi-
mism has persisted over the manageability
of the debt problem. One explanation for
this paradox is that lags exist between
actions taken by debtor countries and the
recognition of their positive results. A sec-
ond reason is the concern over the prospect
of a "hump" in countries' debt amortization
in the next few years, resulting from the
reschedulings of 1982-83. A third factor is
the rise of about 2 percentage points in
interest rates in the first half of 1984. This
disturbing development has generated an-
other spate of generalized solutions for
"capping" interest rates and for reducing
the burden of higher interest rates in other
ways. There is no question that higher
rates pose a risk to the viability of the
solutions that have been found. However,
before giving credence to the solutions
proposed, two sets of factors must be kept
in view, the first general and the second
more specific.

At the more general level, there are
several elements to be considered. First,
the trough in imports of non-oil developing
countries was reached in the fourth quarter
of 1982, with imports from industrial coun-
tries falling by about 20 percent in U.S.
dollar terms from early 1981 to late 1982.
Thereafter, the financing packages put to-
gether in association with Fund programs
were sufficient to stabilize the level of
imports. Second, the exports of non-oil
developing countries to the industrial coun-
tries began to recover from the fourth
quarter of 1982 with the recovery in output
in the industrial countries. As a result, the
exports of these countries rose from some
$190 billion (at an annual rate) in that
quarter to some $240 billion in the first
quarter of 1984. This expansion of exports
helped bring about an improvement of
around $70 billion (at an annual rate) in
the trade balances of this group of coun-
tries. This is expected to result in a re-
sumption in the growth of imports, pro-
jected to rise in volume terms by about 6
percent in both 1984 and 1985, despite any
increase in the burden of interest charges
on non-oil developing countries (net of
interest earned).

At a more specific level, the effects of
interest rate movements on dollar-
denominated debt are sufficiently country-
specific to require careful and individual
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analysis. There is, first of all, a wide vari-
ation in the reliance of countries on floating
rate credit. Most of the poorer countries in
Africa and Asia have not been significant
users of such credit, some because they
chose not to. Second, the proportion of
variable rate debt in total debt has varied.
Third, the interest rate factor has been offset
to a varying extent by improvements in
export receipts, following the strong up-
swing in North America that has accom-
panied the hardening of interest rates. The
offsetting benefits have been greatest for
countries such as Mexico, because of their
proximity to the U.S. market, but the up-
swing has also helped countries farther
away which have a highly diversified pro-
ductive base, such as Korea, and possess
the flexibility to adapt rapidly to the re-
quirements of a booming North American
market. There is a recognition that imagi-
native solutions may still become necessary
were interest rates to rise or commodity
prices to weaken further. However, there
is an inclination to confine the search for
such solutions to the banks negotiating
with each debtor country, with support
from the supervisory authorities of the

banks and also from the Fund and the
World Bank.

An application of this approach was the
acceptance by the banks of the proposal
advanced by the Fund's Managing Director
in 1984 to consider a longer time frame for
bank rescheduling arrangements for coun-
tries that have made or are making sub-
stantial progress toward adjustment, as a
way of recognizing good performance,
avoiding the necessity for repeated annual
reschedulings, and restoring the conditions
needed for the return to market access, as
well as for rebuilding confidence in the
system. The Managing Director proposed
such an approach for Mexico and expressed
the hope that other countries whose per-
formance is improving could also qualify,
if their progress is sustained. The periods
of consolidation, as well as of grace, would
have to be longer for these advantages to
be obtained and the terms and conditions
would have to improve. The successful
completion of multiyear restructuring
agreements with Mexico and Venezuela
illustrate the banks' readiness to adopt a
forward-looking approach to debt restruc-
turing, and represent an important step in

preparing the way for countries' return to
more normal market access. In the case of
both countries there is a provision for the
Fund to continue a monitoring role through
its regular surveillance procedures, but on
an enhanced basis.

The need for a longer-term perspective
on debt management is important, and not
only on the financial side. In spite of the
progress already made, the debt problems
are not going to vanish overnight. Their
effective resolution will depend, first and
foremost, upon continued action on the
part of the indebted countries themselves
aimed at strengthening their economies
over a period of years. These efforts both
need and deserve the support of the inter-
national community. The industrial coun-
tries need to make further progress toward
a better and more stable world economic
environment and the conditions in which
international trade can flourish. Continued
cooperation among financiers will also be
required to ensure that determined adjust-
ment efforts receive the necessary financial
backing. The Fund, for its part, will have
a role to play in all these areas in the years
ahead. ED
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Foreign direct investment
in developing countries

Trends, policy issues, and prospects

David Goldsbrough

The relative importance of direct invest-
ment in the capital flows to developing
countries has been declining since the early
1970s. While direct investment continued
to increase in absolute terms, bank credit
has become a much more dominant factor
in private capital flows. Some observers
have argued that this shift in the compo-
sition of private capital flows has increased
the vulnerability of the developing coun-
tries to external payments difficulties.
Moreover, with relatively slow growth in
bank lending to these countries in prospect
for the medium term, other sources of
external financing, including direct invest-
ment, will be required if the pace of de-
velopment is to improve. With these con-
siderations in mind, this article examines
some of the causes and consequences of
the decline in the relative importance of
direct investment since the early 1970s and
discusses the conditions and modifications
in policies in both lending and borrowing
countries that might encourage larger flows
of such investment. Direct investment also
involves the transfer of a package of re-
sources, including technological and man-
agerial expertise in addition to capital; these

may have an even greater impact than
capital flows on a recipient country's pro-
duction capabilities. However, this article
is concerned with the macroeconomic as-
pects of direct investment, in particular
with its role in capital transfers and
adjustment.

Direct investment refers to investment
made to acquire a lasting interest and an
effective voice in the management of an
enterprise. Many countries set a minimum
proportion (generally between 10 and 25
percent) of foreign ownership of the voting
stock as evidence of direct investment. In
principle, all capital flows provided by
direct investors, including equity capital,
reinvested earnings, and net lending, are
classified as direct investment.

Trends in investment

Net inflows of foreign direct investment
into developing countries generally in-
creased throughout the 1960s and 1970s.
Direct investment flows from industrial to
developing countries rose from an average
of under $2 billion a year during the early
1960s to an average of around $13 billion a

year during 1979-81. However, their share
in total capital inflows declined substan-
tially as external borrowing, particularly
from commercial banks, grew rapidly,

Although the rapid expansion of com-
mercial bank lending was already under-
way before the first large oil price increase
of 1973-74, that event accelerated the de-
cline in relative importance of direct in-
vestment flows, especially for the non-oil
developing countries, which financed most
of their larger current account deficits by
external borrowing. In 1973, direct invest-
ment flows financed some 20 percent of
the combined current account deficit and
net accumulation of reserves of non-oil
developing countries, compared with an
average of only about 12 percent in later
years (see chart). Nevertheless, these in-
flows continued to increase in real terms—
at an average annual rate of about 3 percent
in terms of constant prices—to an average
of about $10.5 billion during 1979-81, but
declined during the recession of 1982 and
1983.

As a consequence of the shift in the
composition of financing, the structure of
the external liabilities of these countries
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Sources: IMF, World Economic Outlook, 1984 (Occasional Paper No. 32), International Capital Markets

(Occasional Paper No. 1), and External Indebtedness of Developing Countries (Occasional Paper No. 3).
'Excluding reserve-related liabilities and errors and omissions.

changed significantly. The share of direct
investment in total gross external liabilities
(total external debt plus stock of foreign
direct investment) of non-oil developing
countries declined from an estimated 26.5
percent in 1973 to 17 percent in 1983, while
the share of public and publicly guaranteed
debt to private financial institutions rose
from 10 percent to 25 percent (see table).

These global trends mask a wide diversity
of experience in individual countries, re-
sulting from differences in both economic
environment and policies toward foreign
direct investment. Much of this investment
is concentrated in a small number of coun-
tries that have large domestic markets, are
rich in natural resources, or have significant
advantages as a base for export-oriented
production. Five countries (Brazil, South
Africa, Mexico, Singapore, and Malaysia)

accounted for almost one half of the stock
of direct investment in non-oil developing
countries at the end of 1983. Nevertheless,
some other countries that also have large
domestic markets (such as India and Tur-
key) or that successfully pursued an export-
oriented development strategy (such as
Korea) were much less reliant on direct
investment.

The United States has been the principal
source of private direct investment in de-
veloping countries, although it declined in
relative importance in recent years along
with the two other traditional sources—the
United Kingdom and France—while direct
investment from Germany and Japan grew
rapidly. The stock of U.S. direct investment
in developing countries grew at an average
annual rate of less than 10 percent during
1970-82, compared with growth rates of 17

percent and 21 percent for Germany and
Japan, respectively. However, in 1982 the
United States still accounted for almost half
of the total stock of such investment. To-
gether, the five largest source countries
have accounted for some 85 percent of
direct investment flows from industrial to
developing countries during recent years.

The returns on direct investment flows
have fluctuated with changes in the global
economy. Total net recorded dividends and
net interest payments by developing coun-
tries on direct investment rose from $9.5
billion in 1973 to a peak of $26.5 billion in
1981, but then declined to less than $18
billion in 1983, when profits fell sharply as
a result of the world recession. Most of the
increase between 1973 and 1981 came from
the major oil exporting countries; the later
decline reflected lower oil prices and a
weakening of the economies of some of the
oil exporting countries. Payments from non-
oil developing countries rose from $3.5
billion in 1973 to $9.5 billion in 1981, before
declining sharply to an estimated $6.25
billion in 1983. Expressed as a percentage
of exports of goods and services, non-oil
developing countries' total payments on
direct investment declined gradually over
the decade from 3 percent in 1973 to less
than 1.5 percent in 1983. Meanwhile, in-
terest payments on external debt rose from
some 6 percent of exports of goods and
services in 1973 to over 13 percent in 1983,
reflecting the increased emphasis on fi-
nancing of the balance of payments through
debt.

Changes in financial markets

Structural changes in the financial system
were already underway by the late 1960s
as major banks increased their international
operations and, attracted by promising
growth prospects, greatly increased their
lending to some of the more rapidly in-
dustrializing developing countries. This
trend was continued after 1973, as the
relatively risk-averse asset preferences of
oil exporting countries led them to hold
many of their assets in the form of liquid
bank deposits. Together with the greatly
increased demand for medium- and longer-
term financing by developing countries,
this provided banks with the opportunity
to expand their role as international finan-
cial intermediaries. To indicate the mag-
nitudes involved, the cumulative current
account deficits of non-oil developing coun-
tries over 1974-83 amounted to $588 billion,
while net borrowing from banks by these
countries was $216 billion and the net
inflow of direct investment $82 billion (also
see chart). Much of the new bank lending
was either to, or guaranteed by, govern-
ments and was encouraged by the view
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that the risks associated with such lending
were relatively low in comparison to normal
commercial lending.

In contrast, there was much less scope
for large immediate increases in direct in-
vestment, which depended on the identi-
fication of individual opportunities for prof-
itable investment and was influenced by a
wide range of institutional restraints that
could not be altered quickly. A considerable
part of the external borrowing was under-
taken by governments to finance balance
of payments or fiscal deficits and it might
have been difficult for foreign equity cap-
ital, which is more directly associated with
private enterprise investment, to substitute
for a substantial proportion of such bor-
rowing, at least in the short term. This is
because most developing countries have
limited and fragmented capital markets,
which means that the particular causes of
a macroeconomic imbalance have a strong
influence on the composition of capital
inflows. Even so, longer-term possibilities
for substitution between direct investment
and borrowing from commercial banks as
sources of capital inflows can still be sig-
nificant, especially for countries with sub-
stantial domestic markets or natural re-
source endowments; these countries were
often among the larger borrowers from
commercial banks. In this regard, restrictive
policies adopted by many developing coun-
tries toward foreign direct investment also
seem to have contributed to a greater reli-
ance on bank credit.

Host country policies

Most developing countries combine some
degree of regulation and control of direct
investment, aimed at improving net ben-
efits to the host country, with various
incentives designed to attract such invest-
ment. In general, during the 1960s and
much of the 1970s there was a trend toward
greater restrictions. Increased availability
of alternative external financing, disap-
pointment with some of the results of direct
investment, and growing nationalist sen-
timent in many countries all contributed to
this trend.

Although the combination of policies
chosen depends to a large extent on a
country's development strategy and market
philosophy, the underlying attractiveness
of a country as an investment location is
also important since this affects its relative
bargaining strength vis-a-vis potential di-
rect investors. A number of countries (par-
ticularly in Africa and the Caribbean) were
unable to attract significant inflows of direct
investment despite offering substantial in-
centives, because of their small domestic
markets and limited natural resources.
However, a few territories and countries

with relatively small domestic markets (in-
cluding Hong Kong, Singapore, and, to
some extent, Malaysia) that pursued open
economic policies and maintained few re-
strictions on foreign investment were able
to attract substantial export-oriented direct
investment, while generally offering only
moderate incentives. Many other countries
imposed a number of restrictions or specific
performance requirements on such invest-
ment, as they sought to extract greater
benefits.

Restrictions and regulations often acted
as a barrier to the entry of new investment,
but they were sometimes offset by a coun-
try's attractive location, especially if they
were not too complex or subject to sudden
and frequent changes. The provision of a
stable economic environment and the
adoption of appropriate financial and ex-
change rate policies are probably at least
as important for encouraging foreign in-
vestment and for increasing the flow of
new benefits to the host country as are
policies related specifically to such
investment.

Recent trends in a number of countries
indicate a liberalization of policies in order
to attract more foreign investment. Some
countries (including Egypt, Jamaica, the
Philippines, and Turkey) shifted from pol-
icies that emphasized detailed control of
direct investment to much more flexible
arrangements, while more gradual policy
changes took place in other countries (in-
cluding Korea, Mexico, Morocco, and Pak-
istan). The policies of some centrally planned
economies toward foreign direct invest-
ment were also modified in recent years.
One of the greatest changes took place in
China, which now encourages investment

through either joint ventures or wholly
foreign-owned enterprises, and has liber-
alized regulations governing the purchase
of inputs and the sale of a proportion of
output on the domestic market (see the
article by Luc De Wulf in this issue).

Industrial country policies

At present, most industrial countries
maintain relatively few restrictions on cap-
ital outflows and provide some encourage-
ment for direct investment in developing
countries, through guarantee and insur-
ance schemes and various forms of official
financial support. The decline in the relative
importance of direct investment in total
capital flows to developing countries dur-
ing the 1970s was not due to any major
change in such policies. Nevertheless, the
protectionist trade measures adopted in
recent years could have discouraged direct
investment since they reduced opportuni-
ties for profitable investment in export
sectors where developing countries have
demonstrated a comparative advantage.

Most industrial countries provide insur-
ance for new direct investment in devel-
oping countries, generally with coverage
of noncommercial risks such as expropri-
ation, losses due to war, and inconverti-
bility of dividend and capital transfers.
However, with the exception of Japanese
and Austrian direct investment, more than
half of which is covered by such insurance,
existing official arrangements cover only a
small fraction—generally less than 10 per-
cent—of industrial countries' total direct
investment in developing countries. The
World Bank is exploring a multilateral in-
vestment insurance scheme that would build
upon and complement existing national

Source: Fund staff estimates.
' The 1983 end of year stock figures equal the estimated book value of the stock of direct investment from industrial

countries at the end of 1978 plus total direct investment flows during 1979-83.
2 End of year. Includes short-term debt, but not reserve-related liabilities.
3 Total gross external liabilities are defined as stock of foreign direct investment plus total outstanding external debt.
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Foreign direct investment and external debt in developing countries, 1973-83

Share of foreign
direct investment

Stock of foreign Total outstanding in total gross
direct investment1 external debt2 external liabilities3

(In billions of dollars) (In percent)

1983
1973 (Estimate) 1983 1983

Seven major borrowers 20.0 59.6 350.1 14.5
Argentina 2.5 5.8 44.4 11.6
Brazil 7.5 24.6 88.0 21.8
Indonesia 1.7 6.8 30.4 18.3
Korea 0.7 1.8 38.9 4.4
Mexico 3.1 13.6 89.4 13.2
Philippines 0.9 2.7 23.9 10.9
Venezuela 3.6 4.3 35.1 10.9

Non-oil developing countries 47.0 140.9 685.5 17.0

©International Monetary Fund. Not for Redistribution



and private schemes (see "Increasing pri-
vate capital flows to LDCs" by Ibrahim
Shihata in the December 1984 issue).

Effects on external adjustment

The shift in the composition of capital
inflows into developing countries, toward
more bank credit and less direct invest-
ment, is likely to have increased these
countries' vulnerability to various economic
disturbances. This is because, unlike debt,
an equity investment requires no service
payments unless it earns a positive return.
In this sense, the greater the share of direct
investment in a country's portfolio of ex-
ternal liabilities, the greater is the share of
risk associated with economic disturbances
that is borne by foreign investors. In ad-
dition, since direct investment can be sen-
sitive to changes in a host country's relative
competitiveness, as well as to its interest
rate and credit policies, a higher proportion
of such investment in total capital flows
can increase the responsiveness of such
flows to a country's adjustment policies.

Because of the greater risk associated
with equity investment generally, returns
on such investments usually need to be
higher than those on external debt. The
combination of risk and return that a coun-
try is willing to accept is determined not
only by individual preferences within the
country but also by the costs associated
with maintaining service payments on for-
eign liabilities when economic conditions
deteriorate. These costs generally result
from the need to restore a sustainable
current account position either by reducing
aggregate expenditures or by switching
resources from nontraded to traded sectors.

There is some evidence that total returns
on equity investment are more correlated
with a country's ability to service its exter-
nal liabilities than are interest payments on
external debt. For a group of non-oil de-
veloping countries for which sufficiently
long time series are available on reinvested
earnings, the estimated annual rate of re-
turn on direct investment was positively
associated with the annual rate of growth
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of GDP; there was a similar, although much
weaker, association with the rate of growth
of exports. By contrast, there was little
association between these countries' rates
of growth of GDP or exports and the
average interest rate paid on their outstand-
ing external debt. The contrast in move-
ments in rates of return and interest rates
was particularly marked during the recent
recession.

In light of the relationships described
above, the process of adjustment to eco-
nomic disturbances should be easier in a
country with a large proportion of direct
investment in total external liabilities. For
28 developing countries that rescheduled
part of their external debt during 1983, the
stock of direct investment accounted for an
average of only 14 percent of their total
external liabilities (i.e., direct investment
plus external debt) at end-1983, compared
with an average of 24 percent for those 49
developing countries with available data
that did not reschedule debt.

However, the way in which variations
in profits affect current account adjustment
also depends on their distribution between
remitted dividends and reinvested earn-
ings, since this influences the immediate
foreign exchange outflow. The share of
earnings that are reinvested fluctuates sub-
stantially with changes in economic con-
ditions. For example, there are indications
that—at least during the recent recession—
remitted dividends declined much less than
did reinvested earnings, particularly for
direct investment in the manufacturing sec-
tors of developing countries.

Prospects and policies

The financing pattern that supported the
upsurge in current account deficits of de-
veloping countries through 1981 is unlikely
to be repeated. In particular, new net lend-
ing through the international banking sys-
tem is likely to be much more constrained
in the future, so that foreign direct invest-
ment will probably be needed to contribute
a greater share of future capital inflows.
New net bank lending to countries with
heavy principal payments on rescheduled
debt is likely to be particularly constrained.
These countries could find it advantageous
to encourage a greater inflow of direct
investment so as to maintain resource in-
flows sufficient to support an adequate
growth rate, as well as to reduce vulnera-
bility to any future deterioration in eco-
nomic conditions. There are, of course,
many other factors which will affect these
countries' overall growth prospects; for
example, higher domestic savings rates
could help achieve higher growth rates
without increased reliance on foreign
financing.

The scope and need for an increased role
for such investment can be illustrated in
the context of the medium-term scenario
for developing countries prepared for the
Fund's 1984 World Economic Outlook. Over
the period of the scenario, 1986-90, foreign
direct investment flows to non-oil devel-
oping countries are assumed to increase by
around 5 percent per annum in real terms.
However, the volume of direct investment
inflows would only reach the peak level
achieved in 1981 by around 1988 because
much of the growth would simply repre-
sent a recovery from the downturn in direct
investment that occurred in 1982 and 1983.

Such growth in direct investment flows
appears achievable for the group of non-
oil developing countries as a whole—though
not necessarily for each country—provided
that the generally more encouraging poli-
cies of recent years toward direct invest-
ment are maintained and that the improve-
ments in the world economic environment
assumed in the medium-term scenario are
achieved. If the exposure of international
commercial banks evolves as assumed in
the "base" scenario (i.e., with total expo-
sure unchanged in real terms, except for
trade-related credits, which increase in line
with imports), the share of direct invest-
ment in total financing of the combined
current account deficit and reserve accu-
mulation of non-oil developing countries
would rise moderately, to around 15 per-
cent in 1988-90 compared with some 11
percent during 1979-81. A more substantial
liberalization of policies toward foreign pri-
vate investment could lead to much greater
inflows.

Many of the more heavily indebted coun-
tries will need to make more substantial
changes in policies toward direct invest-
ment if they are to achieve the level of
inflows consistent with the growth pros-
pects of the "base" scenario. This will be
especially so if, as seems likely, new bank
lending to countries with a large volume
of rescheduled debt expands less rapidly
than lending to countries with a lesser debt
burden. ED

A longer paper on this topic by the author is
available as IMF Occasional Paper No. 33,
entitled Foreign Private Investment in De-
veloping Countries (forthcoming). Copies are
$7,50 ($4.50 to university libraries, faculty, and
students) and can be ordered from the Publica-
tions Unit, International Monterary Fund, Box
A-851, Washington, DC 20431, USA.
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Financing education
in sub-Saharan Africa
Issues of equity and efficiency of investment—some policy alternatives

Alain Mingat and George Psacharopoulos

A country's educational system is the back-
bone on which many specific develop-
mental objectives rest. The achievement of
literacy, a sustainable rate of economic
growth, and equitable distribution of in-
come can be hastened through investment
in education. Hence financial constraints
on investment in education can have ad-
verse long-term effects. This paper dis-
cusses these issues in sub-Saharan Africa,
where financial constraints are especially
pronounced, and contrasts the lessons to
be drawn from two regions—francophone
and anglophone Africa—that have fol-
lowed different policies in financing
education.

By any standard, economic growth in
Africa has been slow; when it is combined
with rapid population growth, the growth
of per capita income in some countries has
even been negative. The school-age pop-
ulation of Africa is the fastest growing in
the world and expenditure on education is
high compared with that in other devel-
oping countries, both in terms of the share

of GNP allocated to education and the share
of education expenditure in the state budget.
The latter share is particularly high in the
francophone countries.

Yet relatively high expenditures have
apparently had less impact in Africa than
lower expenditures elsewhere (Table 1).
School enrollment ratios—those enrolled in
relation to total school-age population—are
substantially lower than in other parts of
the developing world, while average adult
literacy rates are also lower. It is also
significant that while the burden of edu-
cation expenditures on the state is higher
in francophone than in anglophone Africa,
average enrollment ratios in primary and
secondary schools and adult literacy rates
are appreciably higher in the anglophone
countries. The effects of the higher govern-
ment spending on education in franco-
phone Africa are only evident in enrollment
in postsecondary education, which is twice
as high as in the anglophone group. Even
allowing for differences in the social, po-
litical, and economic characteristics of the

two groups of countries, the broader impact
of expenditures on enrollments and adult
literacy in English-speaking Africa dem-
onstrates what could be achieved else-
where.

Given the recognized impact of wide-
spread basic education and literacy on de-
velopment, it is important to isolate those
factors that could hinder the provision of
education to more people, particularly where
population growth rates are high. The pri-
mary factors in Africa seem to be, first,
very high costs per pupil (which are mainly
borne by the state) and, second, a bias,
particularly in francophone Africa, toward
encouraging postsecondary rather than pri-
mary education.

Costs and misallocation

In all country groups, developed and
developing, unit costs rise with the level
of education (Table 2). But at all education
levels, unit costs are proportionately high-
est in Africa, particularly those of primary
and secondary education in francophone
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Africa. The unit costs of primary education
in terms of per capita national product are
almost 2.5 times higher in Africa than in
other developing countries; the costs of
secondary education 4.5 times higher; and
those of postsecondary education 8 times
higher. These high costs are not attributable
to either low student-teacher ratios (which,
in fact, are on the high side in Africa, and
particularly so in francophone Africa) or to
the high quality of education, which entails
expensive inputs. One cause of these high
costs is teachers' salaries, which are high
in relation to available resources; primary

attain that education level (in relation to
those obtained from attaining the level
below it) with the aggregate costs (direct
and opportunity costs) borne by all partic-
ipants (state and individuals) in financing
education. The private rate is calculated by
a similar method except that it takes account
only of the costs borne by individuals. It
follows that the greater the state contri-
bution to the financing of education, the
greater the margin by which the private
rate of return exceeds the social rate. Esti-
mates of the social rates of return of the
various education levels can help the au-

school teachers' wages are, on average,
between two and three times higher in per
capita terms in Africa then in Asia or Latin
America, and wages in francophone Africa
are almost twice the level of those in their
anglophone counterparts (Table 3). Al-
though part of this difference could be
explained by the relative human capital
shortage in Africa, a great part is due to
ex-colonial links and the imitation of pay
scales in the metropolis.

A second reason is the very large-scale
state involvement in the financing of edu-
cation; this accounts not only for capital
and operating expenses but also for student
subsidies whose importance rises with the
level of education. State subsidization of
education is particularly pronounced in
francophone Africa.

Such large public involvement in the
financing of education would be justified
if it led to a socially efficient and equitable
outcome. One way to assess its social im-
pact is to compare the rates of return to
different levels of education. The social rate
of return for a given education level is
calculated by comparing incremental gains
accruing to society from individuals who

thorities decide on socially optimal resource
allocation, while estimated private rates of
return measure the incentives to individ-
uals to obtain a given level of education.

Data on returns to education in Africa
show investments in primary education to
be the most socially efficient. Table 4 shows
the private and social rates for three edu-
cation levels based on a sample of 44
countries, grouped by region or develop-
ment level. The social rates of return are
highest in primary education for all groups,
while higher education shows the lowest
social rates of return. The discrepancy be-
tween social and private rates increases
with rising education level—the increasing
difference being especially marked in the
African countries. Since it is the size of the
private returns that provides the incentive
to individuals to invest in education, it
follows that African students are given
strong incentives to invest in postsecondary
education. This incentive pattern is not
conducive to a socially efficient utilization
of national resources.

The strong incentives for individuals to
invest in postsecondary education also raise
questions of equity. It may be more equi-

table to provide fewer incentives to indi-
viduals to invest in postsecondary educa-
tion. First, it is primary education, which
can be regarded as both a fundamental
right of the individual and a sound eco-
nomic investment, that needs to be further
expanded—given its high social returns,
existing low enrollments, and more partic-
ularly its relatively low unit costs. Second,
state subsidization of students tends to be
greater the higher the education level. But
subsidies are not always necessary, since
students in higher education are more likely
to come from better socioeconomic back-
grounds (and could afford to bear a greater
share of the cost of their education) and,
again on average, will realize higher in-
comes from their studies. They could there-
fore reimburse the state for at least part of
the financial support they received while
studying.

Estimates of the share of student subsi-
dies (living expenses and stipends) in sec-
ondary and higher education confirm the
sharp contrast between the expenditure
pattern of the francophone and anglophone
countries of Africa. In both groups, public
subsidization for student living expenses
is notably higher than in Asian developing
countries, where they represent only 4
percent of the total public cost at the sec-
ondary and higher levels. In anglophone
Africa, student subsidies represent 14 per-
cent at secondary and higher education
levels, while in francophone Africa the
figures are much higher, 23 and 43 percent
respectively. In countries like the Congo,
the Central African Republic, and the Ivory
Coast, scholarships and social expenditures
even exceed teaching expenditures at the
higher level. Student scholarships repre-
sent on average 120 percent of per capita
GNP in the Ivory Coast, 160 percent in
Senegal, 700 percent in Mali and the Central
African Republic, and 800 percent in Niger
and Burkina Faso (formerly Upper Volta).

There certainly exist valid arguments for
subsidizing education systems and for not
subsidizing them, based on grounds of
efficiency, equity, ideology, politics, edu-
cational quality, or the flexibility of edu-
cational institutions. But when the afford-
able limit of state financing is reached, as
it has been in the Ivory Coast, for instance,
there is no option but to increase the private
share of the burden of financing education
or let its quality drop.

Policy implications

The high costs of education and low
enrollments in sub-Saharan Africa, often
combined with a socially inefficient em-
phasis on higher education, imply a need
to review the allocation of resources among
education levels to give higher priority to
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Table 1
Education expenditure and educational development1

(In percent)

, ., Enrollment . . „
Share of education Adult

in state budget Primary Secondary Higher literacy

Sub-Saharan Africa
Francophone2 22.6 46 14 2.4 18
Anglophone3 17.0 77 17 1.2 40

Asia
Southeast Asia & Pacific 15.0 87 43 9.1 71
South Asia 8.8 71 19 4.4 25

Latin America 16.9 90 44 12.0 83
Developing countries 16.1 75 23 6.9 53
Developed countries 9.0 100 80 22.1 99

Source: World Bank data.
1 Based on the latest data available, from the early 1980s.
2 Francophone countries include Benin, Burkina Faso, Burundi, the Central African Republic, Cameroon, Chad, the

Congo, Gabon, Guinea, the Ivory Coast, Madagascar, Mali, Mauritania, Niger, Rwanda, Senegal, Togo, and Zaire.
3 Anglophone countries include Botswana, Ethiopia, The Gambia, Ghana, Kenya, Lesotho, Liberia, Malawi, Nigeria,

Sudan, Swaziland, Tanzania, Uganda, and Zimbabwe.
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primary education, especially in the fran-
cophone countries. This priority is justified
on both economic efficiency and social
equity grounds.

Student subsidies could be gradually abol-
ished (or charges even introduced) to re-
coup part of the operating expenditures on
secondary and higher education. (A limited
number of scholarships or loans could be
selectively provided to students in partic-
ularly adverse financial circumstances.) Re-
ducing subsidies to individual students
would improve efficiency by giving them
more incentive to choose responsibly among
alternative education options. Some reduc-

tion in enrollments could result, although
it is known that aggregate demand is not
very sensitive to increases in the cost of
studies, especially when the private rate of
return is already high. On the other hand,
the "internal" efficiency of the education
system would improve—rates of dropout
and repetition would fall as students with
low aptitude or motivation attracted by
student aid leave the system. "External"
efficiency would also improve as students
would invest in specific training in response
to labor market signals, helping to improve
the linkage between education and the
labor market. Finally, overall efficiency
would improve as the resources saved could
be used for primary education, where unit
costs are much lower and social returns
much higher. Such reallocation would raise
both the real level of the country's educa-
tion investment and the overall rate of
return on education expenditures.

There are many arguments for and against
reducing student subsidies on equity
grounds, but in general those in favor of
maintaining them are unconvincing. Equity
in education has two objectives. The first,
equality of opportunity, means that edu-
cation opportunities should depend on in-
dividual aptitudes and efforts, and not on
ability to pay, geographic location, or ethnic

premise that they give access to education
to students who otherwise would not be
able to afford it. But subsidies are not the
only way of achieving equality of oppor-
tunity. Leaving aside subsidies that are
given to all students, irrespective of their
individual or family income status, a stu-
dent who has difficulty in financing his
studies could, instead of a scholarship,
receive a loan that would be repayable
when he is working and earning a relatively
high income.

Overall, therefore, the equity arguments
reinforce rather than diminish the efficiency
arguments in favor of reducing subsidies

affiliation. The second objective, income
distribution within society, rests on the
premise that, given initial conditions, ine-
quality of income is increased when more
is given to those who currently have more.

Improving income distribution clearly calls
for abolishing subsidies. As documented
earlier, average data for all countries show
that the higher the education level (partic-
ularly university education), the larger are
the subsidies (they are low or zero for
primary education). Higher education stu-
dents are, in fact, privileged in three mu-
tually complementary ways. First, by fi-
nancing their studies, the community
concentrates its resources on a small num-
ber of individuals; on average about 20
percent of the resources allocated to edu-
cation in African countries is concentrated
on students who represent less than 2
percent of their age group. Second, higher
education students tend, on average, to
come from privileged socieconomic back-
grounds; in most countries they contain a
disproportionately high share of children
of civil servants, salaried employees in the
modern sector, or urban families in general.
Third, these postsecondary students will
enjoy higher incomes than average during
their active lives and could therefore afford
to reimburse the community later for at
least part of the financial support they
received while they were studying.

The arguments for student subsidies to
ensure equality of opportunity rest on the

to secondary and higher education and
transferring the funds to primary educa-
tion, where they would be used more
efficiently and be distributed more widely,
to tHe benefit of less privileged social groups.
The arguments in favor of reducing or
abolishing student subsidies also apply to
the introduction of school charges at the
same education levels.

A new policy emphasis on primary edu-
cation is called for. It is important, however,
to ensure that, within the differing financial
constraints of countries, the allocation of
resources between the various types and
levels of education is consistent with na-
tional goals and social investment priori-
ties. These goals are typically those dis-
cussed earlier, that is, to a'ttain maximum
efficiency in education expenditure and
enhanced social equity both in terms
of access to education and income
distribution.

In general, these objectives imply that
greater emphasis should be placed on pri-
mary education. This would be simulta-
neously economically efficient and equita-
ble. Primary education tends to yield very
high social returns, enhances productivity
in a wide range of activities, and literacy
fosters further learning on the job or during
working life in general. More emphasis on
primary education—as mentioned earlier—
would enhance equity, by increasing op-
portunities for those who will not receive
other types of education; it would also be
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Table 2
Unit costs of public education at various

levels
(As percent of per capita GNP)

Primary Secondary Higher

Africa
Francophone 29 143 804
Anglophone 18 50 920

Asia
East Asia & Pacific 11 20 118
South Asia 8 18 119

Latin America 9 26 88
Developing countries 14 41 370
Developed countries 22 24 49

Source: World Bank data.

Table 3
Primary school teachers' salaries as

percentage of GNP
per capita, by region, 1978

Relative teacher salary

Africa 6.7
West 10.8
East 5.5
Francophone 1 1 .5

Asia 2.5
Latin America 2.4

Source: J. C. Eicher, Educational Costing and
Financing in Developing Countries: Focus on Sub-
Saharan Africa, 1 984, World Bank Staff Working Paper
No. 655.

Table 4
Private and social rates of return to education

(In percent)

Primary Secondary Higher

Private Social Private Social Private Social

Africa 29 29 22 17 32 12
Asia 32 16 17 12 19 11
Developing countries 29 27 19 16 24 13

Source: G. Psacharopoulos, "Returns to Education: An Updated International Comparison," Comparative Education,
Vol. 17, No. 3.
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socially desirable in many countries, par-
ticularly in francophone Africa, which have
relatively low levels of primary schooling.
It will be necessary, however, to ensure at
the same time that the development of
primary education does not exert excessive
pressure to expand secondary education.
Since in most countries the demand for
secondary education is high, a dual ap-
proach could be taken; secondary school
enrollment could be controlled by a price
mechanism (increasing the cost of studies,
for instance, by reducing subsidies or by
introducing school charges) and by offering
opportunities for rapid off-school voca-
tional training directly linked to employ-
ment opportunities.

The changing economic situation in most
countries and the adoption of new pro-
duction techniques mean that school sys-
tems, particularly in technical secondary
and in higher education, cannot be rigid
and must adapt to changes in job condi-
tions. It is therefore highly preferable to
develop a broad technical base and to leave
narrow specialization toward the end of
formal training. Technical education, as
commonly organized, is not only expensive
but may, in many countries, be unsyn-
chronized with the specific needs of pro-
duction, so far as one can judge from
employers' statements, employees' sala-
ries, and the absorption of graduates by
the labor market. The net result is that the
rate of return on any substantial develop-
ment of formal technical education may
not be warranted. Given these reservations,
this may be an appropriate time to examine
the question of whether formal education
is the best way of acquiring very specific
job skills or whether these should be pro-
vided within an enterprise before and/or
during employment.

Reducing costs

Education costs could be reduced by
improving efficiency, particularly that of
teachers. Reducing costs is a necessity for
all African countries but is particularly es-
sential for those with the lowest per capita
incomes. It has been shown that for some
countries it would be very difficult and a
long-term proposition to achieve full en-
rollment in primary education without a
reduction in unit costs.

A priori, two main groups of factors affect
unit costs: teachers' salaries and nonsalary
teaching expenses—books, materials, and
so on. (Welfare expenses are excluded.)
Teachers' Salaries affect unit costs through
average wages and average pupil-loads per
teacher. The higher the average salary, the
lower the pupil load, and the greater the
amount of teaching material used, the higher
is the unit cost.

What are the possibilities for reducing
unit costs per pupil? It is clearly not desir-
able to reduce nonsalary teaching costs;
these have, in fact, fallen during the last
ten years, in relative and in some cases in
absolute terms, and are now very low and
probably in many cases inadequate. Anal-
yses have even shown that increasing these
expenses would have beneficial effects and
that their economic efficiency is frequently
high.

By contrast, the scope for improving the
efficiency of teachers in various ways is
greater than it appears at first sight. Av-
erage staffing ratios are already high in
Africa, particularly in the francophone
countries, given available facilities. But fewer
teachers would be needed—and costs would
be lower—if the facilities were better. More-
over, in many countries pupils have short
school days, justified by their age, ability
to assimilate knowledge, and attention span.
But there is no reason why these short
days should also apply to teachers. De-
pending on the specific possibilities for
implementing changes, the number of
Working days a year or of working hours
a week per teacher could be expanded.

Finally, one could consider changes in
the pay of teachers. Here again, specific
situations will determine which of several
different types of measures is most appro-
priate to achieve changes. The most drastic
course would be to decree salary cuts, on
the grounds that teachers' salaries in rela-
tion to per capita GNP are higher in Africa
than in comparable countries, and are par-
ticularly high in francophone Africa. How-
ever, salary cuts have limitations as a meas-
ure to reduce costs. First, and for obvious
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political reasons, the reduction can only be
gradual. Second, it would be easier to
reduce teacher salaries if teachers were
already well paid compared with similar
professionals, such as civil servants. But
this is not the case; teachers in francophone
Africa are better-paid than their counter-
parts in anglophone Africa, but so are civil
servants in the francophone countries. Third,
there is a danger that reducing relative
teachers' salaries could reduce the incen-
tives to become a teacher or for teachers to
perform as well as possible. An additional,
divisive, factor is that the effects of cuts
may not be the same among teachers of
different disciplines, particularly in second-
ary education. While the effects can be
expected to be limited in the case of teachers
of literary subjects, they may be greater in
the case of science teachers, for whom
competing demand exists in most labor
markets. In this connection, the practice of
proposing pay scales regardless of relative
labor-market scarcities could also be re-
examined.

Other possibilities exist for reducing av-
erage salary costs per teacher, particularly
by altering the qualifications of the teaching
body. This concerns a direct trade-off be-
tween the "quality" of the teacher, meas-
ured by his academic qualifications, and
the number of pupils the country can afford
to enroll in school within a given financial
budget. Thus, while teachers with high
academic qualifications are probably better-
qualified to exercise their profession, em-
ploying teachers with lower qualifications
(at lower salaries) would release funds that
could be used to increase enrollment. The
efficient and equitable use of resources may
require a loss in terms of knowledge ac-
quired by individual pupils (because teach-
ers are less qualified) in order to achieve a
gain in enrollment within a given budget.

Conscious tradeoffs

This last point illustrates the difficulty
facing educational policymakers in most
countries. Every decision involves tradeoffs
between highly desirable outcomes. Ide-
ally, one would like to have a higher level
of enrollment, better-paid teachers, higher
levels of cognitive achievement, and free
education. But this review of education in
Africa shows that choices among priorities
have to be made.

Some of the priorities pointed out in this
article may appear politically unacceptable,
namely, reducing subsidies for higher ed-
ucation or even the recovery of part of the
social cost of education from the beneficia-
ries. But as our review has also shown,
changes in educational financing policies
can have desirable effects on a variety of
social welfare indicators, including equity.

ED
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Urbanization patterns
in the Third World
How to create a basis for efficient growth

During the final two decades of this cen-
tury, an estimated 1.1 billion persons will
be added to the urban population of the
developing world. In virtually all these
regions, urban population growth between
1980 and 2000 will match or exceed the
existing levels. Urban growth is rather an
abstract concept, but the concentration of
more people in larger cities is very visible.
There are already 125 cities in the devel-
oping world with more than one million
inhabitants each; these centers have a total
population of 355 million. United Nations
forecasts for the developing world predict
that by the year 2000 the number of cities
with more than one million residents will
approach 300, and have a combined pop-
ulation of almost one billion.

Third World urbanization is taking place
at much lower per capita income levels
than those of developed countries in pe-
riods when their urban growth was com-
parably fast. Thus, even in the best of
circumstances, planners and policymakers
in developing nations face more difficult
trade-offs than their earlier counterparts in
the industrial world in dealing with urban
management issues. These problems are
compounded by the weak analytical frame-
work within which decisions on urban
management are taken.

Most of the anxiety concerning urban
settlement patterns in developing countries
is based on the belief that these do not
conform to some "optimal" geographic dis-
tribution of population. This is generally
defined as a landscape covered with a

network of small- and medium-sized cities
whose size depends on the country's pop-
ulation. These centers, each growing at
similar "moderate" rates, would, according
to this view, collectively produce at least
as much output as would a pattern of
urbanization dominated by large cities. The
purported advantage of the optimal pattern
would be that the rural sector could evolve
without the need to shift large groups of
workers to large cities. According to this
scenario all areas, urban and rural, could
be upgraded simultaneously, and public
services provided faster and more cheaply
than if urbanization were concentrated in
large centers.

In the name of this vision of "balanced"
urban growth, some economic policymak-
ers advocate regulations and licenses to
limit immigration and employment growth
in large centers. But the full implementation
of this strategy is usually frustrated by
competing interest groups within the gov-
ernment, who see in the concentration of
urban population and production a pow-
erful potential for cost savings. By increas-
ing production costs, the redirection of
activity to smaller centers would, they be-
lieve, impede economic growth.

Urban economists maintain that both
positions have faulty analytical founda-
tions. The optimum geography school, they
argue, misunderstands the determinants
and consequences of migration to large
cities. By extension, it also ignores the
crucial role played by the location decisions
of producers of goods and services in shap-
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ing city size. As outlined below, large cities
grow because it is advantageous to operate
many businesses in such an environment.
This is true even when such location de-
cisions are evaluated using price signals
corrected to eliminate distortions such as
subsidies. The decisions of many native
and immigrant workers to locate in such
cities can be justified, as well. In particular,
migrants tend to move from places per-
ceived to have limited economic opportu-
nity to areas where options are broader.
These individuals are usually well-equipped
to start anew. Once settled, migrants tend
to fare as well as their nonmigrant coun-
terparts in the city. Furthermore, their places
of origin also benefit, through reduced
population pressure and the inflow of re-
mittances.

None of this is meant to deny that rapid
city growth is difficult to accommodate. In
larger cities, the unit costs of additional
infrastructure may be relatively high.
Nevertheless, even in such cities/services
can be provided, at affordable standards,
without drawing on subsidies paid by the
nation as a whole.

This does not mean that only large cities
are socially efficient in accommodating
nonagricultural economic and demo-
graphic growth. Concentrationists assume
that the clustering of nonagricultural eco-
nomic activity in a few large cities, which
occurs when import-substituting indus-
trialization is imposed on an economy with
few suitable locations, would remain the
norm even under less distorted macro-

Finance b Development I March 1985 39

©International Monetary Fund. Not for Redistribution



economic policies. But in the general econ-
omists' view, the problem lies in condoning
policies that indiscriminately pour huge
subsidies into import substitutes that are
otherwise unprofitable over the foreseeable
future. Since the cheapest places to man-
ufacture these products tend to be large
cities, where infrastructure, skilled labor,
government favors, and markets are most
accessible, forced industrialization ends up
promoting the premature growth of large
urban centers and retarding potential urban
growth elsewhere. Such an approach leads
to inefficiency because it discriminates
against the rural sector, and thus against
smaller regional cities, in favor of an in-
dustrial development that is often inappro-
priate over the short and medium term,
given the resource endowment of even the
most advanced regions of developing
countries.

Urban economists advocate a different
approach. For them the key questions are
whether cities, regardless of size, are ef-
fectively managed; whether local authori-
ties can raise resources and tailor expend-
itures to foster economic development,
building on past growth; and whether the
macroeconomic environment biases the lo-
cation of economic 'activity. In the final
analysis, the spatial distribution and con-
centration of population and production is
an outcome of the organization of the
economy, as well as of geographic con-
straints. City sizes and urban settlement
patterns cannot be "willed" into being; they
are dependent on the economic system.

Stages of urbanization

In most countries, during the early stages
of development, the degree of urbanization
appears to be closely associated with the
rate of economic activity. Rapidly growing
economies urbanize more quickly than
slowly growing ones; and urbanization re-
sponds more immediately to economic
growth at low levels of per capita income
than at higher levels. In the course of
development, there is a systematic shift
from natural resource-based activities to
secondary (industrial) and tertiary (service-
based) ones. These locate in cities and
towns for a straightforward reason: pro-
ductivity is enhanced by the concentration
of people and capital. Such "agglomeration
economies" that flow from proximity to a
source of production are enhanced by tech-
nologies that permit increased output per
unit of land in secondary and tertiary
production.

The size, number, and distribution of
cities are also affected by national or re-
gional production patterns, namely, by the
tradable goods and services that cities ex-

port to other areas, as well as the demand
generated for purely local goods and serv-
ices. The development process that in-
creases overall urbanization also changes
the composition of tradables produced in
urban centers. This has implications for the
types of urban centers that are likely to
grow relatively rapidly at each stage.

Assuming a country is well endowed
with natural resources and manpower, its
urban evolution typically follows a pre-
dictable pattern. Early urbanization will be
closely linked to servicing agriculture, pro-
cessing natural resources for regional or
international markets, and producing sim-
ple manufactures that are competitive with
potential imports. Such activities might
include mining and agroprocessing, the
production of construction materials, bev-
erages, textiles and handicrafts, and the
repair and production of simple structures
and machines.

At this stage, many of the constraints
associated with such an underdeveloped
economy are indeed best overcome in the
larger centers. They have a relatively large
and diversified pool of labor; information
is available about new markets or technol-
ogies; and more infrastructure is in place
than in the less visible, smaller centers.
Large centers also generally combine siza-
ble local markets with access to the outside
world. Major ports, for example, can gen-
erate income from shipments of exports,
while making imports available to local
producers without exacting a high sur-
charge for domestic land transportation.

These factors suggest that the leading
productive activities of early industrial de-
velopment will be located in large centers.
The exceptions include (1) plants using
inputs that are perishable or undergo large
weight losses in processing; (2) establish-
ments processing resources shipped di-
rectly to export markets; (3) enterprises
marketing products at prices competitive
with those of products shipped over great
distances; and (4) agribusiness and local
administrative services. As long as indus-
tries can produce substantially more cheaply
by being concentrated in a few large cen-
ters, the basis for extensive trade between
many cities is limited, and the development
of rapidly growing, specialized secondary
centers postponed.

Assuming moderate competence in the
public sector, development constraints
should ease in the periods that follow.
Production will become more diversified;
engineering, metallurgy, and other modern
subsectors will appear; and the centers will
expand. Metropolitan establishments will
create branch plants or transfer their op-
erations to these nearby areas, taking ad-
vantage of lower land, labor, and transport

costs. Local entrepreneurs in these same
emerging, but still dependent, communi-
ties will expand their activities, responding
to the new opportunities offered by im-
proved accessibility, better public services-,
and the selective cost savings available
outside the major centers.

But the process of growth in self-standing
secondary centers will be slower, and de-
pend primarily on local entrepreneurs and
investors. Secondary centers will only be-
gin to emerge as the production and mar-
keting processes of an increasing number
of activities become more standardized; as
transport and communications become eas-
ier; and as local investments in public
services and trained manpower are in-
creased. There will then no longer be an
automatic link between lower production
costs and greater city size.

As development proceeds, a variety of
industrial firms find that they can be most
efficient if they locate themselves with firms
producing similar products, in smaller ur-
ban centers, where land is inexpensive and
labor available at relatively low wages.
Improved roads and communications allow
these "peripheral" producers to reach ever-
wider domestic and international markets.
The stage is thus set for secondary centers
to specialize in particular types of relatively
routine activity, reap the benefits of lower
costs associated with the concentration of
production within an industry, and trade
extensively. Large centers then find new
sources of comparative advantage by at-
tracting selected high-growth activities, in
many of which production is still cheaper
in major cities. These activities involve the
production of unstandardized, advanced
technology items; sophisticated business
services; and goods subject to rapid changes
in input or output characteristics. Metro-
politan markets also continue to attract a
variety of small firms producing consumer
goods.

Role for public policy

During the earlier stage of development,
when decentralized industrialization is lim-
ited by the fact that most economic activity
has to be concentrated, it is quite useless
to try to force it away from large cities. But
as more infrastructure is installed, and
experience with industrial processes in-
creases, the encouragement of secondary
centers becomes consistent with maximiz-
ing national economic growth. To foster
the expansion of tradable goods and serv-
ices in secondary cities—and local activities
that respond to that growth—public serv-
ices must be improved and regional and
interregional access enhanced. At one level,
this may appear intuitively obvious; better
infrastructure reduces the overall costs of
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doing business. Less apparent is the im-
portant role these improvements play in
attracting and retaining highly skilled
workers, managers, and entrepreneurs,
whose absence can be a critical constraint
on the growth of productive activities in
secondary centers.

Studies in both developed and devel-
oping countries have demonstrated that
highly skilled and unskilled labor are rather
poor substitutes for each other. This means
that the additional production of tradables
requires fairly rigid combinations of skills;
it is thus constrained by factors in short
supply, typically skilled labor. Skilled
workers base their decisions, at least partly,
on the amenities offered by different work
centers. Spontaneous, decentralized growth
therefore depends on overcoming the "dis-
amenities" of secondary centers, often by
extending and improving public services.
As these improve, local businesses can
reduce the wage packages they offer to
skilled workers. At some stage, the result-
ing savings may not only allow greater
scope for expansion for individual firms,
but may even determine the viability of
many lines of activity in any given urban
center.

Public policies have important effects on
the development of particular cities—even
where they are not designed to—through
attracting scarce skills. Such implicit effects
are difficult to measure with precision,
since the eventual impact of these policies
depends on the even more indirect ways
in which factors of production (labor, cap-
ital, and land) adjust to them. Some general
conclusions can be reached, however, on
the most effective policies.

The first is that any measure promoting
a given activity will benefit the urban area
in which it is located. The requirements of
different production processes vary widely
across industrial subsectors, as do the sup-
plies of particular inputs across cities. At
one extreme, some inputs—such as easy
access to an international port or to central
government officials—may be available at
only a few locations. Policies promoting
firms dependent upon such inputs may
result in long-term advantages for those
urban areas.

As already mentioned, experience in a
range of developing countries suggests that
most heavily protected activities tend to be
located in large urban centers, where they
can satisfy their exceptional need for im-
ports, sophisticated factors of production,
and access to officials who grant discre-
tionary favors. This effect implies that the
greater the bias in favor of import substi-
tution, the greater the incentive to concen-
trate production and population in a major
metropolis.

Clearly, a shift in the emphasis of public
policy away from a protectionist trade re-
gime would benefit secondary cities. The
full effects of a change in policies would
take time to be felt, especially if the overall
level of economic development is low. Even
if trade protectionism were reduced, for
instance, diversified industrialization out-
side a handful of cities would be con-
strained by poor access to national or in-
ternational markets, limited availability of
local infrastructure, and a persistently un-
even distribution of skilled workers. Never-
theless, reductions in market distortions,
implemented primarily to enhance macro-
economic performance, would also help to
disperse production geographically over
the long run. With reasonably uniform,
and relatively low, protection for all sectors,
for example, industrial activities would
emerge that could provide the basis for the
efficient growth of smaller centers. Simul-
taneously, careful management of the de-
velopment process would allow for invest-
ments that would gradually ease locational
constraints. In the long run, more cities
would be able to accommodate more pro-
ducers, and modernization would no longer
coincide with growth in one or two centers.

Similar comments could be made about
the organization of financial institutions
making long-term loans in developing
countries. Both cities and the establish-
ments within them must be able to match
self-generated resources with loans, to fi-
nance long-term growth. Cities are rarely
encouraged to compete with one another
for access to loans, and most investments
are paid for by handouts from the central
government, which tends to discriminate
in favor of large cities, especially the capital.
Business finds that public development
banks discriminate in favor of enterprises
capable of establishing and maintaining
face-to-face contact in the principal financial
centers. Because of various institutional
restrictions, commercial banks in secondary
centers do not fill this void by providing
long-term capital. As a result, in secondary
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cities, all but the very largest firms are
frozen out of the market for long-term
funds, even when their real returns are
high.

These examples illustrate one point: if
any individual sectoral policy is ill-advised
on macroeconomic grounds, and hampers
the development of most urban centers,
the latter is one more reason to consider
reform. Ignoring the implicit impact of such
policies on urban centers means encour-
aging the selective reinforcement of partic-
ular cities at the expense of others, even
when there is no efficiency rationale for
doing so.

Effective interventions

At any given time, only a few public
initiatives will be possible, and unfortu-
nately, the very conditions that call for
remedial action limit the funds and the
competent personnel available to imple-
ment it. In addition, urban growth is the
outcome of decisions by millions of indi-
vidual households and businesses concern-
ing location; these processes are so complex
and so interdependent that policies can do
little more than set the broad parameters
for such decision making.

For these reasons, the temptation to as-
sign an optimal size to each city as a ^oal
of public policy, and to back that up with
city-specific licenses, prohibitions, and sub-
sidies, should be resisted. Experience has
shown that the implementation costs of
such "direct" approaches are prohibitively
high, while the benefits would be small
compared with those that would emerge
from improved macroeconomic and sec-
toral policies.

In fact, the relative attractiveness of cities
depends most on policies that have little
of the gloss and glamor of traditional "spa-
tial" policies. Although there is no quan-
titative model that can be used to predict
the changes in relative city sizes that would
be caused by particular policy reforms, the
net effect of more efficient macroeconomic
and sectoral policies is to encourage more
decentralized urban development in the
long run. This decentralized development
will occur not because it is politically de-
sirable but because it allows the actual
growth of national output to approach its
potential.

Some recommendations are possible on
the basis of an analysis of the potential of
and limitations to effective public policy.

• Large dividends can be reaped by
gradually improving the access of second-
ary centers to domestic and international
markets. These will reduce the importance
of physical proximity to the main consumer
markets, which otherwise largely dictates
location.
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• Improved transport and communica-
tions must be accompanied by a reduction
in the role played by discretionary incen-
tives, which depend on access to govern-
ment bureaucrats. These incentives distort
production, decisions, while encouraging
business to locate near the centers of gov-
ernment power.

• Price incentives that encourage eco-
nomic activities to become concentrated in
large cities, especially those incentives as-
sociated with international trade regula-
tion, should be modified to reduce the bias
against secondary centers.

• A reform of macroeconomic and sec-
toral policies must include measures that
free the rural sector from punitive domestic
controls, heavy implicit or explicit export
taxes, severe constraints on the use of yield-
boosting inputs, and poorly planned sys-
tems of credit. A healthy rural sector pro-
vides a base for the expansion of firms in
secondary cities, while improving overall
national growth prospects.

• Government should be encouraged to
develop industrial zones and discrete es-
tates only in areas of proven growth or
well-documented potential. The opportu-
nity cost of underutilized public investment
in industrial infrastructure is so high that

developing countries cannot afford to in-
vest to induce firms to move to areas with
limited potential. At most stages of devel-
opment, the areas with potential for in-
dustrial growth are clear; elsewhere, the
obstacles to growth are such that even
radical improvements in infrastructure will
not promote it.

• Public industrial investment should
not be made to accommodate arbitrary
regional dispersal objectives. It can be ar-
gued that public enterprises have a special
role to play in pioneering the development
of nontraditional locations. However, if this
is taken to mean that public ventures should
indefinitely accept sharply lower profits,
such a view is debatable, if not unaccept-
able. Public ventures should be sited in
areas of known development potential,
except where the inputs used (e.g. min-
erals) justify an unusual location.

• Improved access to public services and
education in individual urban areas plays
an important role in increasing the relative
attractiveness of secondary centers over
time. To avoid waste, to leverage scarce
central government resources, and to direct
investments to growth areas, cities should
compete with one another for grants and
loans. This process of "self-selection" would

force localities to make substantial efforts
to mobilize resources, both to match grants
and to pay off loans.

In the end, spatial patterns of population
and employment are the indirect outcome
of the policies, geographic features, and
stage of development that shape the be-
havior of households and enterprises. The
history of explicit spatial policies demon-
strates conclusively that promoting loca-
tions to achieve some arbitrary spatial goal
is often counterproductive. Instead, poli-
cies should ensure a macroeconomic en-
vironment that supports efficient and broad-
based growth, and back this by a gradual
expansion of interregional investments in
transportation, communications, local in-
frastructure, and education. Most city-
specific investments should be contingent
on substantial local financing; subsidization
of the urban sector, or any of its component
parts, should be avoided. This approach
should effectively moderate the growth of
cities whose expansion, at the margin, is
costly, and will minimize the subsidization
of city dwellers by rural residents. It is with
such mundane prescriptions, applied con-
sistently over time, that the spatial con-
straints on development can be removed
without reducing economic growth. ED
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The role of
development finance corporations

Experience in India and Korea

Joslin Landell-Mills
External Relations Department, IMF*

Development finance corporation is the
World Bank's name for an institution more
commonly known as a development bank.
Originally designed to complement existing
financial arrangements, these corporations
have generally been established in devel-
oping countries where commercial banks
are not able to provide either the longer-
term financing needed for development
projects or short-term loans to unproven
entities that nevertheless have the potential
to contribute to growth. Commercial banks
in these countries traditionally finance in-
ventories in urban trade and industry. Their
loans are generally short term; the borrow-
ers' inventories form collateral; and the
recipients of the funds typically have an
established financial record. Because these
banks are usually risk averse, and do not
have the capacity to evaluate longer-term
or unusual projects submitted by unproven
borrowers, commercial bankers neglect the
investment opportunities that could be prof-
itable beyond the short term. DFCs were
conceived to meet several needs—to make
the long-term loans or equity investment
required by a nascent industrial sector; to
strengthen national development strategies
by investing in rural areas or by improving
project appraisal methods; and, no less
important, to mobilize long-term invest-
ment resources.

This article looks at the Bank's experience

with two of its most successful DFC bor-
rowers during the 1970s—the Korean De-
velopment Finance Corporation and the
Industrial Credit and Investment Corpo-
ration, India—to illustrate how effectively
such institutions could be adapted to dif-
ferent conditions in an economic environ-
ment not always conducive to long-term
investment. The Bank has been lending to
DFCs since the 1950s, when inadequate
long-term credit was widely recognized as
a primary constraint on the growth of the
private industrial sector in the developing
world. The investments suitable for pro-
moting each individual project in the sector
were relatively small—and therefore too
expensive in terms of cost and staff time—
for direct Bank loans. The Bank viewed
DFCs as a way of financing a broader cross-
section of enterprises than it would other-
wise be able to reach. It also saw DFCs as
potential catalysts for local development
initiatives; through their work with raising
resources and stimulating local entrepre-
neurs it was hoped that they would become
a source of innovative solutions to local
constraints.

The main contribution that KDFC and
ICICI made during the 1970s to working
out new solutions to investment problems
was probably to instill the discipline of
systematic project design and evaluation
among their clients. KDFC also introduced

novel features in its project design to ad-
vance broader development objectives: it
attempted to diversify the domestic finan-
cial system by introducing instruments to
promote resource mobilization, and it ex-
panded its activities in the industrial sector.
These activities were particularly appro-
priate in a country such as Korea, where
the financial sector needed to become more
flexible and sophisticated to sustain growth
in its already very highly developed in-
dustrial sector. In India, however, a major
constraint on growth in the 1970s was
limited purchasing power in the rural areas,
and ICICI, while remaining financially prof-
itable, emphasized the promotion of pro-
ductive industrial enterprise in backward
areas. It developed a sophisticated ap-
proach toward the economic evaluation of
these projects, which in general achieved
high economic returns in difficult growth
conditions.

Flexibility

It is difficult, of course, to draw general
conclusions from the individual experi-
ences reviewed in the illustrative boxes on
these two corporations. Many external and
often unique factors affected the perform-

*This article was prepared when the author was
Assistant Editor of this journal.
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ance of these DFCs and could have been
crucial in their success. KDFC, for instance,
provided scarce foreign exchange to Ko-
rea's industrial sector at a time when this
was growing at an average annual rate of
14 percent. In addition, both KDFC and
ICICI were particularly well-managed and
efficient compared with other DFCs, and
were able to train and retain staff because
there was a steady supply of skilled people
within the country available to competing
institutions. Few other developing coun-
tries are so fortunate. Both ICICI and KDFC,

too, formed part of a relatively well-
developed financial system, in which they
were able to find a role for themselves;
they did not encounter the operational
problems of DFCs in countries with less
mature financial sectors. However, a large
part of their effectiveness must be attrib-
uted to their own efforts.

In particular, both have demonstrated a
consistent ability to adapt to fit the invest-
ment needs of the time. Since the early
1980s, like all other financial institutions,
DFCs have been affected by a deteriorating

economic environment. Largely because of
the increasing levels of financial distress
experienced by the industrial corporate sec-
tor in many developing countries, there
has been a marked deterioration in the
quality of most DFCs' portfolios. KDFC—
which became the Korea Long-term Credit
Bank in 1980—and ICICI have faced the
same problems, but their difficulties have
not been so acute. During the latter part of
the 1970s both corporations faced falling
demand for foreign exchange and an in-
creasing call for domestic currency loans,

The Industrial Credit and Investment Corporation of India

The Industrial Credit and Investment Corporation of India
has had a relationship with the Bank for many years; the Bank
was involved in its creation in 1955. The Bank's experience
with it, as well as with KDFC, provides a practical example
of how DFCs can function effectively in contrasting
environments.

ICICI allocates resources to viable projects in the industrial
sector. These may be privately owned or ha~ve joint government
ownership. During the 1970s, the Bank granted loans to the
Corporation to support its financing particularly of private
productive enterprises in backward areas. This emphasis was
echoed later in a shift in the government's priorities toward
the development of small-scale, labor-intensive enterprises.

Between 1972 and 1978, industrial production in India was
growing at about 5 percent a year, with a sharp increase in
1975-76, followed by a decline in 1977-78. Industrial invest-
ment remained fairly stable at 1973 levels, while private sector
investment fell after 1975. However, ICICI was able to maintain
a steady annual disbursement rate of 14 percent, in concord-
ance with projections. In terms of its contribution to total
investment in India, its disbursements fell as a share of
investments made by all financial institutions—from a high of
about 18 percent in fiscal year 1973 to about 11 percent in
fiscal year 1977. But its lending is mainly directed to the
industrial sector, and here its share more than doubled over
the period—to reach over 10 percent in fiscal year 1977. This
is primarily the result of the combination of its own high
disbursement rates and sluggish national investment.

ICICI did not engage in activities in securities and capital
markets in a major way, but it promoted new enterprises by
underwriting or direct subscription—providing, on average,
almost 13 percent of disbursements in these activities by all
financial institutions during the 1970s.

Financially, the Corporation's performance was better than
expected. Net profits as a percent of equity were, on average,
12 percent between 1971 and 1977, while they were projected
to be about 10 percent. It increased its lending and dividend
rates in line with its profits and was able to redeem some
debts two years ahead of schedule in 1975. In general, its
debt/equity ratio was kept within its contractual limits. How-
ever, total arrears increased almost threefold during these
years, mainly because of some 35 problem companies—in the

metals and electrical equipment sectors—which were badly
affected by the oil crisis and the subsequent business recession
in India. But these problems were manageable and did not
have a serious impact on the Corporation's portfolio. Its
profitability also testifies to its capacity for sound project
evaluation. Consistent with its emphasis on development
work, ICICI was the first DFC associated with the Bank to use
systematically advanced economic evaluation methodology. It
has a particularly good record in appraising large-scale complex
projects.

It was also able to diversify its sources of foreign exchange
somewhat, and was successful in raising domestic currency
by obtaining a government guarantee on two 15-year bond
issues. ICICI has always accounted for the bulk of foreign
exchange disbursements made by India's financial institutions,
but during the 1970s the share of its rupee disbursements rose
from being about 28 percent of its total investments to represent
almost 46 percent by fiscal year 1978. This increase was due
mainly to the fact that more domestic goods were available to
local enterprises, and also that they had alternative sources of
foreign exchange.

The efforts made by ICICI to increase its promotion of
projects, particularly in backward areas, led lending to these
regions to increase by almost 30 percent of its total approvals
between 1955-70 and 1974-76, some 6 percent of the total
financing going to new entrepreneurs. Out of the 392 projects
financed during the 1970s, 60 were new, and 63 were in
backward areas. However, ICICI does not lend to small-scale
enterprises; these are financed by institutions specifically
catering to them.

Economic conditions in the 1970s in India were not partic-
ularly conducive to profitable long-term investments: growth
in industrial production was sluggish; investment rates were
low; and general conditions were not such as to promote
enterprise. ICICI's problems with arrears, implementation
delays, and cost overruns reflected those conditions. Further-
more, it was not easy for ICICI to diversify its sources of
foreign funds. In spite of these disadvantages, ICICI's prof-
itability was high, its investment levels well above average for
similar national institutions, and its efforts to promote indus-
trial enterprise in backward areas were sustained and
sustainable.
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as more firms needed domestically pro-
duced equipment. ICICI wag able to re-
spond, and its domestic currency lending
became an increasingly important part of
its portfolio. KDFC was initially precluded
by its charter from mobilizing domestic
currency resources (except in the form of
equity), but since its transformation into a
long-term credit bank, it can issue long-
term domestic currency debentures and
accept domestic currency deposits from
corporate borrowers. The share of domestic
currency loans in its total loan portfolio has

risen substantially. Both corporations have
changed materially since 1980, as the need
has grown to diversify their sources of
funds and the scope of their operations.

In spite of their different functions, and
the differing economic environments in
which they were pursued, the two DFCs
discussed demonstrate some important
common features which have a bearing on
how institutions such as these can continue
to play a role in the development process.
The Bank first supported DFCs as a way
of reaching the small entrepreneur and

providing what was then the industrial
sector's most scarce and most needed re-
source—foreign exchange—a resource that
DFCs supported by the Bank had privileged
access to. But as their domestic capital
goods sectors grew, many of the inputs
needed by borrowers began to be produced
locally, and both ICICI and KDFC were
able to expand their domestic currency
borrowing and lending. This flexibility was
an important factor in their capacity to
maintain a high level of operations (and
profitability) since the 1970s. ED

The Korean Development Finance Corporation

The Korean Development Finance Corporation was estab-
lished in 1967 as a privately owned corporation to accelerate
industrial growth by providing long-term finance to private
manufacturing enterprises. Until 1980, when it became Korea's
first long-term credit bank and was authorized to expand its
domestic currency lending, KDFC dealt almost exclusively in
foreign currency long-term loans, and investments. During
the decade that followed its creation, the Korean economy
was growing at about 10 percent a year, and the export-
oriented manufacturing sector at 18 percent a year, supported
by an annual gross capital investment of about 12 percent a
year in real terms. Commercial banks were, and continue to
be, the principal institutional source of funds to the private
sector; KDFC was a major provider of long-term foreign
exchange financing to medium- and large-scale private enter-
prise that did not receive government funds.

During the 1970s, the Bank made five loans to KDFC to
meet the corporation's foreign currency requirements over the
period. The Bank's experience with these loans provides a
useful illustration of the ways in which KDFC was able to
experiment with promoting manufacturing, albeit in a booming
economic environment, and remain financially profitable. Each
loan had a slightly different emphasis; the first ones aimed
primarily to ensure efficient allocation of scarce foreign re-
sources to private business and to strengthen the institutional
side of KDFC, particularly its economic analysis. With insti-
tutional strengthening achieved, the next loans stressed the
Corporation's development potential—to expand export-
oriented enterprises, to deepen and strengthen the financial
system, and to promote small entrepreneurs in the business
of producing machinery and agro-industrial products in less
developed areqs.

Between 1971 and 1979, the corporation used its Bank funds
to invest in 146 projects (108 of these investments were for
the expansion and modernization of existing firms). Few had
cost overruns, and most were completed on time. In their first
year of operation, 42 had losses and 24 of these ran at a loss
in their second year, but by 1979 most were financially sound
and none were in arrears. These projects created a total of
12,950 jobs, and generated returns and exports well above
estimates. The export-oriented textile industry received 20
percent of the, loans made, and, in line with government

priorities, machinery, deep sea fishing, and marine transport
received significant shares.

The success of its lending to projects reflected the Corpo-
ration's sound appraisal and evaluation capacity. This is also
evident in its ability to raise foreign resources; between 1969
and 1979 it mobilized $561 million, about 79 percent from
official sources, although its reliance on these is rapidly
decreasing. KDFC's net income rose by 25 percent annually
between 1971 and 1979, and paid a return on equity of about
17 percent a year (although the effective rate is much lower
given the 6.5 percent devaluation of the won against the dollar
over the same period). It should also be rioted that KDFC was
able to increase its share capital through offerings in the market
during this period. Perhaps the greatest achievement of the
Corporation in terms of efficiency was to reduce its operational
expenses from 2.4 percent of assets in 1971 to 0.9 percent in
1979. ;

Profitable operation is clearly a sine qua non for an enterprise's
existence, but to perform its proper function, a development
finance company has to play more than a financial role. After
1975, KDFC had a developmental strategy which it pursued
in an innovative and highly successful way. To draw more
enterprises into the financial net, KDFC helped to establish a
leasing company to purchase foreign and domestic manufac-
tured equipment and lease it to firms that could not otherwise
afford it. The Corporation also cooperated with some of Korea's
regional commercial banks to increase the funds—particularly
in foreign currency—available to small enterprises in rural
areas. To promote technology development, it helped to found
a firm that assists ventures using technical patents and pro-
cesses developed by another company supported by KDFC.
To diversify the financial system, it helped to establish an
institution to handle short-term credit transactions—an inno-
vation that led to the establishment of 15 other short-term
financing companies between 1973 and 1979. By the end of
1979, these companies had mobilized 765 billion won (about
$1.6 billion) in discounted notes.

Although KDFC only accounted for 23 percent of total fixed
investment in Korea's manufacturing sector between 1971-78,
it created 44,600 new jobs out of a total of 1.7 million in that
sector. Its ability to innovate in the financial sector, and its
efficient operation clearly had a greater impact than the size
of its investments would indicate.
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WORLD ECONOMY IN TRANSITION

The financial system can have an impor-
tant influence on the real sector of any
economy, and the behavior of the mone-
tary aggregates is a valuable indicator of
conditions in the economy, as well as a
guide for setting macroeconomic policies.
Charts 1 and 3 use a narrow definition of
money (M]), which comprises the financial
claims that can be used as a means of
payment, viz., currency held by the public
and demand deposits in central and com-
mercial banks. This measure is called
money in International Financial Statistics.
Charts 2 and 4 use a measure of broad
mpney (M2) that includes the time, sav-
ings, and foreign currency deposits (often
referred to as quasi-money) of those same
institutions in addition to deposits in-
cluded in money. As can be seen from
comparing Charts 1 and 2, broad money
has almost invariably grown faster than

Money, 1951-83
narrow money, although the growth rates
of the two magnitudes have displayed
similar features.

During the 1950s and 1960s, both the
industrial and developing countries experi-
enced roughly similar moderate upward
trends in the growth of both monetary
aggregates. The growth rates for all groups
increased further in the early 1970s, but
from about the mid-1970s, the monetary
growth rates for the industrial and non-oil
developing countries became increasingly
divergent. In the period covered by the
charts, the gap between these two groups
was greatest in 1983.

Developing countries generally have a
high proportion of the means of payment
(MO held as currency, although there has

been a downward trend in this ratio over
the 33 years covered by Chart 3. In 1983 the
ratio for non-oil developing countries was
43 percent, compared to 28 percent for the
industrial countries.

The income velocity of broad money in
Chart 4 shows the trends in the value of
transactions financed by a unit of broad
money. The stability of this ratio for indus-
trial countries does not show the substan-
tial decrease in the relative size of narrow
money compared with quasi-money. With
the exception of the Western Hemisphere
countries, developing country groups ex-
perienced a downward trend, which was
influenced by growth in the size of the
monetized sector. In the case of some
Western Hemisphere countries, high infla-
tion and controls on nominal interest rates
contributed to the overall rise in velocity of
broad money for this group.

Sources: IMF. International Financial Statistics:
Supplement on Money. 1983 and Yearbook t9S4.

Notes: The country groupings used in these
charts are derived from International Financial
Statistics. Not all countries may be used in the
calculation for all periods and for all series. Cur-
rency, money, and broad money are annual aver-
ages of monthly data. The derivation of all series is
more fully explained in the Supplement on Money.

Ratio of gross domestic product (or if not avail-
able, gross national product) to broad money.
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Thinkers and doers
A review of two recent books on development

I.M.D. Little

Gerald M. Meier and Dudley Seers (editors)

Pioneers in Development
Oxford University Press for the World Bank, New York,
1984, x + 372 pp., $29.95 (cloth).

Stanley Please

The Hobbled Giant
Essays on the World Bank
Westview Press, Boulder, CO, USA, 1984, xi +
99pp., $12.95 (paper).

Pioneers in Development contains papers
by ten pioneers of postwar development
economics; these were the basis of a lecture
series given at the invitation of the World
Bank. The ten, Lord Bauer, Colin Clark,
Albert 0. Hirschman, Sir Arthur Lewis, Gun-
nar Myrdal, Raul Prebisch, Paul N. Rosen-
stein-Rodan, W.W. Rostow, H.W. Singer,
and Jan Tinbergen, were asked "to reassess
the main themes of their early work and to
reconsider their assumptions, concepts, and
policy prescriptions in relation to the way the
course of development has proceeded since
their pioneering days in the 1940s and 1950s."
The volume also contains a substantial in-
troduction and postscript by Gerald Meier
and Paul Streeten, respectively.

Each pioneer's paper was reviewed by
one or two of the following "contemporary"
critics, Michael Lipton, T.N. Srinivasan, Gra-
ham Pyatt, Carlos Diaz Alejandro, Paul
Streeten, Arnold Harberger, Hla Myint, Albert

Fishlow, Jagdish Bhagwati, Dragoslav Avra-
movic, Gerald Helleiner, Azizali Mohammed,
Bela Balassa, and Michael Bruno. I was
surprised to find Myint in this second list
rather than among the pioneers.

Some of the critics took the easy path of
paying homage and avoiding the issues. But
Lipton made an interesting analysis of Bauer's
work. Harberger, on looking into Lewis' work,
found that Homer nodded. Streeten gently
chided Hirschman, while Myint and Mo-
hammed were a little firmer with Myrdal and
Rostow respectively. Balassa was definitely
rough with Singer—justifiably so in my
opinion.

Among the pioneers themselves there was
very little indeed of the reassessment or
reconciliation called for. Autobiography and
the history of their own and others' thinking,
together with reiteration and defense of their
own ideas, occupied most space. The former
is more interesting than the latter. There
were only very few confessions of error or
poor judgment. Bauer did not realize how
deeply economic life would become politi-
cized, while Lewis thought the biggest mis-
take he and many others made was to
underestimate population growth. Nothing
to be ashamed of!

There is fortunately no room for me here
to embark on an analysis of the pioneers'
ideas. I have already critically considered
such concepts as surplus labor, the big push,

balanced growth, stages of growth, protec-
tion and import substitution policies, trendy
terms of trade, linkages, and development
planning in a recently published book (See
box—Ed.), and there made it clear that I felt
these notions were, on balance, counter-
productive. They naturally recur again and
again in the present volume, apart from
Bauer's and Clarke's contributions, but I do
not want to shoot again. I am not, of course,
suggesting that the pioneers had no useful
insights, but the most seminal in terms of
the influence they had were also (arguably,
of course) the most misleading.

A few of the pioneers give us some glimpses
of their current thinking. Prebisch finds that
democracy and capitalism cannot be com-
bined, not in the South anyway. The not
very new argument seems to be that pe-
ripheral capitalism by distributing incomes
very unequally also creates such an eco-
nomic conflict between powerful groups that
the country becomes democratically ungov-
ernable. But, as Fishlow says, the Southern

I.M.D. Little, Emeritus Fellow of Nuffield
College, Oxford, is at present Consultant to
the Bank's Development Research Depart-
ment. His recent book. Economic Develop-
ment: Theory, Policy, and International Re-
lations (Basic Books, 1982), was reviewed in
the June 1983 issue of the journal.
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Cone is not generalizable. Perhaps he should
have added "except for the United
Kingdom."

Myrdal has changed his views on aid. It
must go as directly as possible to increase
the supply of basic needs, and none be
given for any industrial project. He may find
some support in different parts of the World
Bank for both propositions. It should be firmly
policed and not be given by established aid
agencies, presumably because they have
been contaminated by those corrupt elites
of the developing countries that have caused
Myrdal to change his mind. He may not find
much support for this latter proposition in
any part of the Bank.

All in all I do not think the present volume
is a significant contribution to the literature
on economic development. It should be seen
more as a contribution to the history of
economic thought. But one bonders whether
such history is best written by those who did
the thinking. I turn to The Hobbled Giant, a
much shorter and more currently relevant
work.

Stanley Please, who was for 20 years on
the staff of the World Bank, believes that
quite radical reform of the Bank is desirable.
Under its Articles of Agreement the Bank is
required to lend for projects, except in special
circumstances, ,and this has restricted non-
project lending to a small percentage of the

total. But however good the Bank is at its
project work, Please considers th'at its com-
parative advantage now lies in inducing
policy reform in developing countries. Project
work does not give the Bank much leverage
over general economic or even sectoral
policies. The new structural .adjustment
(ngnproject) loans, designed to address the
special .circumstances of the 1980s, should
be a model for the future, quite apart from
any special present need to disburse mohey
quickly. Even for the longest-term develop-
ment lending, policies should be brought
center-stage.

I have no quarrel with Please's contention
that developing countries' economic policies
very often seriously conflict with their .own
objectives, and that this is likely to persist.
It is, I think, much mpre debatable to what
extent the Bank, even after changing its
mode of lending to secure more leverage,
is likely to be effective in promoting desirable
policy changes. It is curious in this connec-
tion that Please is at pains to point out that
the Bank provided only about 3 1/2 percent
of the financing for developing countries in
1982, but that he refers to it as a giant in
his title and frequently also in his text. It is
also curious that he does not mention that
the Bank is most unlikely to be able to
promote reforms by exercising leverage over
large countries. Some smaller countries might

also be recalcitrant. If the Bank were to lend
only to countries where it was thereby likely
to have a beneficiaUrifluence over economic
policies, it could become an even smaller
giant.

Please's second main but related theme
is that exchange rate policy is the prerogative
of the IMF. Yet it is essentially related to
structural reform, which is more the concern
of the Bank. Structural reform is needed
where'the IMF is not involved; and where
the IMF is involved,, cooperation with the
Bank is often inadequate. Please's solution
is that-the Bank should be the lead institution
for certain countries at certain times, espe-
cial!y,when demand management is not top
priority.

.Please raises very important issues. He
discusses them in a frank, appealing, and
authoritative manner. Readers not very closely
involved with the Bank will learn a lot. His
solutions are, however, highly debatable.
For the Bank they would imply large changes
of staff; and improvements in economic and
diplomatic expertise, as Please recognizes.
Most developing country governments would
furiously oppose the massive increase in
surveillance that is implied. But, though highly
debatable, they certainly need debating. It
is a pity that quality of publication was
sacrificed for speed; the "print" is tiresome
to read.

Samuel Brittan

The Role and Limits of
Government

Essays in Political Economy

University of Minnesota Press, Minneapolis, MN, USA,
1983, 280 pp., $37.50 (cloth), $14.95 (paper)!

The pendulum bf prevailing opinion about
the role of government in economic matters
has swung farjn the past decade. From the
end of World War II until well into tfie 1970s
many regarded an interventionist role for
government as almost axiomatic. In devel-
oping countries gdvernment was seen as
the prime mover of development, entrepre-
neur, and chief planner, in industrial coun-
tries, government was viewed as the pro-
moter of key sbcib^bonomic goals (such as
price stability, full employment, income dis-
tribution) a*nd, Jn a few countries, as an
active for.ce in the allocation of resources.

In the past few years a fundamental reas-
sessment ot the rbjd of governmertt in eco-
nomic life h'as been under way, coinciding
with, but not limited to, the coming to power
of governments with a more market-oriented

philosophy. This has entailed a retreat from
Keynesian (or supposedly Keynesian) ideas
on the theoretical p'la.ne and, on the practjcaj
side, a greater degree of market freeddrn
as reflected in marked deregulation In certain
countries. ,

Brittan's book is a most welcome contri-
bution to the continuing debate concerning
the role and functions of government. He
belongs to a rare, if not endangered, species:
an economist who views the discipline es-
sentially for the contribution it can make to
better policies, a clear thinker, an elegant
writer, and a wide reader familiar with the
sister disciplines of economics. In short, a
political economist. The essays in this vol-
ume range over a fairly broad field, from a
discussion of utilitarianism and a consider-
ation of Hayek's ideas to the so-called British
"sickness." As is normally the case with
collections of essays, their appeal and at-
traction will vary according to the reader's
interests. This reader found the two afore-
mentioned sections enjoyable, while, for in-
stance, the opening chapter on the Wen-
ceslas Myth seemed rather obvious. Of
particular importance is the nature of the

government's role in the context of an in-
creasingly integrated international economy,
in particular the exogenously imposed limits
on government's role in the domestic econ-
omy. Alas, while Brittan's chapter on inter-
national developments ("Economic Stress
in the West") offers a synthesis of recent
trends, this topic merits a much fuller
treatment.

Brittan's own ideas about the role of gov-
ernment, explicitly and implicitly stated
throughout the book, occupy essentially the
middle ground, though, seen in the context
of postwar orthodoxy, they would lean to the
political right. For Brittan, there are certain
economic functions that the government
should fulfil, but there are also strict limits
to what government can do, and govern-
ments that ignore such limits—particularly
with regard to expenditure—are often re-
warded by intractable inflation for their
efforts.

This collection is highly recommended for
all those, professional and laymen alike,
interested in economic policy.

Bahram Nowzad
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David Suratgar (editor)

Default and Rescheduling
Corporate and Sovereign Borrowers in
Difficulty

Euromoney Publications, London, 1984, viii + 163 pp.,
$85.

Dr. Johnson once said that soon it would be
impossible to read all the books that were
published, to which one could add in these
days: on international debt. The book under
review is a useful addition to the library on
debt because it considers practical aspects,
including many legal problems, of default
and rescheduling. The book is a collection
of 19 chapters, as well as preliminary ma-
terial, each written by a different author. The
authors are bankers, lawyers, and officials,
both international and national. Most of the

t authors are American or English, with prac-
tical experience in their native countries. The

^collection is based upon two conferences
"held in 1981 and 1982. The editor explains
frfhat his objective was not to produce a

systematic or comprehensive treatment but

to highlight the major practical and legal
issues in international and corporate de-
faults and debt rescheduling. Even so, the
objective is ambitious. It should be empha-
sized that the subject matter includes both
corporate and sovereign borrowers in
difficulties.

Most of the chapters are brief, sometimes
extremely brief, and probably the constraint
of space explains why, for the most part,
they present broad topics and little detail.
The chapters that consider the concept and
treatment of default, conflicts of national laws
in multinational bankruptcies, and the role
of the Fund are examples of this approach.
A few chapters, however, including those on
security in international lending, the subor-
dination of foreign claims under Argentina's
bankruptcy law, special risks and remedies
under international sovereign loans, and
documentation, do deal with more specific
topics and provide more detail.

On the whole, the book is likely to appeal
more to the nonspecialist who wishes to
learn something about a special feature of

international debt than to the practitioner
already in the field. A virtue of the book
is its treatment of the case histories of
Nicaragua and Costa Rica and of a nonsov-
ereign power called Chrysler. Another virtue
is the attempt in various chapters to recog-
nize the role of international organizations
like the Fund and the Bank. More should be
made known about the activities of these
organizations.

In the brief period since 1982, much has
happened that affects the subject matter of
the book, including the new arrangements
for Mexico's indebtedness, the International
Lending Supervision Act 1983 of the United
States, and litigation on financial problems
already decided and under appeal, particu-
larly in the United States. It is somewhat
surprising to note, in a collection devoted so
heavily to legal issues, that no space is
found for the judicial treatment of the ex-
change control regulations of foreign coun-
tries and defenses of the Act of State and
sovereign immunity.

Joseph Gold

William R. Cline

International Debt
Systemic Risk and Policy Response

Institute for International Economics, Washington, DC,
1984, xix + 317 pp., $25 (cloth).

As Sir Joseph Gold implies in another review,
, the literature on international debt is reaching

saturation point. The broad aspects of the
debt problem—causes, cures, prospects-
are by now well known and have been much
debated. Currently in fashion is the formu-
lation of grand schemes designed to slay
the debt monster once and for all.

Cline's book is, nevertheless, welcome for
a number of reasons—the main one being
that it presents a clear, focused, and bal-
anced synthesis of the principal issues, but-
tressed by historical narrative and lucid anal-
ysis as necessary, and peppered with more
than a few fairly sweeping statements.

The multiple origins of the debt problem
are efficiently analyzed in Chapter 1, al-
though by page 143 Cline states flatly that:
"The root cause of the current debt problem
is global recession." It naturally follows that
the solution is global recovery or, to be more
precise, a "crucial threshold" for industrial
country growth of 3 percent in 1984-86. The
situation, however, is more complex: as
anyone who has dealt with debt problems
firsthand knows (and as the book as a whole
demonstrates), economic recovery is a very
important ingredient, but many other things
have to go right before we are completely

out of the woods. In general, Cline is rea-
sonably reassuring regarding future pros-
pects, a welcome contrast to the gloom of
other analysts.

Regarding the recent approaches to the
debt crisis, Cline clearly favors the case-by-
case approach, with all parties—the debtor
country, the banks, the Paris Club, and the
IMF—making their contribution. He appre-
ciates and supports the role of the Fund: "It
acted as a highly effective coordinator ca-
pable of marshalling joint action that the
large banks by themselves would have had
much more difficulty in securing." Not sur-
prisingly, he is not attracted to generalized
schemes, believing (correctly, in my view)
that their drawbacks outweigh their
advantages.

If Cline is obsessed by one issue, it is
whether the debt crisis is one of illiquidity or
insolvency: for him it is "the most funda-
mental policy issue," and reading the book,

one is never very far from it. Whatever one
may be able to do in theory, as a po//cy
matter the issue is not so clear-cut: when
(and after how long) does a liquidity problem
become one of insolvency? Who decides?
In practice is it not a largely subjective
matter? If indeed the distinction between
illiquidity and insolvency is to a large extent
a matter of perception, is it not, then, of
limited use as a cornerstone for policy
decisions?

In addition to the above topics, the book
has interesting chapters on debt dynamics,
the medium-term outlook, and banking in-
stitutions. For model addicts, Appendices A
and B provide entertainment, although due
care is recommended in playing with models
in this area. Appendix C provides sketches
of five actual debt crises.

Altogether a most useful and impressive
work.

Bahram Nowzad

Serge Michailof

Les apprentis sorciers du
developpement
Economica, Paris, 1984, viii + 266 pp., F125.

Serge Michailof, an economist, sociologist,
and financial analyst, as well as development
practitioner, has authored a book that is a
timely, subtle, and penetrating analysis of
rural development issues in Africa.

Rural development failures originate, Mi-
chailof argues, in the inappropriateness of

technical, institutional, and policy choices.
The inappropriateness results not so much
from lack of knowledge as from govern-
ments' general distrust of the rural popula-
tion, their desire to ensure bureaucratic con-
trol, and their belief in the myth that low
agricultural prices are necessary for eco-
nomic and social development. Govern-
ments, encouraged by international engi-
neering firms, are likely to give preference
to large-scale investments in the hope of
securing a technological and institutional
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solution. The book includes a number of
well-chosen and lively case studies, which
the author examined first-hand in Benin,
Tanzania, Senegal, and Algeria. Of partic-
ular interest is the case of the Ivory Coast,
where grandiose but unmanageable sugar,
palm oil, and coconut development plans
are contrasted with India's successful pro-

motion of an intermediate sugar production
technology.

The book's recommendations are not new,
though the author's merit is to underline that
their implementation will require major
changes in attitudes and power relationships
between urban and rural areas, particularly
greater participation by rural people in the

decisions affecting them.
This book draws on development literature

in both English and French, is written without
jargon, and should be particularly helpful to
those within and outside Africa who are
looking, once again, for ways to improve its
future.

Francis Lethem

John H. Jackson, Jean-Victor Louis, and Mitsuo
Matsushita

Implementing the Tokyo Round
National Constitutions and International
Economic Rules

University of Michigan Press, Ann Arbor, Ml, USA,
223pp., $18.

This book would be of great value even if
the current campaign for another round of
trade negotiations were not occurring. The
three authors are American, Belgian, and
Japanese law professors of considerable
distinction. Three chapters are written from
the perspective of United States, European
Community, and Japanese law. In addition,
an opening chapter on the general topics of
law and world economic interdependence
and a concluding chapter on national con-
stitutions and the international economic
system have been written by the three au-
thors jointly. The study is based upon the
agreements that emerged from the Tokyo
Round.

The theme of the book is the constitutional
and other legal constraints and the lines of
authority for negotiating, accepting, and ef-
fectuating international trade agreements
under the legal systems of the three principal
trading areas. The fact that the three legal
systems differ from each other in funda-
mental features makes the study even more
interesting.

Case studies give the book concreteness,
but the authors draw lessons from the ma-
terial that have a pertinence for the creation
of an international economic order of greater
breadth than the order now in existence.
The authors point out that the creation of
such an order will not be possible unless
the negotiators take cognizance of the legal,
political, and economic framework within
which they must work, although the book is
concerned principally with legal systems.

Much that the authors have written about
trade would apply to monetary matters as
well. Take, for example, the discussion of

the division of constitutional authority in trade
matters between the parliamentary and ex-
ecutive branches, and dwell upon recent
U.S. legislation on monetary matters.

The authors draw deductions and make
recommendations for future negotiations. An
interesting recommendation is that govern-
ments should be willing to accept a mech-
anism by which individual citizens or firms
could appeal directly to an international body
like the Contracting Parties to the GATT to
determine whether a government has acted
inconsistently with its international obliga-
tions on trade. The authors are not confident
about governmental willingness to accept
such a recommendation.

The book is an excellent and original work,
clearly written in language that does not
become inspissated with the jargon of any
of the disciplines that are relevant to the
study.

Joseph Gold

Ezra Solomon (editor)

International Patterns of
Inflation
A Study of Contrasts

The Conference Board, New York, I984, ix + 278 pp.,
$35.

The experiences of eight major industrial
countries—Canada, France, Germany, Italy,
Japan, Switzerland, the United Kingdom,
and the United States—dealing with inflation
during 1965-83 are the subject of this col-
lection of articles. The opening piece, a long
discussion of developments in the United
States, works from a hypothesis that might
be open to dispute. It assumes that "The
economic history of the past 15 years has
been dominated by two major developments.
Both were global in scope and both had
global impacts." The first of these, of course,
was the 1,500 percent increase in the price
of oil between 1972 and 1980. The second
was the rapid increase in the U.S. rate of

inflation. The essay draws no firm conclusion
as to the cause of this inflation, rather it
claims that the true causes lie somewhere
between the analyses offered by the mon-
etarist and the cost-push schools of thought.
Though this may be true, it is not an espe-
cially interesting conclusion.

The remaining essays focus on each of
the eight countries in three distinct inflation-
ary periods. The belief is expressed that in
the first of these periods, 1965-69, U.S
inflation was caused by expansionary fiscal
policy and a corresponding monetary pro-
gram. In the other countries of the survey,
institutional pressures are blamed for in-
creased inflation. For the second period of
inflation, 1972-74, it is claimed that the price
increases were not caused by "...the large
jumps in oil prices that occurred in December
1973. Oil prices did worsen inflation every-
where in 1974, but the inflationary wave
itself was fully under way....The real cause
of the 1972-74 wave of inflation was a global

expansion of the money supply. The cause
of this expansion, in turn, was the ill-advised
way in which the major countries of the world
handled the dollar devaluation in 1971-73."

The statement is typical of the book's
tendency to generalize; relationships are
often drawn between causes and effects,
with very little supporting evidence. In dis-
cussing the third period of inflation, for ex-
ample, the rise in food prices in 1977 is said
to have been responsible for the initial in-
crease in inflation of the Carter administra-
tion—a conclusion that seems overly simple,
and seems to confuse cause and effect. The
book is also studded with platitudes, partic-
ularly in its discussion of prospects for the
future. In short the book is useful for its
descriptive history of the inflationary expe-
riences, but it is considerably less useful
as an analysis of the causes of these
experiences.

Andrew Feltenstein
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Jacques Lecaillon, Felix Paukert, Christian Morrisson,
and Deimttri Germidis

Income Distribution and
Economic Development
An Analytical Survey

International Labour Office, Geneva, 1984, ix +
212pp., $15.

The observation that the benefits from eco-
nomic growth are not necessarily shared by
all groups within a country led, during the
1970s, to increasing policy concern over
issues of equity. This prompted major re-
search efforts, many of which were con-
ducted by and under the auspices of inter-
national agencies. This book summarizes
the research that was done in conjunction
with the World Employment Programme of
the International Labour Office, as well as
some related research done elsewhere.

The starting point is the proposition by
Simon Kuznets that inequality in income
distribution tends to increase when a nation
embarks on the process of development but
in later stages decreases as the benefits
from development become more evenly dis-
tributed. Empirical tests of this proposition
generally rely on a cross-sectional sample
of countries. The intercountry data are dif-
ficult to compare, since they pertain to dif-
ferent time periods, income concepts, and
segments of the population. Several of the

estimations are therefore rightfully criticized
and the book's early chapters survey the
problems and the proposed solutions. Ulti-
mately, the ILO sets out to "adjust" income
distribution data for 40 countries to make
concepts and coverage as comparable as
possible. Although no econometric esti-
mates are presented, the adjusted data are
claimed to confirm the Kuznets hypothesis.
However, the paucity of data necessitates
the use of rather untested assumptions for
many of the adjustments, leaving open the
question just how much closer to the "true"
distributions the adjusted figures are.

Chapters 3 and 4 scrutinize the factors
that contribute to inequality and its change
along the Kuznets path. The structural dual-
ism in a developing economy and the as-
sociated rural-urban income disparity are
shown to be of fundamental importance.
Also important is the intrasectoral inequality.
Within rural areas income distribution is
closely tied to land holdings, and over time
is affected by the degree to which the rural
sector is integrated with the market econ-
omy. Within the urban sector, the major
causes for the widening intrasectoral income
disparity are the inflow of poorly qualified
migrants and the development of a tech-
nologically advanced modern sector. The
inequality of personal and household in-
comes is also affected by demographic and

socioeconomic factors on income distribu-
tion. The disparities among socioeconomic
groups can account for 60 to 80 percent of
the inequality of incomes in many developing
countries.

The final chapters turn to policy instru-
ments and describe tax systems and redis-
tributive government expenditures in a num-
ber of countries. Empirically, the redistributive
effect of these instruments appears smallest
where the inequality in the primary income
distribution is greatest. The most progressive
transfers are found to be expenditures on
primary education, health, social welfare,
and social security. Expenditures on higher
education appear the most regressive.

The book concludes with some sugges-
tions on how to increase the revenue from
direct taxation and how to make indirect
taxation and government expenditures more
progressive. The authors rightly emphasize
the need to investigate the links between
instruments as well as the impact that these
instruments will have on the structure of
demand and production.

This book is concise and clearly written,
with a minimum of technical language. For
policymakers, researchers, and others with
an interest in distributional issues, it presents
a valuable survey of an important part of the
research undertaken over the last 15 years.

Christiaan Grootaert

Patrick and Sylviane Guillaumont

Zone Franc et Developpement
Africain
Economica, Paris, 1984, 337 pp., F98.

This clearly written and well-organized book
describes the workings and evolution of the
franc zone, and provides some statistical
evidence of its impact on the economic
development and the key sectors of the
economies of its member countries.

The book finds that, on the average, the
franc zone members have performed some-
what better than other African countries and
developing countries in general; they have,
to date, coped with the oil shocks, worldwide
inflation, stagflation, economic recessions,
and external debt. Flexibility has been the
key to this success. The franc zone has
been able to evolve, especially in 1972-73,
while preserving the basic foundation on
which the entire system rests: the converti-
bility of members' currencies and the exist-
ence of the operation account (comptes
cooperations) with the French Treasury.
The authors argue that the franc zone would

not have succeeded had member countries
not allowed it to maintain a monetary disci-
pline that harmonized their banking struc-
tures and fostered cooperation during crisis.
On the critical issue of whether the franc
zone currency is overvalued, the book pre-
sents persuasive statistical evidence to show
that for the large majority of members, on
average for the ten years ending in 1981,
there was no significant overvaluation.

Notwithstanding some adverse develop-
ments prompted by the monetary union—
such as negative real interest rates, which
have considerably discouraged domestic
deposits and fostered external borrowings-
participation in the franc zone has provided
financial stability to its members and has,
on balance, benefited their economies. Even
though some member countries, especially
non-oil exporting countries, have faced some
deterioration in their external current account
deficits, they have managed to avoid spiral
inflation and hyperinflation and balance of
payments crises by recourse to the opera-
tions account and by borrowing abroad. The
book emphasizes that external borrowing

has been greatly facilitated by membership
in the franc zone and by the convertibility of
the currency. Moreover, the zone has en-
hanced economic integration among mem-
ber countries, facilitated labor movement,
fostered economic development, and facili-
tated members' international trade.

The book's value, however, is somewhat
diminished by the weakness of the data
available for some of its comparisons, par-
ticularly in the case of inflation, and by the
sample period, which in many instances
extends only through 1980. It would have
been worthwhile to examine the perform-
ance of the franc zone members in the last
three to four years, when some of them
have been making large and continuous use
of Fund resources to cope with their eco-
nomic problems. Finally, the book does not
address current difficulties; it neither offers
projections nor analyzes possible develop-
ments in the franc zone in view of a persistent
weakness of the French franc and the
serious external debt positions of some
members.

Piero Claudio Ugolini

Finance & Development/March 1985 51

©International Monetary Fund. Not for Redistribution



W. M. Scammell

The International Economy Since
1945
St. Martin's Press, New York, 1984, vii + 244 pp., $27.50.

The second edition of this book covers the years
up to 1982. Above all, this book will provide a
convenient, straightforward, historical account of
the major international economic developments
since the end of World War II. It should be valuable
to the student of international affairs as well as to
the economist who requires a general back-
ground.

Charles Weiss and Nicholas Jequier

Technology, Finance, and
Development
An Analysis of the World Bank as a
Technological Institution

D.C. Heath Co., Lexington, MA, USA, 1984, vi + 342 pp., $37.

Financial institutions can have an important influ-
ence on technology. In helping to finance eco-
nomic and social development in the Third World,
the World Bank affects the choice and use of
technology in a wide variety of ways: it finances
and carries out research, advises on and promotes
choices of technology, encourages innovation,
and helps develop expertise. This book, one of
whose editors (Weiss) is Science and Technology
Adviser at the World Bank, illustrates the diversity
of the Bank's influence on technology. It argues
cogently for greater recognition of the power of
financial institutions to promote technological
change.

M. S. El Azhary

The Impact of Oil Revenues on
Arab Gulf Development
Westview Press, Boulder, CO, USA, 203 pp, $30.

This compilation of 12 symposium papers pre-
sented in 1982 is, like many such collections,
unfocused. It deals only obliquely and sparingly
with its title. Within its relatively brief length (200
pages) and its fairly large geographic coverage
(six countries), the individual papers present some
familiar outlines of problems and prospects in
development planning, infrastructure, agriculture,
industry, banking, and manpower training. But the
actual impact of reduced (and uncertain) oil rev-
enues on the region's potential development is
barely hinted at, and not appropriately examined.
Events since 1982, particularly recent weak-
nesses in the oil market, call for a much more
detailed and thorough examination of the subject.

Other books
received

John Black and Graeme S. Dorrance (editors),
Problems of International Finance, The Mac-
millan Press Ltd., London, 1984, xxii +
188 pp., £20.

Deborah M. R. Coyne, Monetary and Financial
Reform: The North-South Controversy, North-
South Institute, Ottawa, 1984, v + 87 pp.,
Can $6.

B. E. Cracknell (editor), The Evaluation of Aid
Projects and Programmes, Overseas Devel-
opment Administration, London, 1984, vii +
149 pp., £5.95.

Michael R. Czinkota and George Tesar (editors),
Export Management: An International Con-
text, Praeger, New York, 1984, xvii + 291 pp.,
$27.95.

Thomas O. Endersand Richard P. Mattione, Latin
America—The Crisis of Debt and Growth,
The Brookings Institution, Washington, DC, 1984,
viii + 66 pp., $6.95.

Richard E. Feinberg and Valeriana Kallab (edi-
tors), Uncertain Future: Commercial Banks
and the Third World, Overseas Development
Council, Washington, DC, 1984,129 pp., $12.95.

Xabier Gorostiaga, The Role of the International
Financial Centres in Underdeveloped Coun-
tries, St. Martin's Press, New York, 1984,
148 pp., $25.

Pradip K. Ghosh (editor), Industrialization and
Development—A Third World Perspective,
Greenwood Press, Westport, CT, USA, 1984,
xxviii + 566 pp, $45.

Herbert G. Grubel, The International Monetary
System, Penguin Books, New York, 1984,
213 pp., $6.95.

K. L. Gupta, Finance and Economic Growth in
Developing Countries, Croom Helm Ltd., Lon-
don, 1984, xiv + 241 pp., £7.95.

Listed below are some of the books we received
in 1984 but were unable to review for lack of
space.

Robert L. Heilbroner and Lester C. Thurow, The
Economic Problem, Prentice-Hall, Englewood
Cliffs, NJ, USA, 1984, xxi + 669 pp., $27.95.

Harry D. Hutchinson, Money, Banking, and the
United States Economy, Prentice-Hall, Engle-
wood Cliffs, NJ, USA, 1984, viii + 535 pp.,
$28.95.

N. Molenaar, M.S.S. EI-Namaki, and M.P. van
Dijk, Small-scale industry promotion in de-
veloping countries, Research-Institute for
Management Science, Delft, The Netherlands,
1984, 217 pp.

Ehsan Nikbakht, Foreign Loans and Economic
Performance—The Experience of the Less
Developed Countries, Praeger, New York,
1984, xviii + 134 pp., $29.95.

Payment by Results, International Labor Office,
Washington, DC, 1984, xii + 164 pp., $14.25.

Rita M. Rodriquez and E. Eugene Carter, Inter-
national Financial Management, Prentice-Hall,
Englewood Cliffs, NJ, USA, xi + 629 pp.,
$27.95.

A. E. Safarian, Governments and Multination-
als: Policies in the Developed Countries,
British North American Committee, Washing-
ton, DC, 1983, ix + 117 pp., $8.

William James Stover, Information Technology
in the Third World, Westview Press, Boulder,
CO., USA, 183pp., $15.

Michael L. Wachter and Susan M. Wachter, (ed-
itors) Removing Obstacles to Economic
Growth, University of Pennsylvania Press, Phil-
adelphia, 1984, xiii + 493 pp., $29.95.

L. de V. Wragg (editor), Composite Currencies:
SDRs, ECUs and other instruments, Euro-
money, London, vi + 162 pp., $85.

IAN BOWEN
1908-84

We regret to note the death of our former Editor, Ian Bowen, in London on November 20, 1984.
Born in Cardiff, he was educated at Oxford, where he became a Fellow of All Souls College. After
teaching at Brasenose College, he worked for the U.K. Government during World War II, returning
to academia in 1946. He taught at Hertford College and then was Professor of Economics and
Commerce at Hull University and Professor of Economics at the University of Western Australia
before joining the World Bank in 1972. He became Editor of Finance & Development in 1974, succeeding
the founding Editor, John Scott. The author of a number of books, most recently Economics and
Demography (1976), he lived in Andorra after retiring from the journal in 1977.
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Mobilizing domestic resources

In the September 1984 issue the Bank's
Senior Vice President, M. A. Qureshi, an-
swered Finance & Development's various
questions on mobilizing finance for devel-
opment; the ratio of shares ($3 billion) to
generated commitments (about $95 billion)
is more than impressive. But organic de-
velopment is more in need of mobilizing
indigenous human and financial resources
than of pure resource transfers, which often
lead to increased bureaucracies, financial
dependencies, and weakened efforts to
mobilize financial means within the coun-
try. Many projects, especially in the field
of rural development, need little or no
foreign exchange. It is therefore refreshing
to hear that "really only a little bit more
(money" is needed. With innovative guar-
antees and adequate technical assistance,
the Bank could, I believe, raise even more
money for development within the recipi-
ent countries, while also creating increased
responsibility for its proper utilization. This
would complement the Bank's services and
should be included in the exercise to de-
termine the future role of the Bank, because
this area was certainly neglected in the
past.

Heinrich Bechtel
Lindenfels, Germany

Mr. Qureshi replies:
1 agree that a successful development effort

must be based primarily on the mobilization of a
country's own human and financial resources.
Foreign assistance should not be—and generally
has not been—a substitute for domestic efforts.
Over the last 25 years over 90 percent of
investment in developing countries has indeed
been financed by domestic savings. World Bank
financial resources have provided a very small
share of total investment in developing coun-
tries. The key is to use external financial
support as a catalyst to encourage and support
domestic efforts. The Bank's recently proposed
]oint Program of Action for Sub-Saharan Africa
is a good example of how this can and should
be done.

A Fund-Bank merger?

What the vital "exchange" (September 1984)
between Killick and Finance & Development's
Editor indicates is the complexity of the
issue and the problem of an ideological
commitment to policy prescriptions. For

(example, Nowzad states that some IMF-
supported policies are "distinctly supply-
side oriented," and asserts that adjustment
must be part of "an integrated policy pack-
age" that includes demand management.
Killick questions the efficacy of the demand

restraint approach and advocates "a cost-
minimizing, growth-oriented framework."

I guess both are basically supply-siders!
However, the policy recommendations for
adjustment in developing countries are
generally market-oriented, while there is
the reality of a dominant public sector.

The exchange reveals the necessity for
continuing examination of the institutional
evolution and role of both the Fund and
the Bank, given the changing patterns of
trade, payments, and development. Al-
though there is apparent cooperation be-
tween these Bretton Woods institutions,
even if it is not always orderly and effective,
one gets the impression that serious con-
sideration should be given to consolidating
these institutions into the International
Agency for Finance and Development.

Bernard P. Appia
Fordham University

Population growth

I read with special interest the article by
Nancy Birdsall, "Population growth—its
magnitude and implications for develop-
ment" (September 1984).

I recognize her great competence with
respect to demographic matters in the de-
veloping world but, with her permission,
I would like to make a few points that, to
my great surprise, were overlooked.

Her analysis of fertility problems has
touched almost exclusively on material as-
pects. In my opinion, however, other more
influential factors are involved in increased
fertility, particularly inheritance patterns,
the role of farm children as workers, the
recommendations of the different religions
that promote increased fertility, human
pride in the number of children, a degree
of reluctance in all countries to address
sexual problems, and, finally, the physical
and biological potential for reproduction in
the Third World, which is not found in the
developed countries.

Ben Jelloun Jaouad
Casablanca, Morocco

Letters

Nancy Birdsall responds:
Mr. Ben Jelloun is, of course, correct that

children provide emotional satisfaction. Many
nonetonomic factors influence fertility and re-
ligious and cultural factors also play a role. At
the same time, too, the economic gain (or a
small economic loss) that children represent for
a poor family may preclude any interest in
having few children. In this sense, at least,
economic factors matter.

My article was based on the Bank's World
Development Report 1984. An important
message of the Report is that religious and
other factors do not rule out effective public
action to assist people to have the number of
children they want. In every part of the devel-
oping world, including Catholic Latin America
and Islamic Middle East, some governments
have made significant progress in developing
such programs. I hope readers will have the
opportunity to read the World Development
Report itself.

A "model" article
I wish to compliment you on publishing
"The effects of adjustment" by Wanda
Tseng in your December 1984 issue. It
presents, within a few pages, the essentials
of the problem in a form that is easily
understood by the nonspecialist in the field
of economics and, indeed, would be useful
as well to the educated layman. Its avoid-
ance of technical jargon and difficult math-
ematics is a triumph of comprehension over
academic pretension. It should be a model
for our textbook writers. I will use the
article in my classes. I recommend more
articles of this kind.

Herman I. Liebling
Bethesda, MD, USA

Update
In the article "Agricultural lending by the Bank, 1974-84" by Montague
Yudelman in our December 1984 issue, the figures shown in the table on
page 45 for World Bank and IDA commitments for agriculture and rural
development by regions for fiscal year 1984 were provisional estimates. Final
figures for several regions are different. These are East Africa—$166.8
million; EM EN A—$474.1 million; East Asia—$504.4 million; and South
Asia—$967.2 million. The updated total is $3,472.9.
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Publications from The World Bank

China: Socialist
Economic Development
Three-volume set analyzes economic
progress since 1949. Covers past development,
current policy, and future options. Identifies
problem areas. Annexes on the statistical
system, population, health, nutrition, and
education.

Also Available....
Rural Development in China
Dwight H. Perkins and Shahid Yusuf
Focuses on agricultural performance. Outlines successes and
failures of current policy.

The Johns Hopkins University Press/The World Bank

China
The Health Sector
Dean T. Jamison and others
Reviews China's achievements to date in
improving health and in reducing fertility and
malnutrition.

From the World Bank's Staff Working Paper Series
Agricultural Prices in China (WP 606)
Decentralized Renewable Energy Development in China: The

State of the Art (WP 535)
Economic Evaluation of Investment Projects: Possibilities and

Problems of Applying Western Methods in China (WP 631)
Economic Reform in Socialist Countries: The Experiences of

China, Hungary, Romania, and Yugoslavia (WP 579)

Irrigation Management in China: A Review of the Literature
(WP 545)

Recent Chinese Economic Reforms: Studies of Two Industrial
Enterprises (WP 652)

Trends in Food and Nutrient Availability in China, 1950-81 (WP 607)
Worker-Peasant Education in the People's Republic of China

(WP 527)

Pkitse send me the ite>n$ Ihave checked. p Vol. ffl The Social Sectors: Population/Health,
D China: Sodalist Womic SevelopmeW . Nutrition/and Education (BK 0247, $10)

(3-volume set, BK 9168, $40) Q China: The Health Sector (BK 0384, $10)
Q Vol. I . The Economy, Statistical System, ° Rural Development in China OH 3261, $25)

and Basic Data' (BK 0245, $20) DWP606,$3 DWP535,$3 O WP631, $3
D Vol. D The Economic SecteAgrio.lte, . ° |̂ ,$5 n WPM5,fc D WP607, $5

Industry, Energy/.Transport, and External u m52/' W . U WI662, W
Trade and .Finance (BK 0246, $20) , D Catalog of Publications 1984, Free

Enclosed is my check for $« (or equivalent currency).
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