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ernational
48 capital flows and
onomic development

A review of the experience and lessons for the future

The economic turbulence of the past few
vears has subsided. The recovery of industrial
economies m 198384, policy adjustments by
many developing countries, and flexibility by
commercial banks in dealing with debt-serv-
icing difficulties have all helped to calm the
atmosphere of crisis. Economic growth has
also recently resumed in many developing
countries, This does not mean, however, that
the world economy has regained its momen-
tum of the 1960s or that development is again
proceeding rapidly. Growth has slowed in
most developing countries that experienced

The World Development Heport 1985
was prepared by a team led by Francis
X. Colago and comprising Alexander
Fleming, James Hanson, Chandra Hardy,
Keith Jay, John Johnson, Andrew Stecr,
Sweder van Wijnbergen, and K. Tanju
Yiiriikoglu. The Economic Analysis and
Projections Department, under the di-
rection of Jean Baneth, supplied data
for the Report. Enzo Grilli and Peter
Miovic coordinated the work on pro-
jections. The work was carried out
under the general direction of Anne 0.
Krueger and Costas Michalopoulos.

The World Development Report 1955 &
published n K nglish, Arvabic, Chinese, French,
German, fapanese, Porfuguese, and Span-
ish. See page 18 for ovdering detuils,

2 Finance & Development | September 1985

debt-servicing difficulties and even in many
of those that did not. Average per capita
incomes are no higher in real terms in most
of Africa than they were in 1970, and in much
of Latin America than they were in the mid-
1970s. Dozens of countries have lost a decade
or more of development.

The experience of the past few years has
raised many questions about the role of
international capital in economic develop-
ment—the theme of the World Bank's World
Development Report 1985, It is important not
to lose sight of the fundamentals of interna-
tional capital, Capital has traditionally flowed
from richer countries to those at earlier stages
of development, where the expected rates of
return tend to be higher, (Questions about
the nature of capital flows, their terms, and
their uses were relevant in the 19th century
and remain so today.

The 1985 Report offers a broad and long-
term perspective on the role of international
capital in economic development. It emnpha-
gizes that international flows of capital can
promote global econurmnic efficiency and can
allow countries with balance of payments
deficits to strike the right balance between
reducing their deficits and financing them.
However, the availability of international cap-
ital also involves risks: first, it may allow
countries to delay the policy reforms required
for adjustment; and second, countries may
borrow too much, if they misjudge the way
external economic conditions are going to
evolve,

There is considerable evidence that capital
flows, often accompanied by technical know-

Francis X. Colago

how, have played a part in the progress made
by developing countries over the past 20
years. Foreign capital has also helped indi-
vidual countries to cushion shocks—either
internal ones, such as harvest failures, or
external ones, such as large fluctuations in
commodity prices or recessions in industrial
economies. Counities that accompanied bor-
rowing in the difficult 1970s with policy re-
forms restored rapid growth and avoided
debt-servicing difficulties. Others used bor-
rowing to avoid adjustment and many of these
ran into debt-servicing problems requiring
evenmore drastic and costly adjustment later.

The historical context

The 1970s and early 1980s saw a substantiat
increase in capital flows to developing coun-
tries, and, compared with the 1960s, a de-
crease in the relative importance of conces-
sional and nencencessional official flows. As
a result, both the pross and net debt of
developing countries increased sharply. Be-
tween 1970 and 1984 the outstanding me-
dium- and long-term debt of developing coun-
tries expanded almost tenfold, to $686 billion,
despite a decline in capital flows since 1981
(see chart). The most striking feature of
this growth was the surge i lending by
commercial banks, whose share of total new
flows to developing countries increased from
15 percent in 1970 to 36 percent in 1983.

The debt-servicing indicators of developing
countries deteriorated, as their debt in-
creased and real interest rates rose and
export growth rates slowed, particularly after
1979. The ratio of debt 10 GNP more than

©lInternational Monetary Fund. Not for Redistribution



doubled from 14 percent in 1970 to almost
34 percent in 1984. The ratio of debt service
to exports rose from 14.7 percent in 1970 to
a peak of 20.5 percent in 1982, declining to
19.7 percent in 1984. Interest payments on
debt increased from 0.5 percent of GNP in
1970 to 2.8 percent of GNP in 1984 and
accounted for more than half of all debt-
service payments in that year. These aver-
ages conceal wide regional and country dif-
ferences.

Dramatic though the recent growth of
foreign borrowing has been, it is not unprec-
edented. The volume of external capital flows
has often been larger as a proportion of GDP
of investing countries or of domestic invest-
ment in recipient countries during earlier
perivds than it was in the 1970s. Debt-
servicing difficulties were quite common in
the late 19th and early 20th centuries and
usually were caused by a combination of poor
dumestic policies and a deteriorating world
environment. Debt repudiations and defaults,
however, were not confined to developing
countries; sume borrowers in the United
States, for example, defaulted on their ex-
ternal debts in the 50 years prior to World
War L

By historical standards, debt-servicing dif-
ficulties in the 1960s and 1970s do not seem
unduly serious. In the 1970s, fur example,
despite the sharp fall in their terms of trade
in 1973-74, an average of three developing
countries a vear rescheduled their debts. It
is only in the 1980s that debt problems have
multiplied. The number of reschedulings rose
to 13in 1981 and to 31 {nvolving 21 countties)
in 1983 and a similar number in 1984,

In recent years, developing countries have
become more vulnerable to debt-servicing
difficulties for three related reasons. First,
the volume of loans has increased to a level
much above that of equity finance, resulting
in an imbalance between debt and equity.
Second, the proportion of debt at floating
interest rates has risen dramatically, so bor-
rowers are hit directly when interest rates
rise. Third, maturities have shortened con-
siderably, in large part because of the declin-
ing share of official flows.

Another major and disturbing difference
today is that many of the countries with debt-
servicing difficulties are in the low-income
group. Their aid receipts have been erratic
mainly because of variations in bilateral OIDA.
To make up for the lack of adequate ODA
flows and direct investment many low-income
and lower middle-income countries borrowed
on commercial terms and accumulated large
amounts of debt in the period after 1970.
Low-income countries that, on the contrary,
were conservative in their recourse to com-
mercial capital successfully avoided debt-
servicing difficultics.

The historical perspective reveals certain
broad characteristics about debt-servicing
problems. The financial links between indus-
trial and developing countries depend on three
related variables: (1) the policies of industrial
countries; (2) the policies of developing coun-
tries; and (3) the financial mechanmisms through
which capital flows te developing countries,
No analysis of international finance is complete
unless it takes account of all these variables.

Industrial country policies

The fiscal, monetary, and trade policies of
industrial countries largely determine the ex-
ternal climate for developing countries. The

Net flows to developing countries,
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Source: World Bank, World Development Report 1985.

connection is not simply through growth and
protectionism, Increasingly the links are fi-
nancial through changes in the availability of
finance and movements m interest rates and
exchange rates. This became clear in 1979
80, for example, when US monetary policy
switched from targeting interest rates to
targeting monetary aggregates, [nterest rates
became more volatile. These policics, along
with increasing fiscal deficits in industrial
countries, contributed to high real interest
rates. The result was abrupt increases in
debt-service payments, Latin America, with
a higher proporticn of floating rate debt, was
more affected by this change than either East
Asia or Africa, Developing countries find it

difficult to adjust to sudden and large increases
in debt-service payments. In the early 1980s
the recession m the industrial countries re-
duced export volumes and weakened com-
modity prices for developing countries at a
time when real interest rates were nising,
making it hard for many countries to service
their debts.

The recovery since then in the industrial
countries has helped to ease some of the
liquidity pressures on developing countries.
Real interest rates have softened a little but
remaih at historically high levels. World trade
expanded rapidly. However, the world re-
covery in 198384 did not lead to the normal
cyclical rise in commeodity prices in dollar
terms. This was in part due to the US dollar’s
further appreciation, as well as to technolog-
ical and other factors affecting the demand
for commodities. Thus net primary cemmod-
ity exporters {such as Brazil) benefited less
than countries that are net commodity im-
porters (such as Korea). In addition, all
developing countries continue to be affected
by protectionist measures in the industrial
CCOnNUITIEeS.

For the future, the effects that industrial
countries have on developing countries will
depend primarily on what happens in two
areas of policy: real interest rates ang pro-
tectionism. Large budget deficits in industrial
countries remain an obstacle to lower interest
rates. Credible measures are needed in those
countries to reduce public sector reliance on
domestic and foreign savings; this could lower
interest rates and foster growth. The United
States has recently announced steps that,
when implemented, would permit sighificant
reduction in its fiscal deficits in the next few
years. Avoiding the recessionary impact of
such & policy change will require careful
coordination of monetary and fiscal policies
among the major industdal countries.

The second issue of vital concern to de-
veloping countries is protectionism. To serv-
ice their foreign debts, the largest debtors
will need to run sizable trade surpluses in the
next few years. Yet many mnport restric-
tions—on steel, sugar, and beef, for exam-
ple—have affccted primarily major debtors
including Argentina, Brazil, Korea, and Mex-
ico. Other protectionist measures, such as
the Multifibre Arrangement, affect a broader
range of countries.

When developing countries cannot earn the
foreign exchange to expand their imports,
exporters in the industrial countries suffer.
For example, US exports of manufactures to
major debtors fell by 40 percent between
198081 and 1983-84. Such harm is wide-
spread, since industrial economies run a sur-
plus on trade in manufactured goods with
developing countries. Protectionism, by cur-
taffing import growth of developing econom-
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ies, slows the adjustment and growth that
the industrial countries themselves so badly
need.

Over the long term, protectionist barrers
in the industrial world can have a profound
effect on development strategy. They suggest
to governments in developing countries that
a strategy based on export growth is highly
nisky, and may thus encourage a return to
the mward-looking policies of earlier years.
There is abundant evidence that inward-
looking policies are bad for growth and em-
ployment in the developing countries and also
reduce the scope for industrial countries to
promote improvements in productivity in their
OwWN economies.

Developing country policies

The past dezen years have underlined the
crucial role of domestic policies in determining
the performance of developing countries, par-
ticularly in the use of foreign finance to
promiote growth through higher investment
ard technology transfers. In the 1970s it was
right for countries to borrow when real in-
terest rates were low or negative —but only
if they followed appropriate policies in three
principal areas—key economic prices, ex-
change rate ang trade policies, and domestic
savings —and invested in economically justi-
fied projects. It was wrong to assume that
low interest rates would continue, and that it
is always expensive to reverse investment
decisions. Such mistakes were quickly ex-
posed when world conditions deteriorated in
the early 1980s.

Developing countries suffered in 1979-84
from a combination of more expensive o,
historically high real interest rates, prolonged
recession in industrial economies, and more
trade barriers. Despite this, as many as 100
countries continued to service their foreign
debt without interruption. Some experienced
only small external shocks, including countries
that were oil exporters or those that benefited
from workers' remittances (for example, cer-
tain Asian and Middle Eastern countries);
many of these countries are now having to
deal with the effects of lower oil prices and
reduced workers' remittances, Some had
borrowed only a little or mainly on conces-
sional terms in the 19705 {for example, China,
Colombia, and India). Other borrowers un-
dertook economnic policy reforms that facili-
tated debt servicing (for example, Indonesia
and Korea).

Countries that ran into debt-servicing dif-
ficulties, however, were not necessarily those
that had suffered the biggest shocks. They
were countries that had borrowed and failed
to adjust or had not tackled the new problems
with sufficient urgency. Among these were
the low-income couniries of Africa, whose
development is a long-term process con-
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strained by weak Institutional structures, a
shortage of skills, and often (as in ihe past
ten years) natural disasters as well. These
countries had traditionally used concessional
capital; in the 1970s many of them botrrowed
on cornmercial terms both for consumplion
and for investment in large public projects,
many of which contributed little to economic
growth and to debt servicing.

Another group of countries with debt dif-
ficultics includes many countries in Latin
America and some major debtors, The rea-
sons for their financing problems are more
complex, but three commen features are: (1)
fiscal and monetary policies that were foo
expansionary to achieve a sustainable external
balance; (2) overvalued ¢xchange rates that
prevented exports from competing on world
markets and encouraged capital flight; and (3)
investment increases that were even larger
than the increases in domestic savings. (See
“Domestic and external causes of the Latin
American debt crisis” by Eduardo Wiesner,
Fianve & Development, March 1983.)

The diverse expeniences of developing
countries emphasize certain basic lessons for
policy, One lesson can be summarized as the
need for flexibility in the face of uncertainty
and changes m the external environment.
Countries as varied as Indiz, Indonesta, Ko-
rea, and Turkey have adapted their economic
policies to changed circumstances. The most
critical changes in the short term are the
ability to reduce fiscal deficits and adjust real
exchange and interest rates. When, for po-
litical or other reasons, countries cannot
adjust their policies quickly, they should be
conservative in resorting to foreign borrow-
mg.

A second lesson is that the policies required
to make the best use of external finance are
essentially the same as those that make the
best use of domestic resources. A country
must earn a return on its investments that is
higher than the cost of resources used. How-
ever, in the case of foreign finance, a country
also has to generate enough foreign exchange
to cover interest payments, plus remittances
of dividends and profits. This depends on
actions in three areas:

® Key cconomic prices must be aligned
with opportunity costs. This encourages ac-
tivities in which the country has a comparative
advantage and ncreases the flexibility of
productive structures. Subsidies, when used,
should be carefully targeted, for example to
the poorest segments of society. Further,
mvestment decisions are influenced by the
appropriateness of pricing structures, includ-
ing interest rates. Governments need to
evaluate carefully their own investment pro-
grams and to create a framework of incentives
to ensure that private investors aliocate re-
sources in the most efficient way.

® Exchange rates and trade policies also
play a major role. In the 1970s and early
19803 many countrics allowed their cxchange
rates to become overvalued and implemented
inappropriate trade policies. This biased pro-
duction toward the domestic market, stimu-
lated imports, and provoked capital flight.
Protectionist trade policies adversely affect
the efficiency of utilization of resources and
expansion of trade.

® Efforts to raise domestic savings should
be strengthened in both the public and the
private sectors, despite the availability of
external capital. The correct role of foreign
finance s to supplement dornestic savings; it
must not substitute for them. The danger of
poor savings performance was well under-
stood by many governments as evidenced by
the fact that, in the 1970s, two thirds of a
sample of 44 developing countries increased
their domestic savings in refation to GNP,

Managing foreign flows

Policies determining the level of domestic
savings and investment also determine the
need for foreign borrowing, so the manage-
ment of capital flows should be an integral
part of macroeconomic management. Certain
aspects of debt management deserve special
attention.

The first issue is whether and how gov-
ernments should regulate foreign borrowing
and lending by the private and public enter-
prise sectors. The answer depends funda-
mentally on a government’s mMacroeconomnc
and incentive policies; in gencral, less gov-
ernment intervention is needed when prices,
interest rates, and exchange rates reflect
opportunity costs. Although some govern-
ments have constructed elaborate controls
over capital inflows and outflews, experience
strongly suggests that these are no substitute
for sound macroeconomic policies. Nonethe-
tess, some procedures for regulating capital
movements—prior approval for borrowing,
minimum maturity or deposit requirements,
or withholding taxes—have sometimes use-
fully complemented fiscal, monetary, and trade
policies.

The second bread area of concern i1s the
coraposition of capital flows and debt. This
mvolves decisions about: (1) the terms of
foreign borrowing—interest, maturity, and
cash flow profiles; (2) the currencies in which
liabilittes are denominated; {3) the balance
between fixed rate and floating rate instru-
ments; {4) ways of sharing risk between
lenders and borrowers {including the balance
between debt and equity); and (5) the level
and composition of a country’'s reserves. It
is not. pussible to formulate precise rules for
external debt management that will apply to
all countries. The experience of the past few
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Table 1
Current account balance and its financing
in developing countries, 1984 and 1930
{In billions of 1980 dollars)

W

Net exports of goods and nonfactor services 14.5 —386 6.3
Interest on medium- and long-term debt -58.3 —44.9 -76.3
Official ~10.8 -12.8 -18.4
Private - 485 -32.1 —-57.9
Current account balance? -364 -50.7 —486
Net official ransfers 122 15.2 145
Medium- and iong-term loans?® 51.3 §5.1 36.6
Official 26.2 204 20.2
Private 251 347 16.4
qut outstanding and disbursed 702.5 716.2 7414
As parcentage of GNP 338 247 278
As percentage of exports 135.4 88.2 133.1
Debt service as percentage of exports 19.7 16.0 28.0

Sourca: World Bank data. .

Note: The tablae is based on a sample of 80 developing countries. The GNP deflator for industrial countries was uzed
1o deflate all itams. Datails may nol add ti: tolals because of rounding. Net axports plus interest does not aqual the currant
account balance becsuss of the omission of net workers' remittances, private transfers, and investment income. The

1 Extimated.
2 Excludes official transfers.
# Net disbursamants.

currant account balance not linancad by official transfers and ioans is covered bz'dired foreign investment, other capitat
{inchuding shomlerm credit and errors and ocmissions), and changes in reserves.
data

atios are cakculated using cument price

years, however, argues for prudence by
developing countries in deciding on both the
volume of foreign borrowing and its compo-
sition, and in maintaining enough reserves to
give a country time to adjust to domestic or

interpational pressures without unduly jeop- G;g‘gﬂrg;:f
ardizing econornic growth, 260 1985-90
Many countries fai! to manage capital flows Type of fow 1984 High Low 1970-80 High Low
effectively because of inadequate data, a lack Official devetopment 21.8 261 242 6.1 27 20
of technical expertise about financing options, assistance?
and an absence of institutional arrangements Nonconcessional ioans 41.8 452 26.9 12.3 4.4 -59
to integrate debf management with macro- Offictal 16.6 105 105 13.9 23 23
economic decision making. In all these areas, Private 251 34.7 16.4 1.9 51 -95%
institutional development is an important Direct investment 9.6 123 1.8 5.8 4.2 3.2
TotaP 73.2 82.6 62.9 9.1 38 -1.7

priority.
Financial mechanisms

Developing countries account for only a
small propoertion of international flows of cap-
ital, so their influence on the international
financial system is limited. The system itself
evolves in response to three main factors.
First is the external environment. For ex-
ample, changes in regulations, financial in-
novations, and high and volatile inflation in
the 1970s led investors to lend at foating
rather than fixed rates. Second, the demand
for the services of financial markets and
institutions is affected importantly by global
payments imbalances. For example, OPEC
countries in the 1970s and eariy 1980s initially
preferred to keep their surpluses in highly
Hquid form, so commerciat bank deposits and
lending increased. More recently, the large
current account deficits run by the United
States, which have their counterpart in sur-
pluses in Japan and other industrial countries,

The answers lie in five areas:

® Longer maturities. Developing countries
can borrow for the long term, thaugh seidom
directly from the market; they will continue
{o rely almost exclusively on the intermedia-
tion of the World Bank and regional devel-
opment banks for the next few years. Finan-
cial innovation to expand the range of maturities
available to developing countries would help
them to manage their debt and reduce refi-
nancing risks.

® Hedging. The financing instruments used
in the 1970s meant that developing countries
assumed the risks of adverse developments
in the world economy. There was no effective
risk sharing. Instruments for hedging risks
exist in many financial markets and should be
used to a greater extent in lending to devel-
oping countries.

® Commercial risk sharing. Conventional
bark loans do not involve sharing commercial
risks; foreign direct and portfolic investment
does. The iniroduction of equity-based in-
struments in lending to developing countries

Tabie 2

Net financing flows to developing countries, and projections
{In bilions of 1980 doliars)

Source: World Bank data.
1 Average annual percent

e change.
2 Inchades ODA grants {

3 Exciudes short-term capital and reserva changes.

wial transters). DAC reporting includes, and the Workl Bank Cebior Ra[.;pftlng System
excludes, ODA fiows from nonmarket economies and the technical assistance componeni ot grants,
ditferences in coveraga of recipient countries in tha two data sources.

here ara alga

have led to a muchi larger role for international
asset markets. Third is the preferences of
financial institutions. For example, in the
1970s commercial banks chose to lend abroad
to satisfy their own portfolio and profitabifity
obiectives.

In the short term, developing countries
have 1o make the most of the opportunities
presented by the international financial sys-
tem. For the long term, the key policy
questions are: How can the stability of ex-
ternal capital flows be enhanced and lending
by banks be restored? And what arrange-
ments can be made for the future financing
of external deficits, including enough conces-
sional assistance, to meet the needs of low
income countries?

is another area where progress could be made
since they involve sharing of commercial risk.

o Secondary markets. As most commerciat
lending to developing countries in the 1970s
was by banks, it tended to increase risks by
concentrating assets in a single group of
creditors. The phased expansion of secondary
markets for some types of developing coun-
tries’ liabilites could widen the range of
lenders, diversify the risks, and enhance the
stability of lending.

@ Aid volume and effectiveness. Low-in-
come countries need considerably more de-
velopment aid than is available at present.
They also need to use aid efficiently, Donors
can improve their own efficiency by focusing
their aid primarily on development objectives

Finance & Development | September 1985 5
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and by coordinating their efforts within pro-
grams agreed with the recipient.

Prospects and options

How much and what kind of foreign finance
will developing countries need in the years
ahead? That question can be answered only
by analyzing the global outlook for growth,
trade, interest rates, and so on. Traditionally,
the Bank’s annual World Development Report
presents alternative scenarios for ten years
ahead. These, it needs emphasizing, are not
predictions; their outcome depends on the
policies adopted in industrial and developing
countries. Nor do they allow for exogenous
shocks to the world economy. Last year's
Report contained scenarios to 1995. The
discussion in this yeat's Report is in the
context of last vear’s scenarios, but pays
greater attention to the next five years.

The next five years will be a period of
transition. During that time, about two thirds
of the debt of the developing countries will
need to be repaid or rolled over. The con-
structive and collaborative actions, including
multivear debt restructurings, taken by debt-
ors, creditors, and international agencies in
recent years need to be continued. Their
objective is to accelerate the reiumn to cre-
ditworthiness of countries that are pursuing
sound economic policies, but have sizable
short- to medium-term debt-servicmg re-
quirements. These actions need in particular
to be extended to countries—several middle-
income exporters of primary commodities and
many low-income African countries-—where
debt-servicing difficulties and development
problems are mtertwined. Consideration needs
to be given to the extent to which multivear
debt restructuring for official credits and other
arrangements rnight be feasibie on a case-by-
case basis, as part of overall financing pack-
ages supporting stabilization and adjustment,
particularly in low-income sub-Saharan Afri-
can countries committed to strong adjustment
efforts,

Over the past few years, many developing
countries have made progress in dealing with
their financial difficulties. The economic sit-
uation, however, remains fragile m many
countries. GDP growth in 1980-85 is cur-
rently estimated at slightly more than one
half that of 1973-80. Exports in 1980~85 have
grown at close to 6 percent a year, but the
pressure of continued high interest payments
has kept import growth at only a hittle more
than 1 percent a year. Substantial frade
surpluses run by many developing countries
have been used to meet greatly increased
interest payments. The high level of real
interest rates is thus one of the critical
variables whose course will influence out-
comes in the next five years. Developing
countries need to keep the rate of growth of
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export earnings above the rate of interest,
even if the current account (net of interest
payments) remains in balance, if the major
debt ratios are to return to more sustainable
levels, This will depend not only an their own
policies but also on the rate of growth of
industrial economies and whether ot not pro-
tectionist measures are rolled back.

Two simulations—a Low and a High-—have
been prepared by Bank staff for the period
1985-90. Both assume that developing coun-
tries continue with their present course of
policies, whichin many cases (as, for example,
in some low-income Asian economies) imply
substantial policy reforms and adjustment
efforts. Policy improvements in three prin-
cipal areas—key economic prices, exchange
rates and trade policies, and domestic savings.
These contribute to efficiency in the use of
resources and to export competitiveness. As
for industrial economies, the difference be-
tween the simulations is that the Low case
assumes a set of policies that fail to address
eurrent problems and as a result lead to
further problems, while the High one embod-
ies policy changes that result in greater
progress in adjustment.

The Low simulation assumes: no progress
inreducing budgetary deficits and in impraving
the monetary-fiscal balance so that real in-
terest rates remain high; a failure to tackle
labor market ngidities so that unemployment
stays high and real labar costs continue to
increase; and a substantial increase in pro-
tection. The High simulation, by contrast,
assumes progress on all these fronts—lower
interest rates, lower unemployment, and a
reduction in protection.

For developing countries, in the High sim-
ulation output grows at a healthy 5.5 percent
a year (or 3.7 percent a year per capita}, and
there is a major improvement in all the major
debt indicators. The Low simulation produces
a more problematic outcome: growth slows
to 4.1 percent a year {or 2.3 percent a year
per capita). But, if there is a sizable reduction
in economic growth, the impact on debt
servicing is even more striking. A combination
of high real interest rates and protection
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rmakes debt servicing considerably more dif-
ficult. The miain debt indicators deteriorate;
for a large number of countries debt-service
ratios reach high levels. The volume of
concessional aid declines as a result of slower
growth in industrial economies, and “invol-
untary” lending, in the face of deterigrating
creditworthiness, continues to be required.

The two simulations outline a continuing
bleak outlook for many low-income African
countries. In the High simulation, their av-
erage per capita income stagnates at present
reduced levels; in the low simulation, there
is yet another period of falling per capita
incomes. Special efforts are therefore needed
to deal with those prospects. These must be
based on major changes in African programs
and policies and supported with additional
external assistance, over and above that
projected in the High simulation.

The challenge for the next five years is to
ensure that the world reaches the High case.
It is quite clear that foreign capital will play
a significant part in meeting the challenge of
faster growth. Actions by creditors, debtors,
and the international community would con-
tribute under these circumstances to inter-
national capital resuming its preductive role
in economic development.

Role of the Bank

In contributing to the resumption of growth
and the restaration of creditworthiness of the
developing countries, the World Bank is ad-
dressing investment and institutional devel-
opment issues crucial to sustaiming longer-
term progress. Against the background of
growing strength in domestic institutions in
borrowing countries and mmch greater re-
source scarcity than in the 1960s and 1970s,
Bank assistance is helping govermments te
strike an appropriate balance between addi-
tional investments and the maintenance of
existing capacities, to achieve greater selec-
tivity and efficiency in public sector invest-
ments, and to develop a framework of policy
and institutional arrangements conducive to
the growth of activities in the private sector.

The financial resources provided directly
by the Bank make important contributions to
restored growth and momentum to devel-
opment, but they can never be more than a
rather small proportion of the total resources
required. The Bank is, therefore, strength-
ening its catalytic functions, particularly with
respect to aid coordination in sub-Saharan
Africa, cofinancing with commercial banks and
export credit agencies, and the promotion of
private investrnent. In addition to its direct
lending, the tasks of complementing and-—to
the extent possible—exercising a construc-
tive influence on capital flows from other
squrces are also important factors in shaping
the future role of the Bank.
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The IMF:

and change

How, through innovation and adaptation, the Fund has attained its present character

Margaret Garritsen de Vries

Decernber 27, 1985 marks the fortieth
anniversary of the signing of the Fund's
Articles of Agreement by the 39 orignal
members, a ceremony that gave birth to the
International Monetary Fund. In 1945, no
one knew how well the new organization
would work. The new members themselves
held profoundly conflicting views as to how
vital and effective the Fund should be, some
arguing that the need for little activity would
indicate the Fund’'s success. Today, while
some would have the Fund perform otherwise
than it currently does, the Fundis nonetheless
regarded as one of the more influential and
effective international organizations.

The Fund's membership has grown to 148,
encompassing virtually all countries except a
few, principally in the Eastern Bloc. In recent
vears, the People’s Republic of China has
taken up the representation of China, and
two East European countries—Hungary and
Romania—have become members. Financial
resources from members’ quota subscriptions
have grown nearly twelvefold, to just under

SDR 90 billion, and the Fund has been able
to supplement these resources considerably
by temporary borrowing from the govern-
ments and central banks of several of its
members. Today the Fund is widely recog-
nized to have played a key role in contaimng
a world financial crisis that might otherwise
have resulted from the severe debt-servicing
difficulties that arose in mid-1982. It is the
major forum in which financial officials con-
sider and help resolve international monetary
problems.

The Fund’s evolution into an effective in-
ternational organization is largely attributable
to its ahility to adapt its activities, policies,
policy-making bodies, procedures, and even
its Articles in response to changing circumn-
stances. The Fund has shown a capacity to
adapt not foreseen by its founders.

A slow start

When the Fund opened its doors in March
1946, it was eager to start enforcing the code
of conduct with which it had been entrusted,

40 years. of challenge

including agreed par values for exchange
rates, the abolition of exchange restrictions,
and the establishment of currency converti-
hility. However, the Fund soon found that it
faced serious problems in doing so.

First, the postwar economic problems of
reconstruction and the major readjustments
that most members needed to make in their
economies and trading relations proved much
more difficult than had been expected. For
over a decade most members could not fully
assume their Fund obligations, finding it es-
pecially difficult to eliminate restrictions and
establish currency convertibility. Second, as
an untried mternational organization, the Fund
had difficulty in asserting its authority. Third,
the Fund was hampered by its inability to
disburse money. While most members needed
US dollars urgently, the Executive Board was
sharply divided between those who believed
that members had an automatic right to draw
on the Fund's resources and those who
believed that access to ils dollar holdings
should be subject to fairly strict conditions.
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Moreover, it was decided that the Fund
should not give financial assistance to recip-
ients of Marshall Plan aid. In any event,
financial authorities regarded lending as a
subsidiary function of the Fund, and the
Fund's resources as intended for short-term
use only,

In these circumstances, the Executive Board
took many decisions that in effect tied the
Fund’s hands, Much to the frustration of the
first Managing Director, Camille Guit, the
Fund made few transactions, was involved
only formally in members’ exchange rate
decisions, had relatively few discussions with
members of their economic policies, and took
little action against the extensive exchange
restrictions of European members. Instead,
the Fund concentrated its efforts on multiple
rates and discriminatory currency practices,
which prevailed mainly in smaller members.
This provoked some il will on the part of
developing members, especially in Latin
America, which resented the greater atten-
tion being paid to their exchange rate practices
and restrictions than to those of the major
powers.

Far-reaching changes in 1952

By 1952, the Fund's reputation and its
relations with many of its members had
reached a low ebb. But its officials had learned
a lesson: to be of value, the Fund had to
meet the most urgent needs of its members.
What members needed at that time was help
in setting their economic goals and priorities
and support in reducing their reliance on
restrictions. In that year the Executive Board
agreed to two bold undertakings that helped
greatly to fifl these needs: it ensured that the
annual consultations with each member, which
were then being inaugurated, would be sub-
stantive, and it introduced a general policy
on the use of its resources.

The Articles of Agreement required that,
beginning five years after the start of oper-
ations, the Fund hold annual consultations
with each member still maintaining exchange
restrictions. When such consultations were
begun on March 1, 1952, the climate for them
was anything but propitious. Some Executive
Directors and even some staff members,
deeply wary of the Fund's overstepping its
authority, wanted to restrict severely the
frequency of consultations, the subject matter
to be covered, and any recommendations by
the Fund. Others, including Ivar Rooth, the
second Managing Director, argued that such
limited consultations would compromise the
Fund's credibility even further, and spoil the
Fund's best opportunity to become a partic-
ipant in members’ economic policy decisions,
After much debate, the Executive Board
agreed that consultations should be thorough-
going—that the Fund should review exchange
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restrictions, the forces necessitating their
retention, and ways to eliminate them, in-
cluding possible financial and technical assist-
ance from the Fund.

At first conducted cautiously and then grad-
ually extended, these annual consultations
have enabled the Fund, jointly with the au-
thorities of each member country, to make
regular reviews of the full range of its mem-
bers’ balance of payments positions, policies,
and prospects. Since the balance of payments
is also affected by domestic macroeconomic
policies, the Fund necessarily hecame in-
volved in reviews of these policies, such as
fiscal, monetary, and pricing policies.

For more than three decades, annual con-
sultations have been the principal framework
for the Fund’s Executive Directors, manage-
ment, and staff to address members’ external
payments problems. The holding of consul-
tations under Article IV, which deals with
exchange rate arrangements, is a key feature
of the Second Amendment to the Articles,
which became effective in 1978, and the main
instrument through which the Fund now car-
ries out its mandate for sucveillance over
members’ economic policies.

The secend of the seminal decisions of
1952 gave the Fund a general policy on the
use of its resources. Under the “tranche
policy” introduced, the Fund's credit was to
be available to members in four equal tranches
of 25 percent of quota. In addition, members
had a “gold” tranche position to the extent
that Fund heldings of their currency were
less than the quota. Drawings in the “gold”
tranche were, in practice, to be automatic
{automaticity was formally incorporated in the
First Amendment of the Fund’s Articles in
1969). Drawings in the credit tranches were
to be conditional oh a membet’'s economic
policies aimed at correcting its balance of
payments disequilibrium. The objective was
to enable members to lift restrictions, thereby
achieving the Fund’s basic purposes. Repur-
chase (i.e., repayment of borrowed curren-
cies to the Fund) was to take place within
three to five years. In its suggestion that
members might not want to draw immediately
but could ensure that they would be able to
draw within a subsequent 6 to 12 months’
period if needed, the 1952 decision contained
the germ of the Fund stand-by arrangement
(also not mentioned in the otiginal Articles).
By the mid-1960s, stand-by amrangements
were virtually the only means by which the
Fund provided financial support to its mem-
bers; in 1974 they became the model for the
new extended arrangements; and in 1978 a
definition of a stand-by arrangement was
included in the amended Articles.

Conditionality, much further developed,
today forms the heart of the Fund’s financial
assistance. Indeed, the unique leverage of

the Fund’s lending derives from the linking
of stand-by arrangements to members’ eco-
nomi¢ policies, reinforced by periodic con-
sultations,

Innovations in the 1960s

By the early 1960s, most of the Fund’s
initial goals had been achieved: the great
majority of its members had established par
values for their currencies, the extent and
complexity of multiple rates had vastly dimin-
ished, and the main European currencies had
been made convertible. The Fund had de-
veloped a system of international cooperation
and consultation on tonetary and financial
policies that contrasted sharply with the “beg-
gar-my-neighbor” practices of the 1930s. Most
important, the industrial countries had achieved
unparalleled economic prospenity and devei-
oping countries had also made great economic
strides.

Nevertheless, the decade of the 1960s
presented a new problem. Widespread and
growing concern arose about the adequacy
of official sources of international liquidity, in
general, and the disruptive effects of short-
term capital movements, in particular. The
two major reserve currency countries, the
United States and the United Kingdom, wete
particularly exposed to frequent transfers of
short-term capital, threatening the stability
of the international monetary system. To help
deal with the problem, the Executive Board,
in one of its most significant decisions, ruled
in July 1961 that the Fund’s resources could
be used to help members deal with difficulties
arising from short-term capital movements.
However, despite the general increase in
quotas agreed upon two years earlier, concern
continued that, were the United States to
draw on the Fund, not encugh resources
would remain for other members. Hence, in
1962, during the term of the Fund's third
Managing Director, Per Jacobsson, the Gen-
eral Arrangements to Borrow (GAB) were
created, permitting the Fund to borrow up
to 36 billion from the ten largest industrial
members, if any of the ten drew. Beyond
being an important source of financial re-
sources, the GAB have been a forerunner to
additional borrowing arrangements. In the
past decade the Fund, benefiting from its
experience with the GAB, has entered into
new borrowing arrangements with some of
its member governments and their central
banks as a sizable temporary supplement to
its ordinary resources. The GAB themselves
have recently been revised (see “Supple-
menting the Fund’s lending capacity,” by
Michael Ainley, Finance & Development, June
1985).

Fears of a shortage of international liquidity
persisted, however. The world’s production
of gold at prevailing prices was wholly inad-
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equate as a source of reserves and the United
States was planning to eliminate the payments
deficits that had been supplying dollars as
reserves to the rest of the world. The Fund
thus embarked on the five years of negotia-
tions that led to the creation of special drawing
rights. This innovation marked the zenith of
the Fund's first 25 vears and the major
achievement of its fourth Managing Director,
Pierre-Paul Schweitzer., When the First
Amendment, incorporating the SDR into the
Articles, became cffective in 1969, the Fund
acquired the power to supplement interna-
tional liquidity by creating its own money. It
therchy obtained not only a power on which
its founders had been unable to agree hut
also an additional purpose.

Subsequently, the Fund allucated some
SDRs; increased the uses of the SDE, es-
pecially in its own transactions and operations;
and freed the SDR from most of the restraints
initially imposed on it. However, the SDR
has not become & major asset in the reserve
holdings of most countries and certainly not
yet the principal reserve asset of the inter-
national monetary system, as intended by the
Second Amendment.

Another innovation of the 1960s was the
introduction of two facilitics to help primary
producing countries deal with declines in their
export earnings stemming from fluctuations
in the prices of pnimary products. The com-
pensatory financing facility to help compen-
sate for temporary shortfalls in export earn-
ings was established in 1963. The buffer stock
facility, under which the Fund helps finance
members’ contributions to approved inter-
national buffer stock schemes, was estab-
lished in 1969. These two facilities were
harbingers of later arrangements intended
mainly for the benefit of developing members.

Transformation after 1973

Much more difficult challenges arose in
1973 after the par value system, which had
been under severe stress since late 1967,
finally collapsed when a number of major
countries resorted to floating rates. The Fund
had never played as important a role in
members’ exchange rate and par value deci-
sions as had been envisaged at its creation.
Some critics nevertheless viewed the end of
the par value system and the onset of Aoating
rates as a sign that the Fund had failed, while
others argued that the Fund had no further
reason to exist. Hence, ag of early 1973, the
Fund's future character was uncertain.

In that year, historically high rates of
mflation and then sudden steep increases in
oil prices caused massive imbalances in ex-
ternal payments. In 1974 75, members faced
a severe worldwide recession and the hitherto
unknown phenomenon of rising prices coex-
isting with high unemployment in industrial

countries. Taking place in the context of
flnating exchange rates, these developments
posed the threat of severe exchange insta-
bility and competitive depreciation reminis-
cent of the 1930s.

Under H. Johannes Witteveen, its fifth
Managing Director, the Fund responded
guickly. Very socn after the 1972-73 rise in
otl prices, it introduced two oil facilities which,
in 2 new departure for the Fund, were
financed by borrowings from members. As
payments deficits persisted, the Fund contin-
ued to seek new arrangements for financing
these deficits. The 1970s thus saw the intro-
duction of the extended Fund facility (for
adjustment programs of medium-term dura-
tion), the supplementary financing facility (to
enable the Fund to lend larger multiples of
quotas), and a subsidy account to reduce the
cost of drawings under the 1975 oil facility
by low-income developing members. The
Fund also considerably liberalized and ex-
tended its compensatory financing facility;
expanded the applications of the buffer stock
facility; arranged for loans for a number of
developing members from a specially created
Trust Fund, based on profits from sales of
some of the Fund's gold; and disbursed some
of its gold hoidings directly to members.

These developments in effect transformed
the Fund:

® With exchange rates for the main cur-
rencles floating, the Fund's regulatory func-
tions received less emphasis than its financial
functions;

# Lending became a primary activity;

® The scale of lending, backed by sizable
Fund borrowing, no longer depended exclu-
sively on members’ subscriptions;

#® The Fund became an important financial
intermediary, horrowing from some members
to lend to others.

Further transformation of the Fund came
with the Second Amendment. In brief, floating
rates received legal sanction, but the Fund
was also given a mandate to “exercise firm
surveillance over the exchange rate policies
of members.” The creation of two new com-
mittees of the Board of Gevernors—the In-
terim Committee of the Fund's Board of
Governors on the International Monetary
System and the Joint Ministerial Committee
of the Boards of Governors of the Bank and
the Fund on the Transfer of Real Resources
to Developing Countries—provided high-level
policy-making bodies that meet twice a year
to discuss and make policy recommendations
on major mternational monetary and devel-
opment issues.

Since the early 19705 the world economy
has been seriously troubled and the Fund has
therefore also concerned itself more than
before with analyzing world economic prob-
lems. Through the “World Economic Out-

The Fund history

The new volumes by Margaret Garritsen
de Vries are: The International Monetary
Fund, 1972-1978: Cooperation on Trial:
Volumes I and I, Narrative and Analysis;
and Volume IlI, Documents (Washington,
DC, 1985). Earlier volumes were: Margaret
Garritsen de Vnies, The International Mon-
etary Fund, 1966-1971: The System Under
Stress (Washington, DC, 1976), two vol-
umes; and J. Keith Horsefield, Margaret G.
de Vries, and others, The International
Monetary Fund, 1945-1965: Twenty Years
of International Monetary Cooperation
(Washington, DC, 1969), three volumes.
These books can be ordered from Publica-
tions Unit, Box A-853, International Mon-
etary Fund, Washington, DC 20431, USA.

look” exercise, a series of analytical, empir-
ical, and statistical reports, the Fund now
regularly offers an independent international
view un the world economy and its prospects.

Responses to the debt problem

In the 1980s, new problems arose as a
result of the second round of oil price in-
creases in 1979; the most severe recession
since the 1930s in 1981-82; large payments
deficits, especially n developing members;
critical external indebtedness difficulties in
several developing countries; increasing pro-
tectionism in industrial countnies; and contin-
ued swings in floating exchange rates. In
response to these problems the Fund, under
its sixth Managing Director, ]. de Larosiére,
has taken additional new steps. To meet the
needs of developing countries—which have
become the predominant users of the Fund's
resources—the Fund has introduced longer
repayment periods and loans that are larger
multiples of quotas. For example, since 1981,
under an enlarged access policy, the Fund
has provided additional financing in conjunc-
tion with its ordinary resources to members
facing payments imbalances that are large in
relation to their quotas.

The onset of the world debt crisis in August
1982 strengthened the Fund's view that bal-
ance of payments adjustment was unavoidable
and needed to be pursued vigorously. Work-
ing on a country-by-country basis, the Fund
has assisted members, especially those with
major debt problems, to design and implement
adjustment programs that will achieve a viable
balance of payments in the medium term. At
the same time, it has sought to keep financial
flows moving to these countries. In a signif-
icant departure from past practice, the Man-
aging Director has helped arrange financial
“packages” for a number of debtor members,
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on the grounds that a cooperative strategy,
involving all the interested parties (debtors,
creditors, and the Fund), was necessary for
adjustment to be successful and reasonably
paced. A signal innovation was that the Fund
made its own assistance dependent on the
explicit commitment of additional funds by
private creditors and other official creditors.
As the Fund moves to support medium-term
adjustment programs, it has also been
strengthening its collaboration with the World
Bank,

The Fund is now also strengthening its
surveillance over the policies of all members.
In particular, in the past two years, consul-
tations with members have placed increased
emphasis on the intermational repercussions
of domestic policies.

Change with continuity

As a result of all these changes, the Fund
has gradually undergone a metamorphosis.
Yet it has held constant the objectives stated
inits Articles. First, as a permanent institution
for collaboration on intemational monetary
problems, it has consistently sought the com-
plete cooperation of its members and the
fullest and frankest consultation possible. Sec-

ond, it has sought “to facilitate the expansion
and balanced growth of international trade,
and to contribute thereby to the promotion
and maintenance of high levels of employment
and real income and to the development of
the productive resources of all mem-
bers. ., . .” Third, the Fund has consistently
sought to help members attain sustainable
balance of payments positions. Finally, it has
continuously scught to foster a liberal trade
and payments regime. _

In sum, by being flexible within the frame-
work of its basic purposes, the Fund has been
an effective force in international monetary
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affairs, despite vastly altered circurmnstances
in the world economy and the international
monetary system.

This article has traced the evolution of the
Fund over the years in response to changing
circumstances, and has outlined its achieve-
ments in many areas. This is not to imply,
however, that the Fund has not encountered
problems, or that its policies and activities
have been universally successful. Indeed,
even today, the Fund faces a number of
important challenges, such as persuading a
number of its members to persevere with
adjustment programs that are not easy to
implement; promoting a pace of adjustment
commensurate both with resources available
and the implementing capacity of countries;
devising stabilization programs for low-in-
come countries, where the problems of de-
velopment and balance of payments are not
easily distinguishable; and exercising a greater
depree of influence and surveillance over the
economic policies of industrial countries.

These and other problems exist. To meet
them in ways acceptable to its membership,
and to remain effective, the Fund will have
to continue to be imaginative and innovative,

International Monetary Fund, 1972-1978
Cooperation on Trial

by Margaret Garritsen de Vries
(Volumes I and II, Narrative and Analysis, Volume III, Documents)

This new history, the third in a series,
recounts the Fund'’s evolution in the turbulent
years since the Smithsonian Agreement of De-
cember 1971. It describes the collapse of the
par value system and the negotiations for
reform as the Fund diversified its activities,
increased its lending, amended its Articles of
Agreement, and undertook to supervise the
evolving system in a world of double-digit

inflation, higher oil prices, unprecedented pay-
ments difficulties, slower growth, and contin-
ued floating exchange rates for the major
currencies.

The Historian (an experienced staff member
of the Fund) supports her interpretation of
these events by documents — many of them
previously unpublished -—— and by interviews
with major participants.
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Price: $60.00 (for three volumes); $25.00 (each).

Available from: Publications Unit, Box A-853
International Monetary Fund « 700 19th Street, N.W.
Washington, D.C. 20431, USA. ¢ Telephone: (202} 473-7430
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Recovery, interdependence, and
the developing economies

The growth of developed and developing countries is closely linked, but better policy
coordination and financial intermediation are needed

The world economy seems to have now
set upon a path of slow recovery. It had
suffered a setback in the early 1980s, one
that in some sense was the most severe
recession since World War II. The volume of
world trade, which had been growing at an
average rate of 6 percent a year during 1976
1980, actually declined by 0.5 percent in 1981
and by a further 3 percent in 1982. There
were also drastic falls in almost all other
indices of global economic activity. Developed
countries suffered, but the developing coun-
tries went through a period of serious crisis,
with a sustained and often very significant fall
in their per capita incomes. Except for a few
countries in Asia, the economic conditions,
living standards, and, most important, the
rate of capital formation deteriorated sharply
for most developing countries—those from
the poorer regions of Africa as well as coun-
tries from the relatively better off regions of
the Middle East and Latin America.

The recovery that started by the end of
1983 gathered some momentum in 1984, the
year in which the output of the developed
countries grew at about 4.7 percent, their
best performance since the mid-1970s. But
that growth rate had fallen to about 3 percent
by the first quarter of 1985 and the latest
OECD projections suggest a growth rate for
all OECD countries of around 2.75 percent
in 1986. In fact, most projections for the
second half of 1980s indicate that developed
countries are not expected to grow at an
annual rate higher than 3 percent, and that
the volume of world trade will grow at best
at 5 to 5.5 percent a year. Clearly the
recovery, if it is sustained, is going to be
slow and halting. Even the most optimistic
scenarios do not project a growth rate for
developing countries as a whole above an
average of 4.5 percent. This is a rate well
below what they achieved in the 1960s and

Arjun Sengupta

the 1970s, and one that for most developing
countries will not restore, even by the end
of 1990, the consumption levels they enjoyed
in 1980,

Fragile recovery

Particularly disconcerting is the fact that
the current economic recovery is not only
slow and halting but it also seems to be rather
fragile. The principal channel of transmission
of this recovery, especially to developing
countries, is the upswing in the volume of
world trade and the expansion of the markets
for the exports of developing countries. The
projected growth rates of world trade in the
next few years fall far short of the average
annual growth rate of 7.7 percent achieved
in 1967-76, but even that may be threatened
by the increasing pressures for protectionism
that are noticeable today.

The patterns of growth of developed coun-
tries suggested in the different scenarios are
not encouraging as regards the problem of
unemployment. The rate of unemployment in
all industrial countries averaged about 3.5
percent during 1967-76. It increased steadily
to 8.2 percent in 1984, and there is little
prospect of it declining in the coming years.
For Europe, it was 10.7 percent in 1984, and
according to the OECD Economic Outlook, it
is expected to increase to 11.25 percent by
the end of 1986. This environment creates
fertile ground for the growth of protectionism,
to which the democratic governments of the
West may be forced to succumb.

Mr. Sengupta is a member of the IMF's
Executive Board. The views expressed
in this article are strictly his personal
opinions and do not purport to represent
the views of the Fund—Editor.

Moreover, the growth of the developed
countries, on which depends the growth of
exports of developing countries, itself seems
uncertain. The estimates of the elasticity (or
responsiveness) of non-oil developing coun-
tries’ exports with respect to the real GNP
of industrial countries vary between 1.3 and
2.6, depending on the classification of exports
and countries as well as the period of esti-
mation. They all suggest that a fall in the
GNP growth of developed countries may
produce a significant fall in the exports of
developing countries. Furthermore, an OECD
study (International Economic Linkages) in-
dicates that it may require an OECD growth
rate of real GDP of 3 to 4 percent to maintain,
in real terms, primary commodity prices
relative to the prices of OECD export of
manufactures. There is not much prospect
for any improvement in capital flows to de-
veloping countries, thus the uncertainty about
the growth of the industrial countries creates
greater uncertainties about the growth of
developing countries.

The current recovery in industrial countries
seems to be closely related to the growth of
the US economy and the large US current
account deficits. To the extent the growth of
the US economy is not dependent on US
fiscal policy and budget deficits but reflects
underlying real factors, such as increasing
productivity, high rates of return on invest-
ment, and successful containment of infla-
tionary expectations, the US recovery may
be sustained even if the budget deficit is
reduced, and the import surplus and capital
inflows are significantly scaled down. How-
ever, all the medium-term projections indicate
that the large current account deficit will
actually expand in the next few years. The
latest OECD Econamic Outlook, for instance,
indicates that the current account deficit will
grow from $102 billion in 1984 to $151 billion
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by the end of 1986. It is this aspect of the
near-term scenario of the international econ-
oy that makes the prospects of a sustained
global recovery very uncertain.

Whatever may be the cause of the increas-
ing current account deficit in the United
States-—a very large increase in the domestic
expenditure compared to other OECD coun-
tries or a high dollar caused by large net
capital inflows—it reflects a substantial im-
balance between the value of imports and
exports that is likely to become unsustainable
at some point. According fo some estimates,
a continuation of the present scale of deficits
until 1990 would lead to an accumulation of
foreign debt by the United States of the order
of 150 percent of the value of exports of
goods and services, and would require an
outflow of resources of 1.5 percent of GNP
every year merely to cover interest payments
after 1990, Even if, for the sake of argument,
one accepts that the capital inflows to the
United States are attracted by high rates of
real return, and not by high interest rates,
there is a limit to foreign indebtedness. After
that limit is reached, foreigners may be un-
willing to acquire further debt without a sharp
rise in interest rates or a fall in the exchange
rate. Furthermore, the perception that the
market is reaching that limit will grow as the
stock of net Habilities to foreigners increases,
and this may create an environment of des-
tahilizing expectation and a possible sharp
fall, or “hard landing, ” of the dollar, Whatever
else may be the effect of this eventuality, it
will almost certainly slow down the process
of recovery.

Problems of debtor countries

For the developing countries, there is
another highly discouraging element in these
scenarios of recovery. The current account
deficit of 123 indebted developing countries,
which was growing steadily in the 1970s,
reflecting a net absorption of resources from
abroad, reached a peak of about $113 billion
in 1981. Since then it has declined sharply to
about $38 billion in 1984 and is expected to
fall further to around $37 billion in 1986. This
has taken place at a time when outflows on
account of interest payments have amounted
to around $82 billion a year. For the market
bortowers, the aurrent account deficits are
projected to fall from $72 billion in 1981 to
as low as $5.8 billion in 1986. Interest pay-
ments by these countries, which amounted
10 $57 billion in 1981, would, however, remain
at a level of $64 billion in 1986.

Such balance of payments data indicate that
from 1983 onward there has been a net
resource transfer from the indebted devel-
oping countries to developed creditor coun-
tries and that transfers will continue in the
coming years in the form of surpluses in trade
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and nonfactor services. According to one
estimate, major debtors would have to gen-
erate trade surpluses amounting to 4 to 5
percent of their GDP every year well into
the 1990s just to meet interest payments on
their outstanding debt. A resource outflow of
this order of magnitude would be difficult to
maintain over a number of years without
creating serious econornic and social tensions,

Indeed, the problems of the indebted de-
veloping countries clearly bring out the es-
sential features of the current international
economic situation. There are misalignments,
with risks of a possible sharp deterioration of
output, consumption, and trade. There is also
scope for coordinated international action based
on mutually consistent and hatmonized na-
tional policies. The total debt of developing
countries increased from $610 billion in 1980
to $895 billion in 1984, Of this, as much as
$472 billion is held by private lenders. Only
16 countries account for 58 percent of the
total debt, 8 Latin American countries being
responsible for nearly $330 billion. This high
concentration of debt suggests the high vul-
nerability of the system to even minor changes
in the conditions of lending, to econornic
variables affecting the value of debts cutstand-
ing, and to the debtors’ capacity to service
debt.

The concentration of risk as reflected in
the over-exposure of the international banks
in a few countries has been the principal factor
responsible for drying up of commercial bank
lending to developing countries. According to
the Bank for Intermational Settlements, total
net commercial bank lending in the first three
quarters of 1984 amounted to only $60 bil-
lion—a drastic fall from $165 billion in 1981;
of this only $10 billion went to countries
outside the BIS reporting area. Most com-
mercial banks had net inflows of funds from
these countries that were re-lent to others,
mainly developed countries. In the ahsence
of any buoyancy in other sources of capital,
either official flows or direct investment, or
some kind of international mechanism to spread
the risk, share the burden of fimances, and
more systematic debt rescheduling, the entire
burden of sustaining debt and avoiding defaults
will fall on the indebted countries. The task
of meeting these burdens by debtor countries
is made difficult by high interest rates and
the overvalued dollar resulting from the un-
coordinated macroeconomic policies of the
creditor countries. A large part of these debts
have heen contracted at floating mterest
rates, and the costs of servicing them have
steadily increased in the last few years. The
process has been accentuated by the sharp
rise in the value of the dollar (since most of
these debts are denominated in dollars), while
commuodity prices have fallen in terms of the
dollar.

While it is true that some of the problems
of the debtor countries were the result of
their own imprudent policies, it cannot be
denied that the policies of the commercial
hanks and the uncoordinated international
system of financial intermediation in the years
of excess liquidity—the 1970s—were largely
responsible for creating the basis for the
current debt crisis. The problems have be-
come critical because of the contracticn of
international credit markets in the early 1980s
and the slow economic recovery since then.
Whether they can be resolved, or at least
contained, in the next few years will, again
only partially, depend on the debtor countries’
own policies in carrying out adjustment pro-
grams. Other important determinants will be
international factors such as the extent of the
decline in interest rates, the realignment of
the dollar and other major intermational cur-
rencies, the continued expansion of world
trade, the continuation if not acceleration of
the process of recovery, the containment of
protectionist tendencies, and the revival of
financial flows from commercial banks to
debtor countries. These factors, in turn, will
depend on developments in the industrial
countries, policies adopted by them, how
multilaterally coordinated these policies are,
and how they affect the functioning of the
system of international fimancial intermediation,

Coordination of policies

In a similar way, whether international
recovery can be sustained depends only par-
tially on the policies of individual countries
following their narrowly defined national ob-
jectives, The more crucial determinants are
the international consistency of these natianal
policies, namely whether in the formulation
of economic policy each country takes into
account the repercussions of its own policies
on others. The current recovery does not
have to be slow and halting, or fragile and
uncertain, In fact, it is possibie to formulate
internationally coordinated programs that would
not only set the course of recovery on an
assured path of expansion but also spread the
benefits more evenly, with developing coun-
tries growing rapidly and the industrial coun-
tries maintaining a steady growth rate with
price stability.

It is now generally agreed that the most
important requirement for sustaining the re-
covery or preventing a reversal of the pracess
would be a gradual decline in the value of the
dollar, without any upward pressure on the
US interest rates. It also seems that the
entire international community, including the
Fund, the OECD, the Group of 10, as well
as the US admdnistration believe that the
most important policy action in this regard
will be a reduction in the US budget deficit.
Most simulation models suggest that i the
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budget deficits are brought down steadily
through fiscal contraction, there will be a
reduction in the level of activity and growth
rate in the United States in the immediate
future. This would exert a downward pres-
sure on the price level and, with no change
in money growth, induce a fall in interest
rates. The result of lower interest rates would
tend to lower the dollar, a development that
would be reinforced by the reduction in do-
mestic demand.

The immediate effect of such a scenaric
would be a downward pressure on the level
of activity in other OECD countries through
a reduction in their net exports, A farge part
of the growth of these countries in recent
years was generated by export growth, fa-
cilitated by the rise in US imports. A reduction
in the rate of expansion of the US import
market, and increased competitiveness of US
exports induced by a lower dollar, would
adversely affect the growth of exports and
GNP of Western Europe and Japan. To some
extent the negative impact on their level of
activity could be neutralized by a fall in their
interest rate following reductions in US in-
terest rates, with monetary growth and fiscal
policy unchanged. But if, to offset the defla-
tionary impact of the US policies, they fol-
lowed a more active policy of expansion, they
could allow interest rates to fall further or
expenditure 1o increase faster, thereby pick-
ing up the slack left by the US contraction.

Scenario

Clearly, if a contraction policy in the United
States is coordinated with a policy of expan-
sion in the rest of the OECD, the extent of
the policy change may be contained within
fimits. But too sharp a reduction in the current
account deficit of the United States may have
an excessive impact on the level of activity
in other developed countries, unless there
are alternative outlets for the excess savings
of most of the OECY) countries. The recovery
of the last few years has been characterized
essentially by the absorption by the United
States of excess savings of the rest of the
OECD, reflected in large current account
deficits in the United States accompanied by
substantial surpluses in the rest of the QECD
countries. If the United States reduces its
level of absorption, other OECD countries
would either suffer a setback in their recovery
or have to follow an expansionary policy,
quickly degenerating into inflation. The only
way out may be for these excess savings to
be invested outside OECD, mainly in devel-
oping countries. In a properly integrated
international economy, therefore, policy op-
tions should not be confined to only one
subset of countries.

Most of the simulations of recovery that
assume a growth of GNP of the QOECD

countries at around 3 percent indicate no
reduction in the current account deficits of
the United States. These deficits remain
substantial, even when the current account
surplus of the rest of the QOECD continues to
increase. If the size of these deficits itself
becomes a source of destabilizing expectation,
as discussed above, by altering the perception
about the limits beyond which foreigners
would fiot be willing to hold further stock, of
net liabilities, some measures would then
have to be adopted to reduce these deficits
without precipitating a sharp fall of the dollar
or unleashing an inflationary spiral. A sharp
fall in the US growth rate would, of course,
bring down the deficits, but that would be a
colossal waste and the worst example of
noncoordination of national policies. If the
United States allows a large monetary ex-
pansion to offset the effects on GNP growth
of tight fiscal policy, interest rates would fall,
the dollar would depreciate, current balances
would improve, but prices would start rising.
There would be a loss of confidence in the
anti-inflationary stance of US policy, which
would rekindle inflationary expectations in
other OECD countries. An expansionary pol-
icy in the rest of the QECD is also limited
by the fear of stimulating inflation, setting the
lmits beyond which their surpluses cannot
be reduced. So the US deficits can be brought
down without upsetting recovery or control
over inflation only if the net exports, or the
incremental surplus of the OECD countries
taken as a whole, find a vent in the non-
OECD developing countries.

Financial intermediation

Although the characteristics of the current
situation and the source of surplus of the
OECD countries are quite different from the
situation following the first oil shock of 1973
74 that generated the surplus of the OPEC
countries, it is plausible to argue that analyt-
ically the world is facing today similar prob-
lems of financial intermediation. The current
account surplus of the OECD countries other
than the United States is expected to increase
from $44 billion in 1984 to $77 billivn in 1986.
It is highly unlikely that marginal changes in
domestic policies would affect these surpluses
in any significant manner, especially since
most countries are firm on their anti-infla-
tionary policies. A reduction in the US deficits
would thus increase the net surplus of the
OECD countries that cannot be absorbed
within the OECD countries, just as the OPEC
surplus could not be absorbed within the
OPEC countries.

It therefore becomes a challenge to the
international community to devise a mecha-
nism of financial intermediation so that this
surplus from the OECD countries can he
effectively transferred to the developing

countries which can expand their deficits and
absorb them through productive investments.
In the mid-1970s the international community
failed to devise such a mechanism. The QPEC
surplus was largely recycled to the developed
countries, and the intermediatton of the in-
ternational banks in favor of a few developing
countries in an environment of zero, or neg-
ative, real interest rates dissipated itself in
unsustainable investments. That phase of
international financial interaction ended with
the virtual disappearance of the OPEC sur-
plus. But the world scene today is different.
The OECD surplus is not likely to disappear,
and a reduction in the deficits of the United
States, which may be essential for sustaining
the recovery, would only heighten the need
for effective intermediation.

Orne lesson that has been effectively learned
from the recycling experience of the 1970s
is that the market is a poor performer in
international financial intermediation. This
should not have been unexpected because
that experience with financial intermediation
involved investment in developing economies,
and the literature on the economics of de-
velopment begins with imperfections in the
capital market, where the “true” rate of return
an investment is not reflected in the “appro-
priable” market rates of return or interest.
If there is any area where the total approach
of development programs determines the
viahility of the components of the program,
it is in the investment activities in tradable
products, especially in the industrial sector.
If the market could allocate investable sur-
pluses optimally, underdeveloped countries
would not have remained underdeveloped.

This does not mean that financial inter-
mediation should necessarily involve subsi-
dization. That would not be feasible, because
financial intermedianes, whether they are
commetcial banks or international institutions,
have to pay reasonable compensation to pri-
vate savers who, through capital markets in
industrial countries, channel their savings to
developing countries. But this points to the
need for planning and coordination of policies.
Projects should be so chasen that they are
mutually supportive, thus increasing their
viahility. Sometimes, a prior or simultaneous
investment in infrastructure, actively sup-
ported by concessional funding, can signifi-
cantly increase the commercial return of a
particular investment. In other cases, the
viability of even an attractive commercial
project may depend on a set of policies that
a government can adopt only if it has balance
of payments support over the medium term,
or financial resources ta undertake structural
adjustment over a longer term. In these
instances, financial intermediation, even on
commercial terms, can be more effective if
properly integrated with multilateral devel-
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opment or balance of payments financing.
Even the international banking system, which
is now very reticent about lending to devel-
oping countries, can revive its activities if
part of its risk is shared by the internaticnat
community, either with a guarantee or through
cofinancing by some international agency, or
through financing of complementary projects
with substantial backward and forward
“linkages.”

In other words, it is possible to devise
appropriate mechanisms of international fi-
nancial intermediation that would channel the
growing surplus of QECD industrial countries
to productive and visble investment projects
in the developing countries. The essential
prerequisite for that is an effective coordi-
nation of national policies of the couniries
concerned. The need for coordination of the
policies of developing countries with those of
the muitilateral agencies has already been
noted. The wviability of investment projects
financed by international resources would also
depend upon the developing countries’ ability
to transfer investment incomes into foreign
exchange, which would depend upon the
growth of their exports, which in tum would
be determined by the growth of the inter-
national economy and the reversal of protec-
tionist tendencies. Indeed, the success of
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transferring international savings to the de-
veloping countries through financial inter-
mediation is dependent on the process of
recovery, supported by coordinated policies,
and creating a basis for the world economy
to grow with price stability.

This article began by noting that the current
world recovery is slow and fragile. It has
tried to show that the process need not be
s0, and that schemes could be envisaged that
would sustain the growth of the world econ-
omy with stability and with benefits more
evenly spread. The logic of these proposals
is derived from the increasing global inter-
dependence between the developed and de-
veloping countries, Growth scenarios, nor-

Arjun Sengupta

Indian, 15 the Fund's
Executive Divector for
Buangladesh, Bhutan,
India, and Svi Lanka. A
Phi) in economics from
MIT, he taught at the LSE
and the Delht Schoal of
Ereonomics and was a
consultant to several
nternabtinnal organizations,

mally begin with the recovery and growth of
the developed countries, leading to the growth
of their imports from the developing coun-
tries, which, togcther with capital fows,
determine the developing countries’ import
capacity, and this in turn determines their
rates of growth. If, according to the above
reasoning, an effective system of international
financial intermediation can be developed,
capital lows to the developing countries could
be raised substantially, pushing up the import
capacity and the rate of growth of these
countries. The effect of the growth of the
developing countries on the rise of exports
from OECD countries, and consequently on
their GNP growth, has not been always fully
appreciated.

The recent OECD Outlook states that the
experience of 1982, “when the decline of the
OECD exports to the developing countries
reduced OECT) GNP growth by | percentage
point ot more, suggests that the adverse
impact on the OECD countries themselves
could well be of macroeconomic significance. ”
The experience of 1982 was the result of the
acute financing problems of the developing
countries. If a better system of financial
intermediation improves the growth of these
developing countries, the positive results
could be equally significant. KD
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Resuming growth in

Latin America

Despite recent difficulties, Latin America has an important weight in the world economy.
The conditions for sustained growth,and the World Bank’s role

Despite the drop in production that foi-
lowed the debt crisis of 1982, Latin America
has very cousiderable weight in the world
economy. The combined gross national prod-
uct of Latin American countnies is as large as
that of Germany, and a fifth as large as that
of the United States. In the long run, markets
in the region can be expected to continue
growing, i for no other reason than rapid
population growth of about 2.5 percent a
year.

Before the debt crisis of 1982, I8 percent
of US expotts went to Latin America. The
economic confraction in Latin America re-
duced growth in the industrialized world by
at least 1 percentage point and, as a result,
some 400,000 jobs have been lost in the
United States since 1982. Latin America’s
imports—half of which come from the US—
are now far below their pre-cnisis levels.
Given the region's place in world trade and

This article 15 based on a speech to the US Foreigm
Trade Banks Association on May 15, 1985 at
Boca Raton, Fiprida.

A. David Knox

capital markets, a resumption of its growth
is clearly in the interest of the world economy.

This article first reviews Latin America's
progress in the past two decades, pinpointing
areas of current policy that are crucial for
future adjustment and the resumption of
growth. It then describes the World Bank's
work in the region.

Building economic power

The Latin American economics grew very
rapidly after World War 1I, thanks to their
immense natural resources (notably minerals,
agricutture, and energy) and talented popu-
lation. Between 1960 and 1980 production
grew faster in Latin America than in the
United States and for most people in the
region the gap in mcome with the United
States narrowed. Of course, different coun-
tries performed differently. Brazi, where
over a third of the region’s population lives,
outperformed the other countries by a wide
margin. But Colombia, Mexico, and Vene-
zuela, as well as several smaller countries,
improved income per person at least as fast
as the United States.

This growth in incomes went hand in hand
with considerable sccial improvements. Dur-

ing the 1960s alone life expectancy at birth,
the most meaningful single indicator of wel-
fare, increased from 56 to 64 years, which is
not far below the average for middle-income
European countries such as Greece, Portugal,
or Yugoslavia, Only 40 percent of the popu-
lation had access to safe drinking water in
1960; over two thirds have such access now.
And by the late 1970s most Latin American
children attended primary schools.

At the spearhead of economic and sociat
progress were the middle classes, whose
importance has increased throughout the re-
gion. One way to ilustrate their rise is to
look at the ownership of cars and television
sets. In 1960 about 5 percent of families
owned a car; by the late 1970s more than 20
percent did so. In Brazil and Mexico nearly
30 percent of families now own cars. Mare
than one half of Brazlian familics own a
television set; even in the poor Northeast
nearly 30 percent of familties have TV. The
rise of the middle classes has a direct bearing
on Latin America's econormic future, inasmuch
as their political power—particularly on eco-
nomic issues—has become very strong. As
the recipients of subsidies on gasoline, electric
power, housing, or interes! rates that are
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made possible by increased borrowing, the
middle classes often show themselves vocif-
erously opposed to government plans for
austerity measures.

Crisis and adjustment

The improvements described above were,
however, interrupted. As the world econ-
omy entered into recession, export demand
dropped and interest rates increased sharply;
and, as commercial bank credits to Latin
America were withheld in the wakée of the
Mexican debt crisis, most countries in the
region had to adjust drastically.

The prospects for resuming growth in Latin
America rest on both internal and external
factors. Internal factors are of fundamental
importance because they alone are within the
power of governments and also because only
successful internal adjustmient can lead to
sustained growth.

Adjustment is a word used in many different
ways. In one sense adjustment is inescapable
when external financing is curtailed and export
demand falls, as was the case in 1982 and
1983. But a country can adjust in many
different ways. It can cut imports or expand
exports. It can reduce consumption and wages,
or cut investment. It can raise taxes, or cut
government spending. Usually elements of
all these policies are combined. The particular
combination chosen by a country strongly
influences its prospects of sustained recov-
ery.

In the first phase of adjustment virtually all
Latin American countries had no choice but
to reduce imports drastically. In the second
phase some countries managed to expand
exports more successfully than others. Brazil
was most successful in this respect; its ex-
ports increased by nearly one quarter in value.
The exports of Bolivia, Chile, Panama, and
Uruguay declined while Peruvian exports
stagnated. Differences in national export per-
formance are strongly influenced in the short
run by the composition of exports; Chile and
Peru, for example, rely heavily on mineral
exports for which world demand is now
sluggish. But ultimately domestic policies,
particularly exchange rate management, play
a very important role. Brazil, for instance,
has devalued its currency in real terms more
than Mexico or Peru, both of whose exports
performed poorly. Devaluation (and hence
encouragement for exporters) is often avoided
for fear it will exacerbate inflation. The po-
tential conflict between stimulating exports
and reducing inflation should not be under-
estimated, but it is nonetheless likely that
failure to boost exports will eventually worsen
rather than lessen inflation.  Exports are
vital for several reasons. First, while budget
deficits are being cut and interest rates are
high, exports provide one of the few, and in
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some countries the only, sound source of
growth of output and employment. Second,
exports are vital to improved debt-servicing
capacity and to the restoration of creditwor-
thiness. Third, since they add to the volume
of production and hence make possible econ-
omies of scale, they stimulate improvements
in productivity (see “Import substitution ver-
sus export promotion” by Anne O. Krueger,
Finance & Development, June 1985). Im-
provements in productivity (in agriculture,
mining, and services, as well as in manufac-
turing) are at the root of the long-term growth
process. .

Since the autumn of 1982 most countries
in the region have implemented adjustment
programs; many have reduced their budget
deficits sharply and strengthened their ex-
ternal accounts. The region’s current account
deficit fell from $40 billion in 1982 to $3 billion
in 1984, while its trade surplus increased
from $9.6 billion to nearly $38 billion. In
response to stringent cuts in imports in 1982
and 1983, the trade balance of the region’s
oil importing countries swung from a deficit
of $900 million in 1982 to a surplus of nearly
$14 billion in 1984.

Though the fight against inflation has been
less successful than adjustments to govern-
ment budgets and in trade, some Latin Amer-
ican countries have made substantial progress
toward sustained growth. Other countries
have yet to come to terms with the need for
adjustment. For the region as a whole, prog-
ress is reflected in the transition from a decline
in GDP in 1982-83 to growth of about 3
percent in 1984. This barely exceeds the rate
of population growth, yet it is a welcome
change in trend.

Prospects

The areas of policy that were crucial in the
early 1980s will remain so in the years to
come, Promoting exports requires continued
attention to real exchange rates and to ways
of rationalizing often stifling import restric-
tions., Further stabilization measures are
needed to strengthen domestic capital mar-
kets, to bring down real domestic interest
rates on a sustained basis, and thus to en-
courage productive investment. Not only is
it necessary to reduce public deficits further
but also to harness better the tremendous
power of the public sector for development.
Doing so will require rational decisions on
public investment and hence, often, improve-
ments in the structure of public sector man-
agement, as well as sustained political cour-
age.

External factors are also vital. Domestic
policies can enable a country to take advantage
of improving world circumstances, but in
general they cannot be expected to generate
sustained growth and employment if external

forces are adverse. This is truer now than
before, because of the enormous weight of
Latin America’s external debt—of about $360
billion as of June 1985. On average for the
countries of the region, interest payments
alone represent some 35 percent of exports
of goods and services. Adding amortization
on long-term debt to the interest payments
due increases the burden to nearly 70 percent
of exports in Argentina, nearly 60 percent in
Brazil and Chile, and nearly 50 percent in
Mexico. The rescheduling exercises—of which
there have been more than 20 since August
1982—have helped alleviate the debt-service
burden, and so have gradual reductions in
spreads over the London Interbank Offered
Rate (LIBOR) and in the commissions paid
on both rescheduled and new debt.

Two questions persist, however:

® Are there prospects for resuming sus-
tained growth when so large a share of export
earnings (and, perhaps more important, so
large a share of domestic savings) must be
transferred abroad?

® Even if technically feasible, for how long
can transfers be sustained before the social
and political fabric of society breaks down?

Numerous projections have been made. To
mention only a few, the International Mone-
tary Fund, the Federal Reserve Bank of New
York, the Institute for International Econom-
ics, Morgan Guaranty, and the World Bank
have all independently prepared scenarios for
the next five to ten years. (On the World
Bank’s scenario, see “International capital
flows and economic development” by Francis
X. Colago in this issue—Ed.) Consensus
exists on two points: on the factors that are
considered to be of crucial importance and on
the assumptions under which sustained growth
is feasible,

The crucial factors are obvious: first and
foremost, the rate of growth of the indus-
trialized countries and the related growth of
world trade; second, the level of real interest
rates; and third, the availability of external
capital. There are other important factors,
chiefly the trade policies of the industrialized
countries. Most of the analyses referred to
above imply that Latin America could resume
sustained growth of 5 to 6 percent a year
starting in 1987 or 1988 if the following
external factors materialize: growth in the
industrialized countries of 3 to 4 percent a
year; LIBOR at 9 to 10 percent with global
inflation of 5 to 6 percent a year; increases
in commercial bank debt of 5 to 6 percent a
year in current terms, at least through 1990;
and no increase in protectionism in industrial-
ized countries.

These magnitudes differ little in essence
from those of the recent past. The growth
of the combined GDP of industrial countries
accelerated from 2.5 percent in 1983 to nearly
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b percent in 1984, to a large extent reflecting
an increase of almost 7 percent in the GDP
of the United States. GDP also increased in
Japan and in Western Europe, from 3 percent
and 1.5 percent, respectively, in 1983 to 6
percent and 2.5 percent in 1984, World trade
expanded by 2 percent in 1983 (after a 2
percent drop in 1982) and increased by 9
percent in 1984. LIBOR averaged 9.9 percent
in 1983 and rose to 11.2 percent in 1984.
Net inflows of capital to Latin America, after
declining from $19 billion in 1982 to $4.4
billion in 1983, rose to about $11 hillion in
1984. Medium- and long-term external deh,
mcluding the consolidation of short-term cred-
its with medium-term debt which tock place
in 1984, increased by an estimated 6 percent.
While most of these developments are close
to those of the projections, the uncertainty
surrounding growth in the industrnalized coun-
tries, and particularly in the United States,
which has special importance for Latin Amer-
ican exports, casts a shadow over the region’s
growth prospects.

Furthermore, protectionist pressures are
not ahating. The prospects for liberalizing
restrictions on imports from Latin America
are not promising, given the disagrcement
between industrialized and developing coun-
tries that surfaced at the Development Com-
mittee meeting in April 1985 and some hes-
itation about trade talks among industrialized
nations. Trade liberalization is an important
ingredient of economic adjustment in the
industrialized nations themselves, and it is to
be hoped that the momentum for a new round
of global trade negotiations will not abate.

There remains the question of future capital
flows to Latin America. Unless sufficient
external capital is made available to countries
that are following sound adjustment policies
growth will falter, the risks of political unrest
may increase, and the burden of debt servicing
will grow once again. The international fi-
nancing institutions have already raised their
dishursements to the region, and whether
they can raise them further will probably
depend on their own capital increases. The
World Bank dishursed $3.2 billion in Latin
America in 1984, and the Inter-American
Development Bank, $2.2 billion. On a net
basis this amounted to 84 billion. Official
export financing agencies also provide net
lending of $1-2 billion 2 year. But altogether
net official flows amount to only slightly over
one percent of the region’s outstanding debt.
The difference between these inflows and the
amounts required in the projections must
continue to be forthcoming from commercial
banks if sustained economic growth is to be
resumed.

Because growth must be driven by exports,
for the reasons given above, a sound com-
monality of interests exists between the Latin

American countries and the commercial banks:
as exports expand, so does growth and em-
ployment creation, while creditworthiness im-
proves. Countries that are more successful
in their economic management will become
better credit risks and will be more likely to
attract external capital. All the projections
mentioned above show that as growth re-
sumes the ratio of debt to exports—a crucial
indicator of creditworthiness—declines and
so does the burden of interest payments on
€Xport earnings.

This cutlook assumes that commercial banks
will not pull out of Latin America. The Bank's
projections assume that the commercial banks
should be able to reduce the Latin American
share of their total assets while still increasing
these assets by 5 to 6 percent a year
current terms, as noted above,

Until now, Latin America’'s interdepend-
ence with the rest of the world has led to
remarkably close cooperation between the
commercial banks, the International Mone-
tary Fund, the World Bank, the I[nter-
American Development Bank, the monetary
authorities of major industrial countries, of-
ficial export credit agencies, and, most im-
portant, the governments of the region. This
cooperation has not been easy; the term
“involuntary lending” is witness to the diffi-
culties that had to be overcome. But without
it, it is douhtful whether the region’s turna-
round would have occurred. Projections sug-
gest that the debt burden will remain heavy
for many years to come. The room for
maneuver will be very narrow. And thus the
need for close cooperation will continue.

World Bank’s role

The Bank now offers a variety of assistance
in Latin Amenca. Traditionally, the Bank
mainly invested borrowed funds in develop-
ment projects in poorer countries, ranging
from hydreelectric power plants, highways,
ports, and pipelines, through factories, schoals,
and hospitals, Nowadays the Bank also fi-
nances credit programs for industry and ag-
riculture that channel funds to private enter-
prises. Most of the investment projects
supported by the Bank take several vears to
construct and all require complementary fi-
nancing—because the Bank never finances
100 percent of a project, usually supplying
only one half or less,

In recent vears it has become clear that
many countries lack the complementary fiscal
resources needed to finance investments;
furthermnore, they acutely need external funds
that can be disbursed quickly. In response
the Bank has adopted a number of measures.
First, it now devotes a small proportion of
its lending to supporting macroeconcmic and
sectoral policy improvements, through fast-
disbursing “structural adjustment loans” which

arg not tied to a particular investment project.
The most recent examples in Latin America
and the Caribbean are in Costa Rica and
Jamaica. Where progress is apparent and
further support is needed, several structural
adjustment loans may be made consecutively,
as has been the case in Jarnaica.

Second, the Bank now makes sector loans
to support policy improvemnents in important
individual sectors of an economy. Large sec-
tor loans are supporting export development
m Brazil and Mexico; they have financed
badly needed raw materials and intermediate
goods required by industrial exporters and
have supported policy changes designed to
make exports more attractive. The Bank has
also made an agricultural sector loan to Brazil,
after the government decided to reduce dras-
tically its subsidies on farm credits, which
had been a major source of inflation and
economic distortions. A new sector loan of
$300 million to Colombia will support the first
phase of the government's trade adjustment
program. The program’s first objective is to
promote exports, through measures to ease
exporters’ access to irnported inputs, ration-
alize import restrictions in general, and elim-
inate most export restrictions. The program
will also improve the administrative mecha-
nisms for trade management and formulate
an action program for longer-term trade re-
form. The loan will be disbursed in two
tranches; progress with the adjustment pro-
gram will be closely monitored by the Bank,
giving attention to trade policy performance
and to the level and composition of public
mvestment, which has crucial implications for
future development. Other sector loans are
contemplated for a number of countries.

Third, the Bank has accelerated disburse-
ments of traditional loans in countries that
meet certain performance criteria, The new
procedures for this purpose include fromt-
loading, that is, disbursing more during the
first year or two of a project and correspond-
ingly less in later years, as well as increases
in the share of costs financed by the Bank.

The three types of changes just described
have made it possible to increase Bank dis-
bursements to Latin America and the Carib-
bean from %2 bhillicn in 1982 to $2.5 billion in
1983, and $3.2 billion in 1984,

Meanwhile, the Bank has established closer
relationships with commercial banks and con-
tinues to seek commercial bank cofinancing
for its projects. Cofinancing has become more
difficult to arrange since the advent of “in-
voluntary Jending” but it is still important and
may become even more S0 as countries
restore their creditworthiness., Under some
cofinancing arrangements the World Bank
participates in a syndicate to finance so-called
B-loans. In some B-loans the Bank will pick
up or guarantee the outer-year maturities,
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Or, as in the case of a cofinanced loan to
Paraguay, the World Bank may (within a
certain range) translate future interest rate
fluctuations into changes in Joan maturity and
assume a contingent liability for the loan
principal which might be deferred.

The Bank's lending program and its policy
recommendations are tailored to the individual
circumstances of its borrower countries, and
arise out of dialogue with the countries’
authorities. All of this work requires an in-
depth knowledge of borrower countries, The
Bank devotes some $6 million a year to
economic and sector studies of Latin Amer-
ican and Caribbean countries—probably more
than any other development or commercial
institution in the world. It has recently stepped
up its analysis of the public investment pro-
grams of some of the Latin American coun-
tries, and is also placing great emphasis on
reviews of the productive sectors. Finally,
the Bank has acquired considerable experi-
ence of particular public institutions in Latin
America, and has helped to strengthen some
of them.

Some of the initiatives mentioned are still
new and may evolve quite rapidly. In addition,
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the Bank is seeking ways to monitor devel-
opment policies and performance that will
give information useful for mobilizing comple-
mentary sources of finance. One example is
the structural adjustment loan to Costa Rica,
where commercial bankers and other lenders
(notably the US Agency for International
Development) have tied their disbursements
to those of the Bank, using the Bank’s mon-
itoring, Similar approaches are being explored
in other countries. At all stages of its efforts
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to mobilize complementary financial support
for particular countries, the Bank works very
closely with the Fund.

Conclusion

Latin America has become so important a
part of the world economy that it has become
a matter of self-interest for the industrialized
world to help finance adjustrent programs in
the region. In the Bank's judgment, the
incipient recovery may lead to sustained growth
in Latin America well before the end of this
decade, while creditworthiness improves. Such
progress could be achieved if growth in the
industrialized countries reaches 3 to 4 percent
a year; if interest rates remain around 9 to
10 percent; and if the international financial
community continues its support. Such sup-
port is consistent with a gradual reduction in
the Latin American share of commercial bank
portfolios. However, increased protectionisin
could frustrate a recovery. Continued close
cooperation between governments, the com-
mercial banks, the Fund, the Bank, and other
important actors will be absolutely essential
in the years to come.
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Adjustment efforts in
sub-Saharan Africa, 1980-—-84

Fund-supported stabilization programs during a difficult period

The economic and financial situation of
many African countries began to deteriorate
sharply after the mid-1970s. The weighted
average annual rate of economic growth of
the non-oil countries in sub-Saharan Africa
(excluding South Africa) fell from 4 percent
in 1974-76 to only 1 percent n 1981-83.
Simultaneously, their combined current ac-
count deficit almost tripled from $4.5 billion
in 1973 10 $12.2 billion in 1981 before declining
to $8.9 billion in 1983, with a further decline
estimated for 1984. To finance their large
and growing deficits, a number of these
African countries resorted to foreign borrow-
ing which, until the late 1970s, was facilitated
by relatively easy access to international
financial markets. As a result, the combined
external debt of sub-Saharan African countries
grew from less than $10 billion in 1973 to
about $56 billion in 1984, and the debt-service
ratio almost tripled to about 20 percent of
exports of goods and services.

The causes underlying these unfavorable
developments have been discussed exten-
sively in recent years {see, for example,
“Adjustment programs in Africa” by Justin B.
Zulu and Sateh M. Nsouli, Fimance & Devel-
opment, March 1984). In brief, the first gen-
eral shock emanated from the 1973-74 oil
price increases that were followed by further
sharp increases in 1979-80. The 1973-74 oil
price increases were accompanied by a sharp
but short-lived increase m the international
prices of African export products. This fol-
lowed an mprovement in mineral and primary
product prices during the late 1960s and early
1970s, prompting many African countries to
embark on expansionary fiscal policies after
1973 and, in many cases, to protect domestic
consumers from the increases in the prices
of oil and other essential commodities through
an extensive system of consumer subsidies.
Unfortunately, these domestic policies were
continued even when the countries experi-
enced a collapse in the export prices of their
products (coffee, cocoa, phosphates, ironore,
etc.) and had 1o finance the resulting external
deficits through foreign borrowing. Most of

this borrowing was denominated in dollars,
and the substantial depreciation of the dollar
in the mid-1970s prevented the adverse im-
pact of their international horrowing from
becoming immediately evident to the African
countries. This encouraged the authorities to
postpone adjustiment and to continue financing
their growing deficits with additional external
bhorrowing.

Beginning in late 1979, when the effects

Rattan J. Bhatia

of the world-wide recession began to emerge,
the prospects for African countries took a
turn for the worse. Their difficulties became
further entrenched after the second oil price
shock of 1979-80. An immediate result was
a fall in export prices of commodities that
further aggravated the problems of African
exporters. Higher mterest rates and the
subsequent appreciation of the dollar added
to the financial burden of servicing the ex-
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ternal debt of African countries, thus com-
pounding their difficulties.

It was after 1979 that the Fund's involve-
ment in Africa became both financially impor-
tant and geographically widespread. The role
of Fund-supported stabilization programs in
the adjustment efforts of African countries
can be examined broadly in two phases: 1980
to about mid-1983, and the period after mid-
1983, the first phase beginning with the world
recession, and the second including the fult
impact of the second oil price shock, and the
emergence of the debt crisis.

Fund-supported programs: Phase I

As mentioned earlier, initially the sub-
Saharan African countries had relied on ex-
ternal borrowing while postponing adjust-
ment. However, as their debt reached im-
portant proportions ($36 billion at end-1979
compared with $10 bilion at end-1973}, ex-
ternal financing from commercial sources be-
came increasingily more difficuit to obtain and
more expensive, and the increase in official
aid was insufficient to fill the gap in the balance
of payments. African countries, theérefore,
began to perceive the need to undertake
adjustment efforts with technical and fnancial
assistance from the Fund.

During 1980-81, 21 countries in sub-Sa-
haran Africa established financial programs
with the Fund. Of these 21, & were in the
form of extended (three-year) arrangements
and 15 were stand-by arrangements. The
amounts agreed under these arrangements
were $1.5 billion in 1980 and $3.9 billion in
1981, of which $463 million ang $1.4 bitlion:
were disbursed respectively in the two years.
Such large amounts of financial assistance
were made possible by enlarging countries’
potential access to the Fund beyond the
traditional maxima permitted under the stand-
by or extended artangement. The general
presurmnption of these programs {(a third of
which were under the extended Fund facility)
was that the balance of payments problems
of the African countries were of a short-term
nature and could be reversed by implementing
suitable adjustment policies. Of course, in
some cases, the problems were also seen as
emerging from structural weaknesses that
had hampered growth and hence prevented
the attainment of a viable balance of payments.
In these cases, the Fund was prepared to
use its extended facility, which had been
established earlier to address such problems.

The design of the programs in the earlier
part of this first phase emphasized demand-
management policies, though in the extended
arrangements specific supply measures were
also mtroduced. This was because the emerg-
ing payments problems were at least partly
atiributable to expansionary policies that had
encouraged consumption and imports., The
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basic emphasis was on reducing budgetary
deficits, identified as the main contributing
expansionary factor. As the authorities had
allowed Enports to rise, the inflation rates
were generally moderate and cost-distortions
limited. Accordingly, in the initial phase, ex-
change rate admstments did not appear to be
required on comparative cost grounds. Of the
14 arrangements in force in 1980, 6 involved
an exchange rate adjustment, while in 1981,
exchange rate adjustment was included in 3
out of 19 cases. In the area of interest rates,
time deposit rates were raised and made
positive in real terms in only a few arrange-
ments in 1980 and 1981. On the other hand,
in all cases the programs aimed at reducing
the budgetary deficit and established separate
subceilings on bask credit to govermmment.

Change in analysis, programs

In 1982, a major change tock place in the
approach to the nature of difficulties confront-
ing sub-Sgharan African countries. It was
realized increasingly {especially after the im-
pact of the 1980 oil price increase was fully
felt) that the balance of payments problems
of these-countries had become intractable,
and were likely to be of longer duration than
initially thought. Different solutions had to be
examined. Strengthening this realization was
the fact that the 1980-81 programs ha¢ been
disappointing as regards their balance of pay-
ments results; in 1980, about 20 percent of
the programs attained their external current
account targets, while m 1981 40 percent
reached the target. In 1980, of the 9 country
programs with specific growth targets, only
3 attained or surpassed the growth target,
while in 1981 only 4 out of 14 reached the
target. The attainment of the inflation targets
was somewhat better: 3 ouwt of 10 countries
in 1980 and 10 out of 15 in 1981,

Despite the improvement, this resuit was
disappointing and was only partly attributable
to exogenous circumstances. It was largely
due to the inability {or unwillingness) of the
national autherities to carry out the intended
policies. For instance, the budgetary deficit
target was respected in only 30 percent of
the programs in 1980 and in 27 percent of
the programs in 1981. The performance for
overall credit expansion was better, conform-
ing with the ceilings in 70 percent of the
programs in 1980 and 60 percent in 1981;
but this also implied that excessive credit ¢
the government crowded out the often fledg-
ling private sector, with an adverse immpact on
growth. Finally, the authorities found it dif-
ficult to implement structural policies, such
as reform of state enterprises, tax reform,
etc., agreed under extended Fund arrange-
ments.

For all these reasons, the Fund’s approach
to the design and implementation of adjust-

ment programs changed in several important
directions. Given the longer-term uncertain-
ties and the difficulties that national govern-
ments had experienced in committing them-
selves to longer-term policies, one-year stand-
by arrangements, rather than three-year ex-
tended arrangements, became the Fund's
preferved approach to the adjustment pro-
grams. These arrangements gave countries
the flexibility to adjust policies to changing
circumstances from year to yvear, as they
progressed from one stand-by arrangement
1o another. Also, in light of the disappointing
results of the initial vears, the programs
placed greater emphasis on prior implemen-
tation of policies that were regarded as crucial
for the success of the program, before the
Fund would approve a stand-by arrangement,

Further, demand management policies aione
could not be regarded as sufficient to over-
come the widening payments deficits resulting
from the adverse shift in the terms of trade,
and greater emphasis than before had to be
placed on other measures. In general, while
demand-management measures continued to
be used to help reduce budgetary deficits,
the new Fund-supported progrars in Africa
encompassed a wider set of policies to in-
crease supply and exports. 1o improve mon-
itoring during the course of the program, the
new arrangements also included one or more
reviews during each year. Finally, because
the external deficits of individual countries
had become large and the resources of the
Fund had been depleted by the increased
tending undertaken in the previous years, the
Fund had to supplement its resources through
borrowing. These resources were borrowed
at market-related rates, increasing the av-
erage cost of the use of Fund resources by
member countries.

The policies within Fund-supported pro-
grams became more comprehensive, and the
adjustment period was extended to the me-
diurmn term to alicw countries to achieve viable
balance of payments positions gradually. De-
spite the apparent contradiction, there was
no clash between the emphasis on the me-
dium-term approach and the shift away from
extended arrangements to one-year stand-by
arrangements. The medium-term approach
fixed targets to be achieved over the agreed
period, leaving policies to be decided and
adjusted annually. Extended arrangements,
however, tended to fix policies for the du-
ration, making them more difficult to imple-
ment in a changing environment and requiring
modifications to be negotiated.

On the demand-management side, the con-
iinuing emphasis on reducing budgetary def-
icits was reinforced by appropriate actions
in individual areas of revenue and expendi-
tures. Fund-supported programs paid special
attention to policies on public employment
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and subsidies (both consumer and producer
subsidies) not only because they constituted
a large proportion of budgetary outlays and
thus contributed to budget deficits, but also
because they had a detrimental effect on
domestic savings. On the supply side, a
greater number of programs included specific
actions and understandings on the exchange
rate, price liberalization and adequate pro-
ducer incentives, interest rates, and reform
of public enterprises. But the approach con-
tinued to be tailored to the situation of each
country. For example, contrary to popular
belief that all Fund-supported programs in-
clude a change in the exchange rate, of the
20 stand-by arrangements in sub-Saharan
Africa during 1982 and the first half of 1983,
only 12 included exchange rate action. Greater
emphasis on exchange rate policies, in coun-
tries that needed to adjust their currencies,
was based on the realization that these rates
had become seriously overvalued, making it
difficult to put in place an appropriate incentive
structure for production. Overvalued ex-
change rates prevented the needed improve-
ment in the balance of payments by making
exports uncompetitive and encouraging im-
ports. Accelerating inflation had made real
interest rates negative in many countries,
thus discouraging savings and promoting a
misallocation of resources. As a result higher
interest rates were sought in many arrange-
ments to achieve positive returns in real
terms.

Experience with the new programs in 1983,
although not satisfactory, was better than in
the previous year. Growth targets were ac-
tually attained in about half of the programs,
as were the targets relating to the current
account deficit in the balance of payments.
The budgetary situation showed an improve-
ment over the previous year in a greater
number of cases than in the earlier period,
and credit targets were adhered to in over
two thirds of the programs for overall credit,
and about half for credit to government.
However, as the content and requirements
of the arrangements with the Fund became
more comprehensive, the number of coun-
tries with which stand-by arrangements were
concluded initially declined, from 15 countries
in 1981 to 12 in 1982. Only three new
countries concluded arrangements with the
Fund in 1982, compared with seven in 1981.

Phase II: debt and capital flows

A second phase of stand-by arrangements
followed the onset of the Mexican debt crisis
in September 1982, which later spread to
Argentina, Brazil, and many other Latin
American countries, drawing world-wide at-
tention. The debt problem of the African
countries was no less acute. By 1982, the
external debt of non-oil sub-Saharan African

- ]

Fund-supported arrangements in effect with non-oil
sub-Saharan African countries at year end, 1980-84
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countries (excluding South Africa) reached
nearly $50 billion, and their average debt
service ratio was 25 percent. Within this
average, there were several countries whose
debt-service ratio to exports of goods and
services reached 50 percent or higher.

The emergence of the debt problem in
Latin America, and the assumption of a co-
ordinating role by the Fund to contain and
resolve the problem, meant that the demand
on the Fund's resources became more wide-
spread and the amounts required, larger, at
a time when the Fund’s own liquidity was
becoming constrained. This meant either that
adjustment programs had to be made even

more restrictive, limiting the acceptable ex-
ternal deficit to the amount a member country
could borrow from the Fund, or that Fund
resources had to be supplemented with fi-
nancial support from other external sources.
Given the large external debt problem facing
African countries, and the higher cost to them
of using Fund resources (which included bor-
rowed resources), it was not considered
desirable that the entire balance of payments
gap should be filled by the Fund. In many
cases, the size of the payments imbalance
was such that it could not have been fully
financed during the course of a suitable ad-
justment program by Fund resources alone.
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Accordingly, over this period evolved the
concept of “gap filling.” This meant that the
financing of the gap under a Fund-supported
program had to be guaranteed ex anfe, for
the Fund's stand-by arrangement to become
effective and for a member country to use
Fund resources. Since such firancing involved
many parties (the member country, the com-
mercial banks, the official creditor and donor
institutions and governments), the Fund pro-
grams became a broad cooperative effort.

The debt problem also focused attention,
more sharply than in the earlier period, on
the medium-term viability of the balance of
payments of member countries. It was rec-
ognized that Fund resources were available
for only a short period { normally 3-5 vears,
in keeping with the revolving nature of the
Fund's resources), and that, m view of the
mix of regular and borrowed resources, they
were being made available to member coun-
tries on costlier terms. This inevitably meant
that even greater emphasis had to be placed
on structural policies to go hand in hand with
the shoriterm stabilization efforts. In this
exercse, the Fund relied heavily on the World
Bank to provide its assessment on a country’s
public investment program and on microec-
onomic policies in certain sectors.

By 1983 (and more so in 1984), many
African countries had become prolonged users
of Fund resources (having continuously used
these resources for over 3-5 years) or were
likely to become such. Further, while some
prolonged users were expected to achieve
viability in the balance of payments within a
foreseeable, albeit longer, period, others were
not. In principle, at least, this latter set of
countries should not have been using Fund
resources as they would inevitably encounter
difficulties when repurchases {i.e. repayment
to the Fund) began to fall due three years
after use of Fund resources.

In 1984, the total amount of the 14 agreed
stand-by arrangements with sub-Saharan Af-
rican countries was SDR 1.1 billion, of which
SDR 488 million was drawn, compared to
SDR 2.3 billion and SDR 1.3 billion respec-
tively in 1983. As the African countries also
made repurchases, net purchases totaled some
SDR 400 million only.

Finance

During 1985 and subsequent years, African
countries will need to make substantial re-
purchases from the Fund in respect of pur-
chases made since 1980. This raises the
prospect that, at a time when the world is
becoming more aware of the problems of sub-
Saharan Africa and is trying to allocate more
resources for African development, the Fund
may be withdrawing resources on a net
basis—a contrast to the reasoning that
prompted the Fund's active involvement in
Africa, beginning in 1980. Is the Fund right
in taking this posture? First, the Fund is not
a development agency and its resources have
a revolving character that needs to be main-
tained if the Fund is to discharge its assigned
responsibilities. Second, the Fund should be
regarded as one of the many sources of
international finance, and the intermational
commurity, as a whole, should endeavor to
attain positive net inflow into sub-Saharan
Africa. As the experience of the past two
years shows, the Fund, along with the World
Bank, has been very active in mobilizing those
efforts at international assistance. In these
endeavors, the Fund continues to help its
member countries in their adjustment efforts
and to encourage an environment for a
smoother and increased flow of international
resources io those countries. Finally, while
African countries that have made large use
of Fund resources in the past may be making
net repurchases, it is by no means certain
that other African countries will not use the
Fund’s facilities and, thereby, reduce if not
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reverse the net repurchase possibility for
sub-Saharan Africa as a group.

Catalytic role

The Fund has remained conscious of the
need to encourage adjustment efforts and to
act as a catalyst in attracling international
financial support for such efforts. In this role,
the Fund negotiates a stand-by arrangement
with a country in support of an adjustment
program that foresees an external deficit
larger than the Fund could, or is prepared
to, fimance. It makes the activation of such
an arrangement dependent on the assurance
that the gap would be filled by donors and
creditors. On the basis of such a program,
the country concerned obtains debt resched-
uling from its official and commercial credi-
tors, and donor assistance within the frame-
work of a multinational donors’ conference,
usually chaired by the World Bank but in
which the Fund staff participates actively.
Over the short period of experience with
such efforts, a tradition has grown that such
exceptional financing is received only after
the country has negotiated a stand-by ar-
rangement with the Fund.

The bringing together of such a varied
nurnber of donors and creditors makes it
imperative that the Fund negotiate a program
that is credible enough to attract the needed
support, and its strength is no longer a
function of the amount the Fund is able to
provide. Thus, the more recent programs
have placed greater emphasis on the medium-
term link between the annual programs, usu-
ally through the requirement that during the
last review of a program, understandings he
also reached on the main policy stance for
the following year.

Perhaps a major contribution of the Fund
over the past five years is not the resources
it has provided to African countries in support
of their adjustment programs, but the fact
that those countries have recently come to
accept the need for implementing adjustment
policies. This is in marked contrast to an
earlier resistance to adjustment altogether,
This change in attitude should make even a
smaller level of international assistance that
much more efficient and effective. ED
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Industrial manpower
development

in Japan

How the Japanese Government and private industry

complement each other in training workers. An overview
of the underlying social and educational systems

Shigeko M. Asher and Ken Inoue

By the early 1970s Japan had attained a
level of per capita GNP comparable to that
of the major industrial countries. Although
there was a temporary setback during the
post-oil shock adjustment in the mid-1970s,
Japanese industry, especially manufacturing,
increased its labor productivity (output per
manhour) at a higher rate than other leading
industrial nations—its labor productivity in
manufacturing rising from an index value of
100 in 1970 to about 160 in 1978, compared
with below 140 for the Federal Republic of
Germany and about 126 for the United States
(see chart). A probable cause of this rapid
increase was the relatively high level of
private capital investment that made rapid
technological innovation and upgrading pos-
sible. Ancther factor, which may be difficult
tuquantify but is well recognized as important,
was the availability of competent mdustrial
manpewer and the way it was managed.

This article descnibes the nature and ef-
fectiveness of the Japanese approach to de-
veloping manpower for its industry. Many
countries in the East Asian and Pacific region
are industrializing rapidly with a resultant
change in the structure of their output and
employment. Their supply of industrial man-
power, however, i5 lagging behind demand.
These countries, and others that have shown
an mterest in emulating the Japanese expe-
rience, may profit from an understanding of
the way Japanese industry trains its man-
power,

The Japanese approach should, however,
be understood within the context of its culture
and society since they play an important part
in the Japanese (raining and employment
systems. The Japanese experience may not
be transferable easily to a country without a
similar, supporting cultural and social struc-
ture. Lessons for developing countries that
emerge from the Japanese experience are the
stress placed on well-funded and disciplined
formal education to supply useful “raw ma-
terials™ to industry—a common characteristic
of advanced countries; the active role of
industry in its personnel development; and
integration of personnel tramning and manage-
ment by industry.

Broad central direction

Education is the foundation of the modern
workforce. This is especially so in Japan.
Schools, colleges, universities, and compa-
nies in Japan do not operate according to rigid
central plans for manpower supply and de-
mand. Instead they respond to broad guide-
lines and perspectives set out by the central
government and operate according to infor-
mation flowing m from all segments of the
society.

The central government sets forth a broad
perspective for national development. For
example, the Economic Planning Agency, in
its Oullook and Guidelines for the Economy
and Soctely in the 1980s (August 1983), de-
fined the purpose of its plan as follows: “An

economic plan is not designed to provide
detailed regulations governing all economic
and social fields. Nor is it aimed to be
implemented rigidly and forcibly. Rather the
economic plan is fundamentally aimed at (i)
clarifying a prospect of the desirable and
realizable state of the economy and society;
(i) defining the basic economic policies to he
pursied by the Goverrment i the medium-
and long-term periods and spelling out piority
policy goals and ways to attain them; and (i)
providing guidelines for the household and
business activities.” Referring to formal ed-
ucation, public vocational training, and em-
ployer-sponsored training, the Government
plan provides the basis for measures to be
taken by local governments and the private
sector in comunction with the Government
1o educate people according to the needs of
the economy.

Shared responsibility

In accordance with the Japanese Govern-
ment’s ptan, government and industry com-
plement each other in the training and de-
velopment of industrial manpower. Education
programs under the Ministry of Education
supply industry with secondary school and
university graduates possessing basic general
knowledge and skills. Graduates from five-
vear technical colleges and sclence and en-
gineering faculties of universities enter em-
ployment with specialized training. Programs
under the Ministry of Labor and the Small
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Labor productivity in manufacturing:
Japan, Germany, United States
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and Medium Enterprises Agency provide a
variety of technical and managerial training,
including basic and higher-level courses for
new school leavers, and employed and un-
emploved adults. These programs aim to
meet the needs of smaller enterprises whose
resources are too limited to organize training
programs on their own. With these “raw
materials,” Japanese industry conducts train-
ing specific to its requirements, either on-
the-job or through specialized institutions.
The Ministry of Education administers an
education program consisting of a 6-3-3-—4
system, corresponding to the number of years
spent in primary, secocndary, upper second-
ary, and higher levels of education respec-
tively, The financing and management of
schools, colleges, and universities is shared
by national and local governments, and the
private sector. In particular, over 75 percent
of university and about 30 percent of upper
secondary school students are enrolled in
private institutions. Local authorities and pri-
vate agencies account for over 70 percent of
education expenditures in the country.
Almost 100 percent of the 6-15 age group
receive nine vears of compulsory education
at the primary and secondary school level;
about 95 percent of the 15-18 age group are
enrolled in the three-year upper secondary
schools, making secondary education virtually
universal. Higher education institutions enroll
nearly 40 percent of the relevant age group.
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Compulsory education emphasizes general
and moral education with nearly 70 percent
of the time spent on general subjects and
about 30 percent on physical and moral ed-
ucation. Vocational courses are conducted at
upper secondary technical high scheols but
the proportion of students enrolled in those
courses declined from 40 percent in 1955 to
30 percent in 1983. This fall largely reflects
industry's preference for general education
school leavers and students’ response to that
preference. Only one third of the students
who selected techmical high schools later
found that their occupation was somewhat or
highly related to the subjects they had taken,
according to a survey by the Ministry of
Education.

With the major exception of recently intro-
duced technical colleges and engineering de-
partments, higher education institutions also
emphasize general education. There is not
much demand for specialized post-graduate
programs in Japan; only about 4 percent of
university students are enrolled in masters
and doctorate programs, balf the proportion
of gimilar students in the United States, for
example. Technical colleges, based on a pre-
World War [I model, were reintroduced in
1962 as special institutions to promote science
and technology. These colleges are linked to
lower secondary schools and conduct five-
year courses with nearly 80 percent of the
time devoted to specialized education, com-
pared with about 40 percent at upper sec-
ondary technical high schools and universities,
Technical colleges produce high quality shop-
level supervisors with a higher degree of
maturity since they enter employment around
the age of 20 instead of 18. University en-
gineering education is conducted in line with
the Government’s industrial policies and re-
quirements. About 85 percent of the engi-
neering graduates obtain jobs as specialists
in their fields, while less than 5 percent of
praduates in the humanities and social sci-
ences, who comprise over 50 percent of total
enrollments in higher education, find employ-
ment in their areas of specialization.

According to the National Vocational Train-
ing Law, vocational traiming is classified into
public vocational training administered by the
Ministry of Labor and authorized vocational
training conducted by a single enterprise or
an association of enterprises. There are four
types of public vocational training conducted
at five types of institutions (see box).

The total number of annual trainees—
including those who are emploved and those
who are looking for jobs—in training institu-
tions run by the Ministry of Labor is about
300,000. This is quite insignificant when com-
pared to, for example, the labor force in
manufacturing alone, which was about 12
million in 1980. Moreover, the training ca-

pacity has been declining: places for basic
training fell from 60,000 in 1973 to 49,000 in
1980.

The Vocational Training Law allows pre-
fectural governors to authcrize employers,
their associations, juridical persons, or trade
unicns to establish vocational training schools,
junior vecational colleges, or skill develop-
ment centers when such individuals or insti-
tutions meet the prescribed standards. (f
enterprises that conduct authorized vocational
training, only a small number are relatively
large, single, enterprises that provide the
training by themselves. Most are smaller and
conduct training jointly within associations.
Naticnal and prefectural governments provide
various types of assistance and incentives for
both employers and employees undertaking
authorized vocational traming. The assistance
and incentives include traineeship loans, train-
ing allowances for the unemployed, financial
assistance to smaller enterprises with less
than 300 employees (in retail and services
less than 50, and in wholesale less than 100},
professional advisory and institutional serv-
ices, and incentive grants for paid educational
leave.

In addition to the Ministry of Labor, the
Ministry of International Trade and Industry
assists smalier enterprises through the col-
laboration of its Small and Medium Enter-
priscs Agency and local governments. These
activities fall under three categories: {1) man-
agement guidance provided at prefectural
level; (2) training conducted at two institutes
of the Japan Small Business Corporation (JSBC)
located in Tokyo and Osaka; and (3} dissem-
ination of management information through
36 Small and Medium Business Information
Centers in the country.

These training activities are unique in ori-
gin, target group, curriculum development,
and financing. JSBC institutes were created
at the request of small- and medium-sized
firms (that absorb about 80 percent of the
Japanese labor force), which felt an urgent
need for workers' training to keep up with
new technology and management processes.
There is no apprenticeship training in Japan
except for a few traditional, independent,
artisan jobs. Smaller firms that basically de-
pend upon training on the shop floor have
therefore sought government assistance, This
is why JSBC institutes train only management
and employees of small businesses and local
government officials in charge of providing
guidance to small- and medium-size enter-
prises. The selection of courses and their
contents involves close consultation with firms
through frequent questionnaires and feedback
from previous participants in the courses.
Since smaller firms have very diverse needs,
JSBC institutes provide several tiers of pro-
grams and different management courses.
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Day-to-day operational expenditures are shared
by the central government (75 percent) and
firms (25 percent).

In spite of government and government-
assisted programs for industry, the scope of
authorized vocational training and small busi-
ness training is very limited, and similar to
that of public vocational training. For instance,
the enterprises that have established author-
ized training institutions individually or as an
association only account for less than 2 per-
cent of enterprises in Japan, and small busi-
ness institute training is conducted at present
only at two locations for about 4,500 trainees
in management and about 2,000 in technical
courses annually. The implication is that most
of the vocational training in Japan is conducted
not by government or with government as-
sistance, but by private industry.

Training by private industry

A company is regarded as a Dojo (a training
place where one practices martial arts) of life.
Every activity in a company is therefore
considered part of the training for employees
at all levels. It includes not only on-the<job
training and study seminars, but also formal
and informal meetings at different levels,
moral lectures from the president, and private
counseling.

There are basically two training methods,
on-the-job and institutional. On-the-job train-
ing is provided by almost all companies since
it is considered practical and useful. It can be
conducted individually, based on one’s needs
and personality; it can be provided any time

and anywhere; it also builds close human
relationships between staff and their super-
visors. Institutional training is based on a
systematic curriculum for a certain period in
a class. It is provided either by a company,
an association of companies, formal educa-
tional institutions, or specialized management
institutions, The training provided by the last
three groups is normally used as a supplement
to the first. Institutional training within a
company has two programs, “specialized” and
“stratified.” The specialized program is open
to all employees according to their needs,
and includes computer skills, foreign lan-
guages, and safety training. The stratified
program is provided to employees in the
same positions.

The content and methods of specialized
technical and skill training are not unique to
Japanese industry. Many of them have been
borrowed from other countries. What is spe-
cial is the high degree of emphasis placed on
attitudes and morale of workers, and the
long-term perspective of training. For ex-
ample, as part of the stratified training pro-
gram, a company organizes one or two weeks
of intensive training for all new employees.
This orientation program introduces them to
the company and provides a basic knowledge
of the business, but the more important
objective is to motivate new employees to
work for the goal of the company through
harmony and teamwork. Spiritual attitudes
such as pride, self-esteem, sense of duty,
and responsibility for work and the company
are emphasized. To promote these attitudes,

Vocational training institutions and training courses

for the Handicapped (12)

Basic Upgrading Radevelopment Instructor
training training training training
Vocational Training School (378) __- - -
Junior Vocational Training College (6) -
Skill Development Center (2) - -
Institute of Vocational Training (1) -_
Vocational Training School - - =g N

Note: Numbers of institutions are given in brackels.

The characteristics of four types of vocational training are summarized below:

Type of training Objectives

Target group Duration

Provide basic skills and knowledge
needed to become skilled workers

Basic training

New graduates from lower and
secondary schools

6 months 1o 3 years

Help workers calch up with
technological progress in industries

Upgrading training

Workers who have basic skills 10 hours to & months

and knowledge

2 months 10 one year

vocational training mstructors

Redevelopment Train workers who intend to find Aduits employed or
training alternative jobs lor which they temporarnly unempioyed
are nol trained
Instructor Prowide necessary skills and 4 years
training knowledge to produce prolessional

No 729, World Bank, 1985

Source: K. Inove, The Education and Training of Industrial Manpower in Japan, World Bank Stalt Working Paper

some companies require new employees to
stay in company dormitories for at least their
first year. A retired ex-employee of the
company is often the superintendent of the
dormitory and he takes care of both the
private and public life of new employees.
Employees continue to take the stratified
training program, lasting less than one week,
every one or two years until they become
middle-level personnel (about 10-15 years
after recruitment).

Japanese companies also train new em-
ployees through frequent transfers from one
section to another and from one branch office
to another. This transfer policy provides the
opportunity not only for new employees to
be trained in different business activities
under different supervisors, but also for the
company management to observe the poten-
tial of young workers and decide where they
are most suited to be assigned for the longer
term. In large corporations new graduate
employees continue to be transferred for 10—
15 years.

Life-long employment

The existence of life-long employment and
the resultant necessity to create a labor
market within a company promote active
training by Japanese companies. Although life-
long employment is more prevalent in larger
enterprises than in smaller ones, it is widely
recognized that it is a unique characteristic
of Japanese management and encourages
companies to make a long-term investment
in worker training. However, there is no legal
basis for this system, binding either the
employer or the employee. Lifelong employ-
ment has become customary. Employees stay
in the same company for a variety of reasons.
There is social pressure against change. Those
who move to a different company are consid-
ered to be unstable and not highly competent
(therefore they keep moving). Even if a
worker wants to leave the company, it is
difficult to find a new job since companies,
especially large ones, recruit new graduates
only once a year at a fixed time. Most
employees prefer to stay because Japanese
companies adopt a seniority wage system;
and through company training over the years,
employees develop a philosophy, attitude,
specialized technical knowledge and skills
unique to the company, and eventually loyalty
to the company. Employers also have a vested
interest in keeping their workers, because it
allows them to make a long-term investment
in personnel development; recruitment of
workers from outside the company often
causes friction between new and old employ-
ees and disturbs the harmony among em-
ployees; and traditional ethics exist among
employers not to dismiss their workers easily.
Thus, the cultural factors of employees’ loy-
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alty and employers’ paternalism reinforce life-
long employment in Japanese companies.

Because of life-long employment, manage-
ment finds it difficult to recruit highly qualified
and experienced personnel from the labor
market outside the company. As a result they
create a labor market inside the company
through training. This internal labor market
is often a closed system. Employees enter
the market at the beginning of their careers
and exit at retirement, However, labor within
the systen is not static, it is highly compet-
itive and mobile. Employees compete for
promotion. New employees in similar age
groups and with similar academic qualifications
have equal opportunities for promotion. They
are often {ransferred among departments,
and the company examines their ments and
aptitudes. The most capable among profes-
sional and technical (white collar) workers
become the president or executives of the
company. Production (blue collar) workers
also have an opportunity for promaotion up to
foremen. This internal promotion system,
together with loyalty to a company, stimulates
creativity and innovation in Japanese compa-
nies.

The existence of life-long ernployment and
the creation of a labor market within a com-
pany also result in an approach to recruitment
different from a typical Western model. In
Western companies job responsibility and
required qualifications are clearly defined.
Anyone who meets the qualifications can apply
for the job. Companies are mterested in
obtaining specific professional and technical
kmowledge and skills rather than a worker’s
general potential to become a productive and
loyal member of the family called the com-
pany. When the position is no longer needed,
the worker is often laid off. In contrast,
Japanese companies recruit employees with
a strong potential and train them to become
dedicated company staff who meet the com-
pany's requirements. Job content and quali-
fications are therefore not clearly defined or
emphasized in Japanese companies.

Worker participation

In addition to the interrelated practices of
life-long employment, active worker training,
and flexible labor movement within a com-
pany, Japanese industry mobilizes the best of
its wotkforce by making employees partici-
pate in company decision-making processes.
Worker participation provides management
with a variety of suggesticns to improve
company operations and also raises the mor-
ale, especially self-esteem and pride, of work-
ers, which helps increase preductivity.

There are three main vehicles for worker
participation: labor participation in manage-
ment, a suggestion system, and a quality
control system, Workers participate in man-
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agement through activities such as collective
bargaining, labor-management joint consul-
tation, and profit sharing, The Japanese labor-
management relationship is unique because
more than 90 percent of unions are restricted
to individual enterprises, which helps promote
common interests among labor and manage-
ment. After the first il crisis, for example,
unions accepted wage increases that were
below the inflation rate. This compromise
was possible mainly because of the unions’
longer-term view and priotity to employment
security rather than wage increases. The
suggestion system collects workers” opinions
on their jobs and on the company in order to
improve productivity and efficiency. It is
estimated that about 75 percent of the estab-
Bshments adopt the system and over 80
percent of workers in those establishments
participate in it. According to a survey of 301
companies, the economic rate of return to
the suggestion system was estimated to be
as high as 29 percent.

Statistics-based quality control, ornginally
brought in from the United States after World
War 11, has developed into a unique Japanese
management system with several character-
istics including company-wide quality controf,
smnall group activities called quality control
circles, and training for quality control. A
quality control cirde is defined as a small
group that operates spontaneously and con-
tinuously, as a part of company-wide quality
control activities, It fosters self-development
and mutual development, control and im-
provement of work within the workshop, and
utilization of quality control techniques, with
all members participating. Company-wide
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quality control affects all company activities
relating not only to products but also to overall
operations. Therefore, all departments of a
commparny, including production, planming, sales,
and personnel management, participate in the
process. The number of quality control circles
registered with the Japanese Union of Sci-
entists and Engineers was only 23 in 1962
but increased rapidly to over 115,000 in 1980,
with the participation of more than one million
workers. If the participants of unregistered
circles are counted, about one in five workers
in all industries is estimated to be a member
of a quality contral circle. It is believed that
workers participate in the circle not because
of the direct economic benefit {(most circles
meet before or after working hours without
payment), but because they can improve
human relationships within plants and promate
self-fulfillment. In short, the essence of the
successful expansion of quality control circle
activities is that imported techniques of quality
contrel have been adjusted to the group-
oriented cultural background of the japanese
management systerm.

Overview

As cautioned at the outset, the practices
for personnel development and management
in Japan are based on the Japanese social and
cultural environment. It is therefore out of
the question to suggest the wholesale transfer
of the Japanese systems to a country with a
different environenent.

The roots of the Japanese manpower de-
velopment and management systems lie in
the traditional values and concepts of Japanese
society. For example, the practices of life-
long employment, sentority-based promotion,
and consensus decision making are consistent
with the underlying values of that society.
These values are, however, changing among
the younger workers who seem to place more
importance on individualism and materialism
and less on dedication and self-sacrifice. The
system is beginning to adjust to those changes:
some firms are recruiting mid-career workers
from the labor market; salaries are gradually
reflecting more emphasis on skills and job
content and less on age.

While the practice of Japanese life-long
employment is not simply transferable to
other countries, the general lesson of the
Japanese experience is that companies should
attempt to move closer to this practice rather
than move further away from it if they hope
to create a sense of greater stability and
harmony among workers. Among other useful
lessons are the methods used to increase
productivity and quality, in particular in pro-
duction processes. Quality control tech-
niques, for example, which Japan learned
about from the West and improved ugon, could
be transferred to other countries.
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Evaluating public
nufacturing

inP

ente .rises
stan

-,
. g ":3“_‘ q____:u'::_-“ﬁ..-
e . -
2 e AN i
=2 o f - |y oy
*q.,. ‘\:' ::. '-"J' . : 3 :gl a2
e oy JrofIr s i Shtve: .
B 4‘ n’,‘ g o .'l'_._w' Pt
._:_n- Tou f é vet ':r
~ q?‘, s . g .
vy ‘::l- . — =3k

An experimental system of performance targets and
related incentives for managers may serve as a model

for other developing countries

Arntraud Hartmann and Syed Ali Nawab

ln many developing countries public man-
ufacturing enterprises contribute a large por-
tion of industrial output and are the backbone
of the industrialization process. According to
the World Development Report 1983, in de-
veloping countries for which data are avail-
able, the contribution of state-owned enter-
prises to GDP in the 1970s increased from 7
to 10 percent. Public manufacturing enter-
prises also contribute substantially to invest-
ment. In developing countries, state-owned
enterprises account for at least a quarter of
capital formation. In some countries the share
is much higher; for example, in Algeria,

Burma, and Zambia, it is over 60 percent,
while in Pakistan it is 45 percent.
Governments justify the creation and op-
eration of state enterprises in many ways.
Ideology, lack of a sufficiently strong private
sector, and noncommercial objectives, all play
a part in the decision to establish or sustain
state enterprises. Noncommercial objectives
are diverse and may cover employment gen-
eration and industrialization of underdevel-
oped regions, supply of products considered
important to attain self-sufficiency of the
country, maintenance of social peace through
union contracts favorable to workers, support

to other public firms through procurement of
inputs at noncompetitive prices, and national
security (in the case of defense-related en-
terprises). However, the performance of pub-
lic enterprises in developing countries has
often been disappointing, and public firms are
generally judged to be less efficient than their
counterparts in the private sector. As aresult,
governments often have to pay large subsidies
to cover operating losses of public enter-
prises.

The unsatisfactory performance may result
from high production costs because of non-
commercial objectives pursued by public en-
terprises, price controls on inputs and out-
puts, poor financial structures of the firm,
and unsuitable location of these enterprises.
In many cases, it is also the result of poor
management that continues to employ un-
suitable production patterns and outdated
technology, and results in low labor produc-
tivity and poor marketing. Managers of public
firms often lack adequate experience in the
management of commercially viable units, and
appointments are frequently based on political
considerations. They are also usually ham-
pered by a tight network of government
controls that regulates all types of managerial
decisions and does not foster risk taking and
innovation. Public managers also frequently
lack clear objectives and do not receive in-
centives for improved performance. They are
seldom rewarded for the good performance
or penalized for the poor performance of their
enterprises.

To monitor performance and provide in-
centives for improved management of its
public sector, Pakistan introduced a “signaling
system” for most of its public manufacturing
firms in 1983. The system provides for clear
quantifiable performance targets for each en-
terprise, and managers are evaluated and
receive bonus payments according to these.
To date it has only been implemented for
manufacturing firms, but extension of a mod-
ified system to other public companies, such
as utilities and transportation corporations, is
being considered. The fact that the system
links substantial bonus payments to quantifi-
able targets makes it an interesting and
innovative attempt. While several developing
countries are currently trying to establish
similar systems, the experiment in Pakistan
probably presents the most advanced and
boldest approach. It has so far been well
received by public managers within the coun-
try, and the interest expressed by other
developing countries indicates that it may well
serve as a model for evaluating the perform-
ance of public enterprises in other countries.

Public manufacturing in Pakistan

The public manufacturing sector in Pakistan
remains relatively small but quite important,
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It accounts for only about 15 percent of
industrial output but dominates a number of
key industries: fertilizers, cement, engineer-
ing, steel, petroleum refining and chemicals,
automotive assembly and manufacture of parts,
and vegetable ghee (cooking oil). These in-
dustries supply a large number of other
enterprises in the private sector with inputs,
thus affecting the quality, level, and prices of
other products in the economy at large.  The
existing public manufacturing sector reflects
the industrialization policy pursued by the
Government in control during 1971-77 that
assigned the public sector the leading role in
industral development. That Government es-
tablished a number of large public industries.
The succeedng administration reversed that
policy. it denationalized smaller agro-indus-
trial units, provided iegal guarantees against
further nationalization, and announced that it
expected the private sector to spearhead
industrial development. The public manufac-
turing sector would be limited to its present
size and would receive no government budget
allocation for new investments. Further, pub-
lic firms would be expected to act more like
their counterparts in the private sector. Cur-
rently, there is a strong emphasis on com-
mercial obiectives, and public units are ex-
pected to become financially viable and to
maximize profits.

The majority of Pakistan’s public manufac-
turing firms come under the Ministry of
Preduction through nine holding corporations.
The Ministry sets guidelines and courdinates
policies for maost of the public manufacturing
sector. Each holding corporation supervises
1 to 13 units from the same subsector, for
example, the Nationa! Fertilizer Corporation
oversees all public fertilizer plants, the State
Cement Corporation all cement units, and the
State Engineening Corporation all engineering
units, Holding corporations plan and monitor
financial performance, production targets, and
investments, and approve many of the day-
to-day decisions of public managers.

To enable the public units to become more
efficient and dynarnic, the Ministry has initi-
ated a number of structural reforms. These
include increased delegation to the holding
corporations of decision-making authority on
operational matters and the introduction of
an improved salary structure that provides
appropriate differentiation of salaries by levels
of skill and responsibility. These measures
have already led to improved performance by
public units, particularly in productivity, How-
ever, profitability in many units remains low.
Poor operations are not only the result of
inadequate management but also of pricing
regulations that provide for guaranteed rates
of return in selected sectors (including ce-
ment, fertilizers, petroleum products, vege-
table ghee). Pricing arrangements differ from
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sector to sector but generally provide insuf-
ficient incentives for reduction of costs, rein-
vestment of funds, or maximization of profits.

Signaling system

The conglomeration of targets and mcen-
tives that guide managers is called the sig-
naling system. In Pakistan the system con-
sists of three major components: a management
information system; a performance evaluation
system; and a bonus salary system. The
system was designed by Professor Leroy
Jones of Boston University for the Govern-
ment of Pakistan and prepared over a three-
year period by a consuiting firm: in cooperation
with the implementing agency, the Experts
Advisory Cell {(EAC), a small autonomous
organization under the Ministry of Production.
The World Bank financed the preparation of
the signaling system under a technical as-
sistance credit from the International Devel-
opment Association, and Bank staff have
monitored its implementation closely,

Information system. A comprehensive,
reliable, and timely information system is a
precondition for an effective performance
evaluation system. The establishment of such
a system and the creation of computerized
information on each of the public enterprises
was, therefore, the first step to be carried
out in the implementation of the signaling
project. Each month information on produc-
tion, manufacturing costs, salaries, profits,
taxes and duties, inventories, capacity utili-
zation, and employment is fed into a com-
puterized file on the basis of standardized
reports submitted by each unit. The Ministry
of Production has direct access to this infor-
mation.

The task of establishing the system turned
out to be more challenging than anticipated.
Operational data, financial statements, and
the terminology employed differed widely
from unit to unit. This made intercompany
comparisons very difficult. To standardize
information, the EAC designed an accounting
manual that introduced uniform cost-account-
ing systemns as well as standard terminclogy.
The EAC publishes monthly, quarterly, and
annual reports that include full financial infor-
mation for every enterprise, complemented
by a number of economic variables such as
value added, labor productivity, revenues,
and price changes. Monthly performance re-
ports for each enterprise are alse available
to the holding corporations and the Ministry
of Production so that they can monitor prog-
ress on a continuous basis and detect possible
problems early.

Performance evaluation. The perform-
ance evaluation system consists of the ne-
gotiation of annual targets for each enterprise
before the beginning of each fiscal year and
the evaluation of results at the end of the

year. Setting appropriate performance targets
for public enterprises is a difficult and impor-
tant task. Targets guide managers in their
decisions and focus their efforts toward
achievement of the stated goals. In the long
run, therefore, targets direct a firm on the
right or the wrong development path. Per-
formance targets for public and private firms
need to be defined differently. In the long
run, the objectives of a private firm are to
maximize profits and returns only to private
equity holders. Since in the case of state-
owned enterprises the government owns the
equity and represents all groups within a
society, public enterprises should attempt to
increase the returns to the society as a whole.
The final abjective of the signaling system in
Palistan is, therefore, to define targets in
termns of “public profits” that measure the
difference between social costs and social
benefits contributed by a firm to the econ-
omy—that is, the difference between what a
firm takes out and puts into an economy.

The concept of public profits uses private
after-tax profit as a point of departure hut
eliminates all transfer payments, such as taxes
and subsidies, since transfer payments as
such do not increase or decrease national
welfare and the public manager should not
try to maximize subsidies or minimize taxes.
Then, private profits are adjusted through
the so-called “social adjustment account.”
This is primarily used to quantify higher
production costs incutred by the public en-
terprises in pursuing noncommercial objec-
tives, such as high transportation costs be-
cause of operations in backward areas, high
wages because of social considerations, or
high labor costs because of overstaffing for
employment creation. Assuming that these
higher production costs, in fact, lead to com-
parable social benefits, they are added to the
profits. The social adjustment account is also
used to make corrections fotr major distortions
of input or output prices.

A further feature of the public profit indi-
cator in Pakistan is that it has been defined
as a single-period indicator (limited to one
year for now). Unlike calculations of private
profit, neither depreciation nor financial charges
for other than working capital are entered as
a cost, The single-period indicator was chosen
since public managers in Pakistan generally
cannot influence financial structures or the
capital endowment of their units but are
expected to maximize profits within these
given parameters. Taking this observation
one step further, it was also decided to use
“public profitability” instead of public profit
as the final indicator of performance in later
stages of the signaling system. Public prof-
itability, defined as the ratio of public profit
to operating assets, relates profits to the
amount of capital available in a plant. It,
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therefore, allows comparisons between dif-
ferent firms in the same sector that often
operate with very different capital structures
and therefore achieve different profit levels.
The Government was reluctant to introduce
“public profits” or “public profitability” as an
indicator in the initial stages of the program.

Chart 1
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It was concerned that enterprises that im-
proved performance according to public prof-
itability, but still ran financial losses, would
require subsidies from government budgets
to cover their bonuses. The Government also
was concerned that bonus payments for man-
agers of financially nonviable firms would lead
to demands for bonus payments from work-
ers, who, under union contracts, normally
would receive such payments only if their
firms made commercial profits,

The system adopted to measure perform-
ance used private profitability as a criterion
in the first year, but added to it other indi-
cators in the second year (see Chart 1). For
most units the performance criterion consists
of a weighted average of private profitability,
physical production, productivity, and energy
consumption. Weights attached to each indi-
cator differ from firm to firm, depending on
the relative importance of each indicator for
each firm. In most cases, private profitability
receives the maximum weight. The only
exception to this are firms that are guaranteed
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fixed rates of return under the government’s
regulated pricing system. In those cases,
private profitability becormes a meaningless
concept and is replaced by other indicators.
Depending on the nature of the pricing ar-
rangements, private profitability is substi-
tuted by partial indicators such as productiv-
ity, production of selected higher value-added
products, capacity utilization, variable costs,
or epergy consumption. Finally, specific tar-
get values are assigned to each weighted
indicator with cotresponding grades for full
or partial achievement of these values.

The annual targets for a fiscal year are set
in the fourth quarter of the preceding fiscal
year. This involves complex and lengthy
negotiations between the individual firms and
the EAC during which agreement is reached
on indicators, weights, and targets. Targets
are based on the budgetary propesals pre-
pared by the enterprise and additional con-
siderations, such as past performance of the
enterprise, achievements of similar firms in
the private sector or in other developing
countries, specific financial and physical con-
straints expected for the enterprise during
the next fiscal year, and possible eifects of
macropolicies on inputs and outputs of the
enterpnse. In defining the target values, the
EAC attempts to avoid adversely affecting
the cash flow position of a firm because of
bonus payments. The target negotiation proc-
ess culminates in the signing of a contract
between the EAC and each participating en-
terprise (see sample, Chart 2).

Bonus system. With a comprehensive
information system and agreed targets in
place, evaluation of achievements and pay-
ments of bonuses are an automatic process.
Bonuses amounting to three months’ salary
are paid to managers of firms that receive
grade A, two months for grade B, one month
for grade C, half a month’s salary for grade
D, and none for grade E. Chart 3 illustrates
the hypothetical grading of cne enterprise
and the weighted score corresponding to each
grade. Bonuses are paid to all employees in
mianagerial grades in a unit but not to workers
who currently are eligible for bonus payments
under union contracts. The distribution of
honus payments to the individual employees
in the management group is left to the dis-
cretion of the managing directer of each
enterprise.

Implementation

In fiscal vear 1983/84, 41 out of the 61
units that were then under the Ministry of
Production participated under the system, of
which 11 units achieved grade A; 5 umits
grade B; ¢ units grade C; 1 unit grade D;
and 15 units grade E. Operating results were
generally comparable to previous years. Given
the novelty of the system in this first imple-
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mentation cycle it was not expected that
operating results would be greatly influenced
by the targets of the signaling system, par-
ticularly since targets were negotiated very
late in the fiscal year, leaving managers little
time to adjust their decisions to the new
system.

The implementation of the system has
proceeded very smoothly and the inmovation
has been welcomed by public managers. [m-
plementation has greatly benefited from the
fact that it rests in the hands of a small
government agency outside the direct chain
of command of the ministries. The EAC
operates as a monitoring, evaluation, and
consulting organization to all public manufac-
turing enterprises under the Ministry of Pro-
duction and is fully financed by the public
corporations. Staff of the institution are spe-
cially recruited and are not part of the civil
service with its frequently rotating assign-
ments, and they receive relatively attractive
salaries. The organization has also benefited
from the authority of the Ministry of Produc-
tion, under which it operates, in getting
assistance from other government bodies and
the cooperation of the firms being monitored,
This has been a vital factor in the success of
the unit in collecting timely datz for the
monitoring system and in implementing the
evaluation program.

The establishment of the information and
monitoring system has already brought about
2 major improvement in the timeliness and
availability of information on the operations
of public enterprises. This enables the Min-
istry of Production to meet regularly with the
staff of holding corporations and to review
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the performance of the enterprises. The
systematic and timely collection and evalua-
tion of data for this system should, over time,
replace many of the routine reporting require-
ments to ministries and holding corporations
that currently oceupy much of the public
managers’ time.

Much of the system's success will depend
on whether it defines the right targets and
whether these targets encourage managers
to alter their managerial behavior. This proc-
ess of target definition remains the most
challenging hurdle. The present procedure of
having a number of partial indicators, including
private profitability, is an acceptable interim
solution. In the long run a more standardized
and consistent criterion needs to be applied
that takes better account of the noncommer-
cial objectives of public units and makes some
necessary accounting adjustments between
public and private profits. The mtroduction
of a public profitability criterion will, of ne-
cessity, need to be a gradual process, since
the economic concepts behind such a criterion
are complex and need to be carefully explained
to, and undetstood by, the affected managers.

Appropriate targets also need to be defined
as part of a longer-term plan prepared for
each firm. Targets are currently only defined
as single period indicators that do not take
mto consideration the medium- or long-term
development plans of enterprises. The EAC
recognizes this and intends to strengthen the
currently very weak corporate planning ef-
forts of public firms with a corporate planning
and assistance program. This would help each
firm to prepare a detailed corporate strategy
and plan, which, after evaluation by the EAC,
would provide the framewaork for the definition
of targets for each enterprise.

Improvements in public sector efficiency
not only depend on a better directed man-
agement but also require a better managerial
environment with greater decision-making
authority delegated to the individual manager,
and a rationalized incentive systemn and pricing
palicies. While the signaling system, itself,
does not provide for any changes in the
regulatory environment, it can set the stage
for further deregulation and reformulation of
policies. By providing for clearly defined tar-
gets and judging managers by results, the
need for a system to control operating deci-
sions is reduced. By requiring public man-
agers to adopt longer time horizons through
detailed corporate plans, contractual arrange-
ments between individual enterprises and the
Government could be made, similar to the
contrat plan system established for public
enterprises in France and in some countries
in West Africa. These contracts could provide
for a more predictable and rationalized ex-
ternal environment and incentive structure
for the individual enterprise.
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Lome III:

the search for
greater effectiveness

While the new Convention retains the principles of the original Lomé agreement, and
maintains financing in real terms, it also reflects changing perceptions of how to promote

economic growth

Michael Blackwell

The Lomé Convention unites the European
Community and a group of African, Caribbean,
and Padific (ACP) states in an agreement
which includes among its mest notable fea-
tures trade preferences, aid, and special
facilities. When it first entered into effect in
1975, it was heralded as the only agreement
that brought industrial countries and devel-
oping countries together as equal partners in
mutual recognition of their interdependence
in seeking economic growth and developrment,
and as a step forward in the construction of
a New International Economic Order.

Over the years some of the initial optimism
has dissipated; indeed, some ACP spokesmen
have claimed that the two sides now relate
to each other more as aid donors and recip-
ients than as equal partners. Although ac-
knowledging that many ACP states have not
derived all of the economic benefits they had
hoped for, the European Community has
argued that the Convention grants these
states greater access to Community markets
and the greater share of EC aid flows. In the
Community's view, the ideal of partnership
has not been abandoned and the failure of
many ACP states to derive greater benefits
from the Convention is best explained by the
inappropriate policy stances adopted by their
governments.

The 1983-84 negotiations for the third
Lomé Convention were rooted in these con-
trasting perspectives and often echoed the
broader debates that practitioners and schol-
ars alike have lately engaged in on the effec-
tiveness of aid, the respective ments of
competitiveness and appropriate domestic
policies versus trade preferences in stimulat-
ing export growth, and the role of special

facilities in helping countries adjust to fuc-
tuating demand for their commodities. This
article examines the issues raised and the
agreements reached in the course of nego-
tiating the Lomé III Convention and pays
particular attention ta the changes in its
language and emphasis.

Background

Lomé has as its origin the European Com-
munity’s decision in 1957 to set up a European
Development Fund (EDF) worth $581 mil-
lion—quite separate from the general Com-
munity budget and from members’ bilateral
aid budgets—to be used over a five-year
period to make development grants to theit
predominantly African overseas countries and
territories. By 1963 many of these had be-
come independent and a more formal agree-
ment, the First Yaoundé Convention, was
concluded to specify the nature of trade
preferences and development assistance that
the Community was prepared to offer its
partners. When the United Kingdotn formally
achieved EC membership in 1973, some of
the developing countries of the Commeon-

wealth decided they would join with the
Yaoundé Convention participants and some
other African countries to form a group of
African, Caribbean, and Pacific States that
would approach the Cornrmunity as a common
negotiating body and seek a new, wider
Convention. The ensuing negotiations re-
sulted in a five-year Convention, which was
signed at Lomé, Togo, m 1975 and has
subsequently been renewed twice. Lomé Il
has a financial endowment of ECU 8.5 billion
(in June 1985, one ECU or European Cur-
rency Unit was worth about $0.73}, compared
with ECU 5.5 billicn under Lomé Il and ECU
3.5 billion under Lomé I. The number of
signatory ACP countries has risen from 46 in
Lomé [ to 66 in Lomé III.

Although all three Conventions have con-
tained a wide variety of provisions, ranging
from assistance with agricultural development
to cultural cooperation, their major features
have centered around joint management of
trade preferences, aid provisions, and special
facilities, namely, STABEX (the system for
the stabilization of export earnings) and SYS-
MIN (a special facility for mining products).

Participants in the Lomé Convention are:

papected to become participants in 1986

Western Samoa, Zaira, Zambia, and Zimbabwe.

European Community: Belgium, Denmark, France, the Faderal Republic of Germany, Greece,
Ireland, ltaly, Luxembourg, the Netherlands, ard the United Kingdom. Portugal and Spain are

ACP states: Angola, Antigua and Barbuda, the Bahamas, Barbados, Belize, Benin, Botswana,
Burkina Faso, Burundi, Cameroon, Cape Verde, the Central African Republic, Chad, the Comoros,
the Conge, Djibouti, Dominica, Equatorial Guinea, Ethiopia, Fiji, Gabon, The Gambia, Ghana,
Grenada, Guinea, Guinea Bissau, Guyana, tha Ivory Coast, Jamaica, Kenya, Kiribali, Lasotho,
Liberia, Madagasear, Malawl, Mali, Maunitania, Mauritius, the Peaple's Republic of Mozambique,
Niger, Nigeria, Papua New Guinea, Rwanda, St. Christopher and Navis, St. Lucia, St. Vincent, Sdo
Tomé and Principe, Senegal, Seycheiles, Sierra Leone, Solomon Islands, Somalia, Sudan,
Suriname, Swaziland, Tanzania, Togo, Tonga, Trinidad and Tobago, Tuvalu, Uganda, Vanuaty,
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The Lomé lII agreement effected changes in
each of these areas.

Trade provisions

The drafters of the first Lomé Convention
were convinced that the extension of trade
preferences to the ACT countries would boost
their export capacily and hence encourage
econpmic growth and development. Looked
at purely in terms of EC-ACD trading refa-
tions, this objective does not seem to have
been achieved. Although ACP exports to the
Community, excluding crude and refined pe-
troleum products, have increased in value by
51 percent between 1976 and 1983, their
share of total EC imports from outside the
Community during this period fell from 6.3
percent to 4.5 percent, while their share of
imports into the EC from all developing
countries remained stable at around 19 per-
cent. During the same period the trade bal-
ance in the Community's favor rose from
ECU 3.5 billion to ECU 4.4 billion. However,
it is not possible to draw definite conclusions
from these figures about the effects of the
Lomé Convention on trade. [or example,
they mask the fact that some individuat ACP
states have considerably increased and di-
versified their exports to EC markets. The
Community view is that these figures- taken
i comjunction with the evidence that many
ACP states have limited themselves to tra-
ditional exports, have failed to match the
productivity and quality advances of Asian
and Latin American competitors, and have
seen a consequent decline in their exports—
suggest that the full benefits of trade pref-
erences can only be enjoyed by countries
with domestic policies that encourage a dy-
namic and flexible productive sector.

The ACP states, while not totally rejecting
this amalysis, argue that some elements of
the Convention, in fact, hinder the growth of
their exports. They ciaim, for example, that
the Convention’s safeguard clause tends to
inhibit growth in arcas where they could enjoy
the greatest dynamic comparative advantage
and provides a powerful disincentive to their
industrial development. The Community has
pointed out that it has never invoked the
safeguard clause and has only asked one ACP
country —Mauritius—to accept a voluntary
export restraint agreement (for textiles). [t
feels there is room for increased exports of
even sensitive products and that the specter
of the safeguard clause is used rather unfairly
to cxcuse weakness in the ACP countries’
productive capacity.

The ACP countries advance similar argu-
ments with regard 1o the rules of origin. In
their view more lenient ruies of origin would
encourage preater cxternal investinent. The
Community's response is that the rules of
origin of the Lomé Convenion are consid-
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erably more generous and flexible than those
applied by the (GGeneralized System of Pref-
ercnces. The Community notes that very few
countries have taken advantage of the excepr-
tions that are offered and it 1s concerned that
any further liberalization would probably serve
only to open a back deor to its markets for
its industrial country competitors, while
bringing few real economic benefits to the
ACP countries themselves.

Several ACP states argue that they could
rapidly increase their exports to the Com-
munity il the freedom of access granted to
manufactured goods applied also to agricul-
tural products covered by the EC Common
Agricultural Policy. Special arrangements are
provided for beef, rice, sugar, rum, and
bananas, which are of great value for a few
ACP countries! on the whole, however, ac-
cess for agricultural products is no more
generous than that offered to countries out-
side the Copvention. The Community has
made a few minor concessions on agriculturat
trade in the Lomé III Convention-—mamiy
designed to broaden and speed up congider-
ation of requests for preferential access— but
helds out bitle hope of any major liberalization
in this area.

[n short, the Community believes that ACP
countrigs are unlikely to increase their ex-
ports unless they take action themselves 1o
boost their productive capacity and improve
thetr competitiveness, For this reason, the
new Convention offers greater possihilities
for the financing of measures to help individual
ACP states develop cohercnt trade strate-
gies; train personnel in export-related johs;
enhance the quality of products, particularly
by adapting them to market requirements;
and improve infrastructure, notably for trans-
port and storage facilities.

Aid

Under each Lomé Convention the financial
endowment of the EDF is divided between
the special facilities, regional aid programs,
and individual country programs. For the
latter category the Commission draws up an
indicative program with each ACP country
and earmarks specific resources according
mainly to the country's population and GDP
per capita.

The effectiveness of aid granted under the
Lomé Convention has come under close scru-
tiny in recent years, most notably in the
“Pisani memorandum” prepared in 1982 by
the Commissioner then m charge of devel-
opment affairs, Edgard Plsani. [n the Lomé
1 negotiations, both sides recognized that
much aid granted under previous Lomé Con-
ventions had been used inefficiently, with only
a himited impact on development. The ACP
states laulted delavs in the selection and
financing of development projects and cited

an overcentralized decision-making process
in Brussels and cumbersome bureaucratic
procedures. To the Commumty the problem
was more fundamental. Its evaluation of the
effectivencss of Lomé aid led 1o the conclusion
that efficiency was less related to the quality
of the poods or services provided than to the
degree to which iocal skills and initiative were
stirnulated. Pisani went so far as to say that
“below a certain threshold of effectiveness
and relevance, aid becomes an evil, for it
nourishes iliusions and encourages passivity.”
In this light, it seemed imperative that new
Lomé resources should be used less for new
capital projects and more for integrated sec-
toral programs, particularly with a view to
agricultural and rural developrnent.

To achieve this shift in emphasis the Com-
munity negotiators asked therr ACP counter-
parts to accept a “policy dialogue,” which
would precede the cheice of schemes to he
financed from Lomé resources. Initially, many
ACP states took grave exception to this term,
believing it to be a euphemism for EC control
of their development plans and thus an en-
croachment on their national sovereignty and
incompatible with the principle of equal part-
nership. In the end no direct reference was
made to policy dialogue in the new Convention
and spokesmen for both sides were at some
pains to emphasize that the ACP states
retained their contractual right to choose the
way in which aid would be used. However,
the ACP states agreed to include in the first
chapter of the Convention a statement to the
effect that “support shall be provided in ACP-
EEC couperation for the ACP states’ own
efforts to achieve more self-reliant and self-
sustained development” and to reach this
ohjective “special efforts shall be made . . .
to promote rural development, food security
for the people and the revival and strength-
ening of agricultural production potential in
the ACP states.” The Community hopes that
this language and the new emphasis on pro-
grams, sectoral development, and the stim-
ulation of national potential that it implies will
lead to a much more detailed consideration
of 4 country’s overall objectives and, hence,
automatically, to a more thorough dislogue
on the policies necded to achicve them. [t
remains to he seen, however, whether the
Community and the individual ACP states will
in reality he able to come to a more united
appreciation of the optimal way in which the
Convention’s resources can be used.

STABEX

A major part of the debate on aid efficiency
was focused on the utilization of STABEX
resources. STABEX is probably the most
distinctive feature of the Lomé Convention,
It grew out of the Community’s recogmtion
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in the early 1970s that aid tended to be less
effective in countries experiencing instability
in their export revenues. STABEX was in-
troduced in the first Lomé Convention as a
means of alleviating this problem and now
compensates ACP states for loss of export
earnings from any of a list of 48 agricultural
products and subproducts.

Although there is a certain amount of
overlap between STABEX and the IMF’s
compensatory financing facility, there are
many differences, two of the most notable
being that (1) STABEX takes no account of
earnings from other merchandise exports or
of the country’s overall balance of payments
position in calculating the compensation for a
shortfall in earnings from one of the covered
commodities (in other words, a country can
draw from STABEX even if there is an upward
trend in its overall export earnings) and (2)
drawings are not limited by any equivalent of
the member's quota in the Fund, but by the
resources the Community allocates to the
scheme for a particular period. Given the

limited number of commodities covered, these
features of STABEX have led to situations in
which a relatively high proportion of the
available resources has been directed to a
small number of countries.

STABEX worked fairly smoothly during its
initial period of operation, 1975-79. The
ECU 382 million set aside to finance it met
all the eligible claims. Despite an increase in
its resources to ECU 557 million, however,
the scheme ran into serious difficulties at the
beginning of the Lomé II period, as the prices
of several commodities dropped rapidly in
comparison with the average prices of the
reference period. In both 1980 and 1981,
claims of up to ECU 1 million were met in
full, but transfers to meet larger claims had
to be reduced by ahout one half. The system
regained its equilibrium in 1982 and 1983 as
the high commodity price years of the late
1970s dropped out of the reference period.

In preparing for the Lomé III negotiations,
the European Community, while acknowledg-
ing that many STABEX claims could be

attributed to reasons beyond a claiming coun-
try’'s control, such as adverse market or
climatic conditions, argued that many others
could be explained by falling levels of pro-
duction and competitiveness. This situation,
it believed, was often brought about by the
low priority some governments had given to
agriculture, notably by policies that set pro-
ducer prices too low, and by inefficient trans-
portation and other infrastructural problems.
The Community felt that several ACP coun-
tries had failed to use STABEX resources to
tackle these problems, employing these funds
instead to meet the most pressing demands
on the national budget on the frequently
tenuous grounds that this represented a per-
mitted diversification away from the troubled
export sector. After long discussions of
principle on how free the claiming country’s
authorities should be to decide the best use
to which STABEX payments could be put, it
was agreed that financing diversification
measures would be permissible; however,
the Community obtained the insertion of

Major provisions of the Lomeé Illl Convention

Trade

« Free access to EC market for all manufactured products where
matenals originate in the ACP states or in the Community.

= Free access for manufactured products containing materials from other
sources if, among others, (1) nononginating matenals account for less
than 5 percent of total matenial costs, and (2) certain types of processing
of the nonoriginating matenals have been carried out.

= Exception to the rules of onigin granted, inter alia, when nonoriginating
matenals represent at least 60 percent of value of finished product or
when these materials originate in UN-designated least developed countries.

« Conditions of access for all agricultural products sometimes more
preferential, never less so, than those offered to third countries.

« Community can take safeguard measures if trade provisions result in
senious disturbances in economic sector of a member state or jeopardize
external financial stability.

» Financial and technical assistance provided to assist development of
ACP trade potential.

Aid

STABEX

» Provides compensation for a loss of earnings from exports to the
Community and, in some cases, to the rest of the world, if: (1) the
product(s) represented at least 6 percent of the claiming country’s total
exports during claim year (1.5 percent for landlocked, island. and least
developed countries); and (2) camings from product fell at least 6 percent
during claim year (1.5 percent for landlocked, island, and least developed
countries) compared to eamnings during a reference period (generally the
preceding four years).

« All claims considered simultaneously in year following claim year.

« Transfers repayable if eamings increase sufficiently during seven-year

period following claim year (no such obligation for landlocked, island, and |
least developed countries). |

SYSMIN

» Provides assistance to help overcome adverse consequences of a fall
in ability to produce or export copper (and associated cobalt), phosphates,
manganese, bauxite (and alumina), tin, or iron ore.

» Country eligible if at least 15 percent of total export earnings derived
from a covered mineral (10 percent for the landlocked, island, and least
developed countries). ‘

» Country can be eligible, by exemption, if 20 percent (12 percent for
landlocked, island, and least developed countries) of total export eamings
denived from any combination of mining products other than precious
minerals, oil, and gas.

Financial endowment for 1985-89

Grants to individual ACP states ECU 4,360 million
Emergency aid 210 milion
Aid for refugees 80 milion |
Interest rate subsidies for European |
Investment Bank loans 210 million '
STABEX 925 million
SYSMIN 415 million
Special loans 600 million |
Risk capital 600 million
Loans from EIB 1,100 million
Total 8,500 million
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language that “Every request for a transfer
shall, in addition to the necessary stafistical
data, include substantial information on the
loss of earnings and also the programmes and
operations to which the ACP state has allo-
cated or undertakes to allocate the funds.”
This is much stronger than the corresponding
Lomé II text, which provided only that the
ACP state should give the Community “some
indication of the probable use to which the
transfer will be put.” In addition, the new
Convention permits the Community to sus-
pend decisions on subsequent claims if a
satisfactory account of the transfer has not
been rendered one year after the transfer
decision was made. These two new provisions
should help the Community to ensure that
the use of STABEX funds is directly related
te the reasons for the shortfall in export
earmngs concerned.

SYSMIN

Increasing the efficiency of aid and pro-
moting the productive use of special facility
resources were also at the heart of negotia-
tions concerning SYSMIN. SYSMIN was in-
troduced with the Lomé II Cenvention and
came into effect in 1980. It was designed to
help ACP countries cope with any serious
temporary problems beyond their control
which caused, or were prujected to cause, a
decline in their capacity to export certain
specified minerals. Unlike STABEX, SYSMIN
was not designed to compensate for a decline
in export earnings. Its resources were ex-
pected to be used primarily to help maintain
production capacity during adverse market
conditions and their release was made con-
ditional upon Commission exarnination and
approval. The Community was careful to avoid
any element of automaticity, so that multi-
national mining companies could not organize
their activities with the express purpose of
becoming eligible for transfers.

In its first four years of vperation SYSMIN

Roberl Towrsend ‘or ~&0

benefited only four countries—Guyana,
Rwanda, Zaire, and Zambia. During the ne-
gotiations for Lomé 111, a number of the ACP
countries complained about this and ncted
that under Lomé II only some 12 countries
were potential beneficiaries of the system.
The Community agreed to go some way
toward meeting these concerns, While it was
unwilling to change the list of covered min-
erals, it did agree to open a “second window”
to SYSMIN resources. This provided excep-
tions, on a case-by-case basis, for ACF coun-
tries deriving 20 percent of their export
earnings (12 percent for the landlocked, is-
land, and least-developed countries) from a
combination of mining products other than
precious minerals, oil, and gas, but not nec-
essarily those mentioned specifically in the
Convention. The opening of this “second
window” ta SYSMIN resources is expected
to benefit 2 number of ACP states, notably,
Botswana, Niger, and Zimbabwe.

The Community also liberalized the detailed
criteria for the eligibility of claims by agreeing
to consider using SYSMIN funds to remedy
problems caused for major development proj-
ects, when the financing from the mineral
sector on which they depend is seriously cut
back or terminated, and also made more
explicit that SYSMIN funds can be used to
deal with structural as well as cyclical prob-
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lems. Under the new Convention, the system
can be used not only following “accidents” or
“prave political events” but also in cases of
adverse technological developments {such as
the substitution of plastics for copper in
traditional copper uses) or adverse economic
developments (such as the inflationary impact
of an cil price increase on mining operations),

Perhaps the most important change in the
provisions for SYSMIN in the Lomé III Con-
vention is in its orientation. Under Lomé II
the main purpose of interventicns was to
maintain production capacity during a difficult
period. Under the new convention the aim
will be “to reestablish the viability” of the
mining sector concerned. This will allow the
Commurity not only te finance improvements
to the production infrastructure but also,
when it is considered to be in the best
interests of the ACP country concerned, to
finance orderly reductions m production
capacity.

Conclusion

Although some signatories of the Lomé
Convention fee] that it falls short of what was
originally hoped for, all are agreed that its
overall effects have heen beneficial, There is
considerable satisfaction on the ACP side that
the real value of the Convention has been
maintained at a time when several Community
members have been actively considering cuts
in aid budgets and when the real value of
some other multilateral funds, such as IDA,
has been reduced. There is also satisfaction
that the latest Lomé Convention offers some
new benefits to the ACP countries and prom-
ises a new flexibility and a streamlining of
administrative procedures. On the Commu-
nity side there is hope that the new Conven-
tion will be more effective in promoting eco-
nomic development and that through its
institutions it will continue to provide one of
the most significant forums for the North-
South dialogue. ED
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The OECD export credits agreement

Recent developments, and a review of efforts to curb mixed credits

Expm’t competitiveness is a major issue
for countries seeking to expand economic
activity through exports, and especially for
countries saddled with large external pay-
ments deficits. Many elements affect export
competitiveness, including prices and ex-
change rates, quality and technical sophisti-
cation, marketing, servicing, and tax and legal
considerations. But financing arrangements
for exports, particularly the long-term financ-
ing of large-scale and expensive manufactured
items, carry a lot of weight because of their
high visibility to potential buyers, and the
importance of such arrangements to devel-
oping countries concerned with restraining
the growth of their external debt.

Export credits are a significant component
of financial flows to developing countries. Net
disbursements under officially supported and
guaranteed export credits by countries that
are members of the OECD’s Development
Assistance Committee amounted to $7.6 bil-
lion in 1983, and accounted for 8 percent of
the total flows to developing countries in that
year. Export credit agencies in industrial
countries either provide credits directly to
importers in developing countries (through
such mechanisms as direct credits, refinanc-
ings of commercial credits, and interest rate
subsidies) or guarantee commercial bank or
supplier credits. Agencies that provide direct
financial support try to maximize the com-
petitiveness of their longer-term export fi-
nancing within the limits prescribed by pru-
dent risk analysis and by several international
accords. Foremost among these accords is
the Arrangement on Guidelines for Officially
Supported Export Credits, established in 1978
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under the auspices of the Organization for
Economic Cooperation and Development. The
Arrangement sets minimum allowable interest
rates, minimum required cash downpay-
ments, and maximum repayment terms on
officially supported credits of two years and
over; these are designed to limit competitive
subsidization of export financing by OECD
governments, so that exports compete on
the basis of nonfinancing elements. (The

David M. Cheney

donor view of subsidized financing as unde-
sirable is implicitly accepted in the following
discussion. )

The Arrangement, which is adhered to by
the 22 members of the OECD Group on
Export Credits and Credit Guarantees (and
excludes Iceland and Turkey), was strength-
ened significantly in 1983. The new provisions
sharply reduced the scope for export finance
subsidization by the major industrial coun-
tries—a long-standing source of friction among
them. Subsequently, however, contention has
arisen over the growing practice of mixing or
linking modest amounts of concessional aid
funds with traditional export finance in the
financial packages offered to potential buyers
in developing countries—these packages re-
ferred to as “mixed” credits, a form of “tied-
aid” or “associated financing” (see box). This
practice is subject to only limited regulation
under the OECD Arrangement.

Mixed or tied-aid credits have an explicit
development aid component, and provoke
particularly important questions about their
effectiveness and efficiency in financing de-
velopment. Critics of tied-aid credits cite the
distortion they create in both trade flows and
development assistance by diverting scarce
foreign aid funds meant for poorer countries
to support commercial export sales, typically
in the more advanced developing countries.
Advocates, however, contend that tied-aid
credits reduce the cost to developing coun-
tries of projects with a high developmental
content, and stretch the development impact
of scarce foreign aid funds. Proponents also
argue that such credits enable poor countries
to attain access to needed imports, particu-
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larly when commercial flows to them have
been reduced.

The Arrangement circumscribes the level
of export credit subsidy by limiting repayment
terms and setting a floor for fixed interest
rates on medium- and long-term government-
supported export credits with a maturity of
two years or longer. Its adherents have also
been concerned with improving “transparency
and discipline” in the extension of tied-aid
credits. Proposals have been put forward for
stricter notification procedures—whereby an
OECD member offering a tied-aid credit must
notify others in advance, to afford them a
better chance to respond in kind, and—more
generally—to discourage this practice. Other
proposals have aimed to tighten discipline by
raising the minimum permissible “grant ele-
ment” of tied-aid credits so as to restrict their
use in financing commercial export sales.

The April 1985 meeting of the OECD
Ministerial Council achieved progress on both
transparency and discipline. The session con-
cluded with an agreement to reinforce ad-
vance notification and consultation procedures
for countries offering tied-aid credits, and to
increase to 25 percent (from 20 percent) the
minimum allowable grant element for such
transactions.

The Arrangement

The OECD Arrangement of 1978 suc-
ceeded a looser 1976 “consensus” that sought
to harmonize official export credit practices
and reduce the level of subsidy so that trade
decisions would be based mainly on nonfi-
nancing considerations.

As well as setting floors on interest rates
and ceilings on the repayment terms of tra-
ditional export credits, the Arrangement stip-
ulates the minimum cash downpayment re-
quired, and the allowable government support
for local costs (costs incurred in the importer’s

country that are associated with the export
transaction), as provided for in the original
consensus. Cash downpayments must be at
least 15 percent of export contract values,
with official support limited to insurance and
guarantees against the usual pre-credit risks.
Official support for local costs—direct financ-
ing or insurance—must not exceed the down-
payment and may not carry terms more
favorable than the export credit to which it
is related; local-cost support for buyers in
high-income countries is limited to insurance

or guarantees,
Modifications, 1983

The Arrangement is not legally binding in
the sense of an international treaty and has
had a history of rather uneven cooperation.
In its original form it had a number of weak-
nesses. The most important of these was the
difficulty of adjusting the minimum allowable
interest rates. The latter varied, together
with the maximum repayment period, ac-
cording to the income level of the importer’s
country, with the most concessional terms
reserved for the poorest borrowers. The
minimum allowable fixed rates could be in-
creased only by unanimous agreement on a
new set of rates—usually after difficult and
protracted negotiations. The result was that
in the late 1970s and early 1980s, the budg-
etary burden of subsidies for export credit
swelled to enormous levels in several indus-
trial countries, which had promoted exports
by offering export credit rates at the Arrange-
ment minimums, but needed to pay higher
interest costs to obtain funds in the market
to sustain these credits. For example, in 1982
government bond rates averaged 15.6 per-
cent in France and 12.9 percent in the United
Kingdom, while the minimum allowable rate
specified in the Arrangement was at 10 per-
cent for credits to most developing nations.

Financing for export promotion

There are a number of ways in which financing can be provided—for the purpose of export
promotion—on terms that are softer than for traditional export credits. These include:

Tied-aid credits are broadly defined as aid credits provided for development purposes with
procurement limited to the donor country; aid is “untied” when procurement may be undertaken
at least in all OECD countries and developing countries.

Associated financing transactions, a more narrowly defined concept, combine two or more
of the following: 1) ODA with a grant element of at least 25 percent; 2) other official flows—
except as in item 3—with a grant element of at least 20 percent; and 3) officially supported

export credits, or other funds at or near market terms.

Mixed credits are 2 kind of tied-aid credit or associated financing that combine funds partly
from public sources and partly from private sources.

The grant element of a credit is the measure of concessionality of an officially supported
credit, expressed as a percentage, as defined by the OECD Development Assistance
Committee. In essence, it is the difference between the interest rate of the credit and the
market rate and the length of time the funds are available to the borrower,
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One estimate suggests that in the early 1980s
export credit subsidies were costing taxpay-
ers in industrial countries about $6 billion a
year, because of the large spread between
the rates at which export credit agencies
borrowed and relent funds. Beneficiaries were
buyers in developing countries who were able
to finance imports at much lower than com-
mercial interest rates, and exporting firms,
which enjoyed increased sales and profits.

A second weakness of the Arrangement
was that its minimum allowable lending rates
for government-backed credits (which entail
direct government financing rather than in-
surance) applied to lending in all currencies,
even those of countries whose market inter-
est rates were below the minimum Arrange-
ment rates. This had the effect of penalizing
lending countries whose policies resulted in
lower market interest rates.

Largely because of the fiscal pressures
exerted by the high budgetary cost of export
finance subsidies, participants modified the
Arrangement in 1983 to address both of these
problems. A formula was adopted whereby
minimum interest rates would be adjusted
regularly and automatically in line with move-
ments in market rates. The formula provides
for the adjustment of minimum rates on
January 15 and July 15 each year, if the
weighted average of the long-term govern-
ment bond yields for the five currencies
constituting the SDR valuation basket has
moved by at least 50 basis points (i.e., ¥z of
1 percent) in either direction from the level
of the previous adjustment. The latest ad-
justment, effective July 15, 1985, maintained
the interest rate minimums set on January
15, 1985 (see table) as the decline in the
weighted average SDR interest rate did not
change by at least 50 basis points.

In addition, the participants in the Arrange-
ment adopted individual formulas—subject to
periodic review—for currencies where mar-
ket interest rates were below the Arrange-
ment minimums. In these instances, market-
related “commercial interest reference rates”
serve as the minimum allowable official lending
rates. In most cases, the reference rates are
calculated by adding a margin above the
monthly average government borrowing costs
of five-year, fixed-rate funds, plus a 0.2
percent mark-up, and are adjusted monthly.
Reference rates are in effect for a number of
currencies, including the Japanese yen, the
deutsche mark, and the Swiss franc, which
are heavily used for export finance.

Linking the Arrangement minimums to
market rates has, in principle, served to
eliminate direct subsidies on interest rates
for official credits to industrial countries—
whose minimum allowable rates more closely
approximate market rates—and to reduce
significantly the subsidies to developing coun-
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tries. The minimum rates are not always
observed, however, and the level of subsi-
dization still grows when market rates rise
between the semiannual adjustments of the
minimum allowable interest rates. Moreover,
the minimum rates may still be highly conces-
sional when credits are extended in weaker
currencies or where domestic market rates
are well above Arrangement minimums.

The Arrangement continues to be limited
in several other ways. It does not, for ex-
armple, cover several important economic
sectors—notably agriculture, civilian aircraft,
and military hardware—although separate ne-

world trade and aid remains quite limited, and
indeed the volume of actual tied-aid credit
commitments has reportedly declined in re-
cent years. The OECD puts the volume of
associated financing commitments at $2.0
billion in 1983 and in 1984—compared with
$4.6 billion m 1982, (The significance of these
figures, however, may be understated owing
to the large dollar appreciation in 1983-84
that reduces the dollar equivalent of these
flows.) Associated financings are estimated
to account for only about 6 percent of officially
supported export credits to developing
countries.

OECD arrangement on officlally supportad export credits

Meximum period for repayrmsnt

(GNP per capita less than $681)23

mporting country! 2-5 yoars 5-812 yeats #12-10 yoars
{Annual Interast rate, In parcent)
Relatively rich 12.00 12.25 —
{GNP per capita of $4,000 or morey?
Intermediate 10.70 11.20 —_
(GNP per capita $681-$4,000)2
Relatively poor 9.85 9.85 9.85

Source:
— Nt applicable for these countrias,

2 Based on data in the World Bank Atlas, 1981,

coyniries.

anization for Economic Cooperation and Development.
1 As defined in the text of the OECD Amangement.
3 Countries aligble for credits from the International Development Association and ather low-income

gotiations on these are under way. (Sectoral
agreements on ships, nuclear power plants,
and aircraft are in effect.) Nor does the
Arrangement cover certain auxiliary forms of
protection for exporters, including insurance
against inflation (or “cost escalation”) and
fluctuations m exchange rates—forms of pro-
tection that tend to blur the distinction be-
tween insurance and direct fmancial assistance.

Tied-aid credits

Once the automatic adjustient of Arrange-
ment rates was agreed upon in 1983, the
focus of negotiations shifted to tied-aid cred-
its. Under the recently amended Arrange-
ment, aid funds may be mixed with export
credit only when the overall grant element
of such mixed financing packages is at least
25 percent (forcing a minimum aid compo-
nent). The use of more concessional (e.g.,
with grant elements exceeding 25 percent)
tied-aid credits has, however, become wide-
spread. Particularly controversial is the use
of tied-aid credits for major export contracts
to the financially stronger developing coun-
tries {which require less concessional funds),
where the concessional element enables the
exporter t0 gain commercial advantage over
competitors from other countries.

The proportion of tied-aid credits in total

Nonetheless, pressure for increased as-
sociated financing seems generally to be
mounting, and there was a sharp rise in 1984
in the volume of tied-aid credit offers. Tied-
aid credits are highly attractive as an export
marketing device since the terms on the
concessional part can be very generous—
with grace periods that can reach 15 years,
maturities as long as 30 years, and nominal
interest rates as low as zero percent. Con-
sequently, new associated finance credit
schemes have been adopted—or budgetary
allocations for their extension increased—in
nearly all OECD countries and the number
of offers has risen considerably. Furthermore,
there is some concern that the incidence of
the practice is understated, since many simiar
types of financial offers are not technically
considered tied-aid credits.

Another reason behind the increase in tied-
aid credit offers is that in recent years many
developing countries have been unable to
accept fimancing on purely commercial terms.
The sharp cutback of new investment projects
in many heavily indebted countries has inten-
sified competition in financing offers for export
contracts to developing countries in financially
sound condition, Moreover, the tightened
Arrangement rules on minimurn allowable
lending rates may have encouraged greater

recourse to tied-aid credits as a competitive
tool in extending official support to exports,
especially for products facing weak demand.

France has long been the major user of
tied-aid credits, although Italy, Germany, and
some smaller European countries have oc-
casionally extended them for special programs
generally restricted to poorer developing
countries. The United States, the most vocat
opponent of tied-aid credits, has made several
mixed credit offers to date—only one of which
has been accepted. The outlook for additional
US offers is not bright—notwithstanding a
tied-aid credit program authonized in Novem-
ber 1983 to counter foreign offers and rising
domestic pressures in favor of them—as it
depends mainly on the lending authority granted
by the US Congress for the Export-Import
Bank {more immediately, for fiscal 1986), and
also on the availability of limited aid funds
that can be used for this purpose.

OECD member countries remain divided
over the desirability of tied-aid or associated
finance credits. At a December 1984 meeting
of the OECD Export Credits Group, the
United States proposed that tied-aid credits
containing a grant element of less than 50
percent be considered purely cormmercial and
thus be subject to the Arrangement mini-
mums. The member countries of the Euro-
pean Community offered a counter proposal
to improve transparency {urther by broad-
ening the definition of tied-aid credits and
strengthening the notification rules. The Eu-
ropean Community subsequently indicated a
readiness to raise the minimum grant element
for tied-aid credits from 20 to 25 percent.
This compromise was accepted at the April
1985 Ministerial session, at which participants
also agreed to tighten notification and con-
sultation procedures along the lines proposed
by the EC. The tightening was achieved by
requiring that offers of tied-aid credits with
grant elements of between 25-50 percent be
subject to 20-day prior notification, and by
instituting a procedure of face-to-face con-
sultations where there is heavy competition
in tied-aid credit offers. A study by the OECI)
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Secretariat, to be completed by September
30, 1985, will, according to a communigué
issued at the condlusion of the QECD Min-
isterial Council, permit prompl implementa-
tion of measures to enhance transparency
and discipline.

The OECD Development Assistance Com-
mittee has also long been concerned with this
issue. It adopted in Jupe 1983 “Guideline
Principles for the Use of Aid in Association
with Export Credits and Other Market Funds.”
The aim of these guidelines, which are not
legally binding, is to limit the risk of distorting
trade and aid fows, by limiting the use of
associated financings to transactions that pro-
mote prionty development objectives in re-
cipient countries, In addition, credit terms
are to be tallored to the economic situation
and developmental stage of the recipients,
with strict restraint on the use of concessional
aid funds for the financially stronger countries.
Experience suggests that the guidelines may
be too general to have major impact on
associated finance practices. Nevertheless, a
recent assessment by the DAC indicates that
some metmbers have stepped up efforts to
ensure that associated financings are used
more for projects having developmental prior-
ity; the review also reveals that the share of
bilateral ODA used for associated financings
i stronger developing countries has declined
to less than 1 percent. Considerable progress
has been achieved in improving the {ranspar-
ency of associated financings according to the
DAC, with new reporting routines estab-
lished, more clearly understood definitions,
and more prompt and complete reporting of
data,

Conclusion

It can be argued that any increased use of
tied-aid credits diverts scatce, highly conces-
sional foreign aid funds from the poorest
developing countries to higher-income de-
veloping nations, and from projects to meet
basic hurman needs toward more capital-in-
tensive sectors, which account for a large
part of tied-aid credits. For donors, tied-aid
credits represent a very costly means of
export promotion.

Whether the recent modifications will sat-
isfy the United States’ and several other
mdustrial countries’ desire for more significant
curbs on tied-aid credits remains to be seen,
and it is certain that negotiations will continue
at their usual slow pace. The achievement of
automatic adustment of OECD Arrangement
rates to market levels, however, certainly
demonstrates that breakthroughs in OECD
export credit negotiations are possible—es-
pecially when a particular practice has spread
to the point where 1t 15 extremely costly and
offers no single donor country a clear com-
petitive edge.
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Nongovernmental

A review of the role of private agencies and
voluntary organizations in the development process
and the Bank’s cooperation with NGOs

Vittorio Masoni

Nongovemmental organizations operate
under different names and different guises in
both developed and developing countries (see
box on their nomenclature.) Their work is
parallel and often quite complementary to that
of official development agencies. They are
traditionally known for their humanitarian,
telief activities: they move quickly to the
front lines when an emergency arises, be it
famine, forced migration, or a natural or man-
made disaster. Less appreciated, but no dess
important, is NGO work in socieeconomic
development, from village-level production
projects to mvolvement in country develop-
ment policies as the “voice of the poor and
of the under-represented.” In addition, as a
“coalition of consciences,” “global think tanks,"”
“do-gooders” or the “indeperdent sector,”
as they are referred toin a vanety of contexts,
NGOs seek to sensitize the public in industrial
countries to North-South interdependence,
and urge more generous development as-
sistance,

In spite of the heterogeneity of NGOs, two
themes ron throughout their development
work: (1) self-reliance: peopie can do much
to help themselves (or help others) without
government intervention or support from aid
agencies; (2) peaple’s participation: people are
the protagonists of development. People have
to be associated with development planning
and implementation, and must be given free-
dom to operate in areas that the government
cannot effectively reach. Even the best de-
velopment blueprint will not improve the Jot
of the poor, unjess the intended beneficiaties
understand it and support it.

The current worldwide search for ways
to make optimal use of very scarce resources
and stimutate broad-based development makes
it very timely for economic developrnent
agencies to take stock of NGO development
activities and thinking, and strengthen collab-
oration among public and private institutions
engaged in promoting growth with social
equity. Private philanthropy and self-help as-
sociations have a long history and, in fact,
predate development agencies. The latter
have long endeavored to set up collaborative
relations with NGQs, particularly since the
1960s. These relations have been inspired by
an ideological blueprint, such as helping a
newly independent country to develop a plur-
alistic society (a view widespread in the
United States) or advance social democracy
(a motivation common in Europe, particularly
among Scandinavian countries). Pragmatic
considerations have prevailed with aid agen-
cies that look at NGOs in a functional way,
that is, as more efficient conduits for devel-
opment mputs. Some relationships bave been
structured through specialized institutions and
procedures; for instance, the European Com-
munity and most bilateral aid agencies have
substantial programs for NGO projects. The
World Bank carries out a policy dialogue and
operational cooperation with NGOs (see dis-
cussion below.)

The wide variety of NGOs and of country
situations has so far discouraged comprehen-
stve research on NGOs. A small body of
analytical material is becoming available from
the OECD Development Assistance Com-
mittee, development agencies, and academia
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organizations and development

on NGO successes and failures in develop-
ment. NGOs themselves are more forthcom-
ing in presenting their views on development
in a systematic manner (see, for instance,
Private Voluntary Organizations as Agents of
Development, Robert F. Gorman, editor,
Westview Press, 1984.)

Size of activity

It is hard to measure the size of the
independent sector. NGOs do appear to have
vast resources at their command. In 1983,
donor NGOs from the OECI) countries ex-
tended grants worth $3.6 billion to developing
countries, about 13 percent of DAC ODA.
Of this amount, $2.3 bilion were raised
directly by the NGOs from the public and
from therr endowment funds. The balance
came from government contributions. This
expenditure is only a distant proxy for the
overall development work of NGOs in the
Third World. Te complete the picture one
should add the value of the work of countless
NGO volunteers and sympathizers: teachers,
“curb side” or “bare foot” doctors, social
workers, rural extension aides, members of
women's associations or of village work bri-
gades, etc. Further, the resources of schools
and training centers, hospitals, cooperatives,
food aid networks, publishing and mass media
enterprises, and so on, owned and controlled
by NGOs, should be taken into account,

The OECD Directory of NGOs lists 4,000
organizations based in the industnalized world.
Many more operate in developing countries.
Religious movements and orgamizations, a
major factor in private philanthropy and the
public quest for social justice, are just as
widespread in the Third World as in the
OECD area. Developing countries are home
as well to a multitude of self-help organiza-
tions—emerging from the extended family
and village mutual support systems. NGOs
are present in all societies. Christian mis-
sionary schools, Buddhist Sangha literacy
courses, and Quran reading classes, for in-
stance, are important for mass education in
many countries. The equivalent of Indonesia’s
"gotong royon” (village volunteer groups en-
gaged m a common task such as seasonal

agricultural work, e.g., planting and harvest-
ing) can be found in rural communities
throughout the world. The West African
“tontine,” or collective saving pool allotted,
in turn, to each member according to his or
her share, is paralleled by credit unions in
Latin America and by service cooperatives in
India, the Philippines, and many other coun-
tries.

The contribution of private, nonprofit groups
is indispensable in development programs
requiring the participation of a large number
of direct beneficiaries. Local presence and
special cornmitment to the betlerment of the
lives of their members makes local NGOs the
only practicable—not just the most cost-
effective-—link between large-scale invest-
ments and the farmer ot the city dweller at
whom the investments are directed. The
target groups for development efforts must
be reached in ways that are intelligible to
them, in other words, that can be connected
with their lives and work. NGO sensitivity to
such concerns and their local knowledge and
operations usually cannot be matched by
government departments.

Nature of work

NGOs perform extremely well in commu-
nity mobilization. Discouraged, disorganized,
and ill-informed, the poor are often unable
even to exploit opportunities for improvement
that are at hand. NGOs help set the stage
for change by rallying communities around a
common objective, preferably a short-term
and easy undertaking. The objective must be
chosen by the people; individual participation
in the project must be voluntary. Family bonds
and other affiliations are taken into account
in planning an individual’s role in the project.
Communication between the NGO tearn and
village people is face-to-face and most of the
instruction is on-the-job.

Achteving the first communal objective in-
creases people’s confidence in their ability to
help themselves; their newly gained sense of
self-reliance inspires the community to pursue
other, more important objectives, such as a
credit union, an individual enterprise or part-
nership, a communal fishery, a mother and

child clinic, or a reading program for schoal
drop-outs.

At a certain stage external resources be-
come necessary. Typically, this is the point
at which NGO activity can be taken into
account by an organization such as the World
Bank. Whether the people need funds, tech-
nical assistance, or a change in policies (e.g.,
removal of price controls, or a law to en-
courage private cooperatives), the NGO can
arrange assistance on their behalf from the
government, from an external development
agency, or from donor NG{s, as the case
may be. Later, the pioneer NGO can con-
tribute the unique experience it has acquired
toward the realistic planning and design by
the public sector of large-scale projects in-
volving a number of villages. Then the or-
ganization may well participate in the imple-
mentation of a suitable component of the
larger project.

In addition to their project work in the
field, NGOs operate at a broader national and
international level. NGOs have proven their
ability to mobilize public opinion to help victims
of drought and starvation in Africa through
mass media and their own extensive publish-
ing and information systems. Churches, na-
tionat NGO consortia (e.g., [nteraction in the
United States), people’s movements (e.g.,
Mani Tese in Italy} have rajsed considerable
funds for the emergency in Africa. They also
have raised public awareness about the need
to increase official assistance to African coun-
tries, for both relief and development. The
debate generated by policy proposals such as
the World Bank's reports on sub-Saharan
Adfrica has found a broad response in the NGO
information network. NGO correspondents
from Aftica have provided immediate reports
on famine and health situations, flows of
refugees, availability of local relief resources
etc., helping other NGOs and the international
community in the design of appropriate pro-
grams. Policy-oriented NGOs with long ex-
perience in Africa and with local staff have
given development agencies insight on poli-
cies for food security, health and population,
resettlement of populations, and informal ed-
ucation.
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There are many examples of successful
NGO work in support of development pro-
grams. They include original work of Maisons
Familiales Rurales of Paris with peasants’
communities in Africa and elsewhere; mass
training by Accion Cultural Popular in Colom-
bia and by INADES, Institut Africain pour le
Developpement Economique et Social,
throughout Africa by means of television and
correspondence courses; support by the Aga
Khan Foundation (Pakistan) for health serv-
ices and higher education in Pakistan and
Kenya; the pioneering work by Oxfam (UK)
in production and marketing of handicrafts

A Guide to NGO Terminology

NGOs are also referred to as private voluntary organizations. In much of the Third
World, however, the terms NGOs and PVOs denote foreign entities; local
denominations, such as national self-help or self-reliance organizations, are

from the Third World; food-related programs
of premier organizations such as Caritas In-
ternationalis, Catholic Relief Services (US),
US-CARE, and Save the Children (interna-
tional). Other leading examples of NGO work
in support of development in the Third World
include banking for the poor provided by the
Ecumenical Development Cooperative Soci-
ety (international); support to local institution-
building of Misereor of Germany; working in
the spiritual and economic fields of the Or-
ganization for Industrial, Spiritual and Cultural
Advancement (OISCA) of Japan, and of Sar-
voydaya of Sri Lanka; and the financial and

preferred for indigenous organizations. NGO terminology is not yet well established
since NGO typology is still uncodified. Folbmrsmwatmm
NGO categories, although with some approximation and overlapping. The first fwo
categories are fundamental.

mm:.mwmmmm«m eg.
church charity groups and private foundations for humanitarian

mmmum self-reliance of '
mnmuummmbdmmmmu

Sectoral er supply.
mmmbmn-wmdmdamm-a i

scation, health, and urban and rural development. Some of these groups pursue a holistic ideal
of development, endeavoring to integrate people’s spiritual and economic needs.

NGOs have a formal status, often linked to tax exemptions or other concessions in

the country of origin or of operation.

Recognized NGOs have status with certain organizations. For instance, hu\lhasam
for the accreditation of NGOs.

Informal NGOs are groups of like-minded people (sometimes called a “movement”) working for a

common davelopment purpose without legal bonds. Many Third World NGOs belong to this

category. These groups can be permanent or constitute a once-for-all coaliion for a single, time-
bound objective, e.g., agrarian reform or legislation to protect the environment.
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project work of the Ford and Rockefeller
Foundations. This is only a small sample of
the wide range of NGO activity.

Different approach

The NGO approach to development does
differ from that of government agencies or of
an international institution such as the World
Bank. Exhaustive, hard analysis of these
differences does not yet exist. Sustained
observation suggests, however, that a num-
ber of differences are more apparent than
real. It may be useful to highlight the major
ones since they hinder cooperation between
the public and the private voluntary sectors.

NGOs work at the microlevel while agen-
cies support large-scale projects. But most
large-scale projects that interest NGOs are
not in lieu of microprojects. They are com-
posed of microprojects. Even the largest
development program must be broken down
to the size of the farm, the city block, or the
school and be seen in terms of the ultimate
beneficiary. Micro- and macro-approaches are
complementary.

Development agencies maintain that pro-
grams must be supported by institutions
commensurate to the task and that, therefore,
large projects require a bureaucracy, i.e., a
corps of planners, administrators, techni-
cians, etc. Direct assistance, “from people to
people,” is still the ideal for many NGOs,
However this approach cannot combat mas-
sive poverty: spontaneous mass replication
of self-standing, isolated NGO projects is
very unlikely. To achieve maximum advantage
of both the official and the NGO approach the
public sector should provide a policy and
financial environment that fosters NGO activ-
ities in support of official development pro-
grams,

In the tradition of philanthropy, NGOs
generally make grants whereas development
agencies normally operate through loans—
albeit on concessional terms. Development
agencies do appreciate, however, the need
for risk capital in a number of situations:
research and experimentation, or institution
building that may have only indirect, uncer-
tain, or very long-term effects. NGOs rec-
ognize the limitation of funds available for
grants and increasingly seek to go beyond
charity by charging for services and support-
ing income-generating programs.

Most NGOs strive to work independently
of government agencies. They argue for
greater political power for the poor as a
counterweight to the influence of the rich and
the well organized. This position is widely
shared by NGO leaders, ranging from Mr.
Ariyaratne of Sri Lanka to the liberation
theologians of Latin America. Conversely,
government officials often express reserva-
tions about NGOs, sometimes on the grounds
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that they see NGOs pursuing hostile political
goals or engaging in activities that disrupt
overall development. The more authoritanian
and centralized the regime, the louder the
complaints, But observers frem development
agencies, development scholars, and even
other N(G()s often cniticize individuai NGO
programs as unnecessarily confrontational,
erratic, or fragmented, In practice, most NGOs
accept an evolutionary view of development;
they operate in an environment largely shaped
by the government and collaborate with gov-
ernment agencies. Most governments deal
with most NGOs as legitimate organizations
and value their work in development. Many
governments have special offices to foster
cooperation with NGOs. Line ministries, in
particular, assign officers to Haise with NGOs
tor operational purposes, for example, the
Ministry of Population and Environment in
Indonesia and the Central Planning Commis-
sion in India, In certain countries, such as
Niger,there are joint government-NGO coun-
cils.

The fact that differences can be concep-
tually reconciled should not even remotely
suggest that, in practice, solutions would be
easy. One has only to think about the diffi-
culties surrounding rural ceoperatives, the
most important NGO in many LDCs, which
are plagued by bureaucracy, loans in arrears,
factionalismn, domination by the rural power
elite or by officials and, sometimes, by er-
roneous government regulations.

NGOs have gone well beyond short-term
relief operations and generic support for eq-
uitable development. Religious and lay orga-
nizations have evolved specific views about
fundamental issues: need for indigenous not
imported models of development; develop-
ment as a process to enable people to become
self-reliant, not just to raise GNP per capita;
the role of the individual in development;
balance between economic and noneconomic
needs In a given society; pluralism of devel-
opment instifutions—large and small—as a
prerequisite for self-sustained and fair devel-
opment. Their models for people’s partici-
pation in development have been tested in
the field. Their experience with labor-inten-
sive programs and the use of local technolo-
gies and materials is considerahle.

The contribution of NGOs to the definition
of a “humanistic” maodel of development and
of the strategies for balanced, self-sustained
growth has been useful. But for NGO views
and experience to have greater impact they
need to be more widely known and need to
be coordinated with the work of the other
institutions concerned with development, that
is, governments, international agencies and,
to some extent, the business sector.

Such an approach would produce useful
exchanges and perhaps critical debates. It

would also help shed light on some of the
sources of conflict rooted in systemic differ-
ences between the two sides. To illustrate
this point with a very specific example: the
Roman Catholic church has repeatedly stressed
that the priest is not a social worker. The
development technocrat must draw opera-
tional lessons from this; he or she cannot
sitnply continue to count the churchmen in
rural areas as agricultural extension workers,
or look at churches as potential health care
centers. Clear and reasoned debates would
help define realistic expectations about, and
practical methods for, effective collaboration
between NGOs and development agencies to
promote growth with social equity.

World Bank and NGOs

Bank-NGO relations can be viewed in two
parts: multilateral relations, anchored in the
Bank-NGO Committee, and bilateral rels-
tions, resulting in cooperation in aperations
or research between the Bank and qualified
NGOs, whether or not members of the Com-
mittee. When the Bank entered the sectlors
of rural deveclopment, primary and vocational
education, and basic health care in the late
1960s, it stepped into the very home ground
of the NGOs. Cooperation in the ficld be-
tween the Bank and NGOs became more
frequent and gradually a web of ad hoc rela-
tions developed. At the end of the 1970s,
evidence of mutual interest in more system-
atic and extensive cooperation resulted in the
establishment of the Bank-NGO Committee
and the issue, in 1981, of the Bank guidelines
to its staff for cooperation with NGOs, The
Committee currently includes five Bank sen-
for staff and twenty representatives of a broad
spectrum of NGOs from developed and de-
veloping countries. The International Couneil
of Voluntary Agencies of Geneva acts as the
NGO members' secretariat. The Committee
has two cochairmen: the Director of the
Bank's Imternational Relations Department
and the Executive Director of the Canadian
Council for International Cooperation. The
{Committee meets once a year. Initially fo-
cused on operational cogperation, 1t now deals
alsc with development policy issues and de-
velopment education.

The policy dialogue at the Committee con-
centrates on the changing world economic
environment and its implications for devel-
oping countries’ development programs, for
aid agencies, and for NGOs. It also covers
specific areas: in the 1984 and 1985 meetings,
for instance, it included coordination of relief
and reconstruction work after man-made or
natural disasters, food securty, and strate-
gies for the recovery in sub-Saharan Africa.

Development education issues are also
discussed at the Committee to identify op-
portunities for participation in information

events of common interest, and to exchange
documentation, teaching material, and per-
ceptions on international development issues,

Cooperation with NGOs in sector or project
work necessarily calls for a trilateral relation-
ship in which a government has a central role,
since the Bank lends only to, or through,
governments. Cooperation is often informal:
an NGO provides advice on project design
suited to local conditions; Bank staff inform
NGOs about broad develepment programs in
the country that may pave the ground for
NGO initiatives; agreement 1s reached to
avoid overlapping or to build on complemen-
tarities between an NGO program and a Bank-
financed project. Cooperation can also be
formal (that is contractual): the NGO imple-
ments part of a project, acts as consultant to
the borrower, or provides financing.

Particularly effective in encouraging bor-
rowers to take NGQ) activities into account—
an important element of the Bank policy
toward NGQOs—are trilateral consultations
among government, NGOs, and Bank staff
to discuss area or sector development issves.
Successful trilateral meetings have recently
been held in Eastern and Southern Africa and
Indonesia on education, health and population,
and mulfisectoral cooperation. These meet-
ings usually result in specific couperative
agreements and are likely to be replicated in
other countries and other sectors.

While it is much too early to evaluate the
specific results of Bank-NGO coliaboration,
the relationship evolving under the guidance
of the Bank-NGO Committee is proving to
be mutually beneficial. Cooperation with the
private voluntary sector can strengthen the
activities of development institutions such as
the World Bank. Such cooperation could also
assist NGOs in widening their impact on
development programs, Through the policy
dizlogue with agencies such as the Bank,
NGO work can be placed in a broader inter-
national economic perspective, thereby allow-
ing NGOs to participate in discussion of, and
action on, development issues in industrial
countries as well as in the Third World. Bl
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Nominal

indexation of

taxes,

Awn introduction to the concepts and issues in implementation

Liam P. Ebrill

The widespread emergence of inflation
during the 1970s led to much interest in
indexation mechanisms, particularly in those
countries with relatively high inflation rates.
Such mechanisims, while differing in form and
coverage across countries, essentially involve
the aufomatic linking or indexing of the nom-
inal values of certain economic variables to
movements in price indices.

While indexation mechanisms can, in prin-
ciple, be applied to all payments or values
denominated in terms of money, such ar-
rangements have, in practice, proved more
popular in some contexts than others. Most
common is the use of cost-of-living adjustment
clauses in labor contracis. In financial mar-
kets, indexed bonds have been issued in some
countries: such bonds provide a link between
nominal returmns and changes in prices. In
some countries, personal income tax brackets
have been automatically adjusted for inflation,
so as to avoid undue rises in fax liabilities
due solely to inflation. Other elements of tax
systems, such as the treatrnent of deprecia-
tion allowances, have also in some cases been
indexed.

The underlying motivations for indexation
arrangements are clear. Such arrangements
reflect a desire 1o insulate the real variables
of economies from the effects of inflation, and
to avoid some of the costs of frequently
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renegotiating contracts when prices are
changing.

It is possible to conceive of situations in
which indexation mechanisms can be benefi-
cial. Consider, for example, the case of tax
indexation schemes which have been imple-
mented so as to ensure that the real impact
of tax systems i1s unaltered by changes in
price levels when inflation rates are very
high. However, more generally, the experi-
ence has been that indexation mechanisms
can have adverse real and monetary conse-
quences. On the real side, such mechanisms
have frequently been too rigidly applied, ob-
structing necessary adjustments in relative
prices, As practiced, indexation: schemes have
all too frequently been based on past changes
in prices leading to inappropriate changes in
relative prices. Further, when inflation rates
are changing, and such mechanisms have only
been applied to particular classes of payments,
significant changes in relative rewards have
sometimes occurred. On the monetary side,
the widespread aduption of indexation has
sometimes been felt to introduce significant
inertia intc the inflation process and to lead
to difficulties in eventually bringing inflation
under control.

In the remainder of this article, these
themes are covercd and elaborated upon in
the context of three forms of indexation: the

indexation of taxes, wages, and bonds, par-
ticularly government-issued bonds. Given the
limited space avaifable, the treatment of topics
is brief and selective. For example, the topic
of exchange rate indexation is not explicitly
discussed,

Tax indexation

Indexation of taxes provides an example of
the purpose of most indexation regimes,
namely, to insulate payments against unin-
tended variation caused by inflation. Many
tax systems were set up at a time when rates
of inflation were low. When inflation subse-
quently increased, a number of unintended
allocative effects emerged in some countries,

The nature of these effects can vary greatly,
depending on the provisions of individual
countries’ tax systems. However, a couple
of general observations can be made. First,
many personal income taxes are progressive
in terms of nominal income, with the result
that inflation tends to drive taxpayers into
higher tax brackets. While such an effect
ephances the elasticity of the tax system, it
tends to be arbitrary and capricious and,
clearly, increasing rmarginal tax rates can have
sertous implications for work effort. This
effect can, in principle, be avoided by indexing
the personal income tax structure.

More serigus is the fact that, in the absence
of indexation provisions, many tax systems
do not treat the incomes from labor and
capital symmetrically. Even a proportional tax
on capital income tends to discriminate against
capital, if the tax is based on nominal as
opposed to reat capital income; such a system
fails to recognize that some proportion of the
vield on a capital asset may be compensation
for inflation. As a result, increases in the
expected rate of inflation may adversely affect
the real returns earned on typical assets,
often resulting in negative real rates of return.
This problem is compounded if other assets
exist whose normnal returns are untaxed. In
some countries, an example of such an asset
is owner-occupied housing. In those coun-
fries, not only may the mmplicit return to
owner-occupied housing be untaxed but mort-
gage Interest may also be deductible. If
mortgage rates rise in line with inflation,
increases in the expected rate of inflation will
tend to subsidize additional investments in
housing. As aresult, changes i inflation may
encourage capital owmners to move capital in
respense to mflation-induced changes in rel-
ative asset vields rather than in response to
movements in the underlying productivity of
competing investment opportunities.

Indexing, in principle, again offers a solution
to this type of problem. For consistency, it
should occur on both sides of the balance
sheet. (For example, in many corporate tax
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systems, interest on debt is deductible. As a
result, any move to insulate those tax systems
from inflation by indexing depreciation allow-
ances and so on should also recognize that
deductible interest payments may be influ-
enced by inflation levels. ) In fact, the solutions
implemented in practice tend to be partial,
with only some elements, such as depreciation
allowances and inventories, being indexed.
The above discussion glosses over a -
ber of problems. There are many practical
difficulties associated with the implementation
of tax indexation. For example, what is the
appropriate price index to use? Further, the
introduction of tax indexation schemes may
have a hegative impact on a government's
budget, aggravating an imbalance that may
have had a role in the inflationary process in
the first place. (This effect ignores any influ-
ence inflation may be having on government
expenditures.) The result is that any decision
to implement a tax indexation scheme must
find a balance between these considerations,
on the one hand, and the fact that tax index-
ation may ameliorate some of the arbitrary
effects of inflation on rewards, on the other.
Tax indexation tends to be intreduced in
countries with rates of inflation so high as to
preclude the repeated use of ad hoc solutions,
such as statutory tax bracket changes or
accelerated depreciation allowances based on
historical cost. This has been the case with
countries such as Argentina, Brazil, Chile,
and Israel,

Wage indexation

While indexation can, in principle, be ap-
plied to incomes from all sources, it has often
been the case that the income generated by
labor has been the subject of the most ex-
tensive indexation arrangements. This has
reflected both the significance of the share of
labor in national income, and that fact that
the protection of the rewards earned by labor
has been a matter of high social and political
priority in some countries. Wage indexation
arTangements have, in some instances, been
the outcome of agreements between employ-
ers and employees, while, in others, they
have come about as a result of social contracts
mvolving the public as well as the private
sectors.

The reasons why wage indexation arrange-
ments might tend to emerge during periods
of inflation are well known. They include the
avoidance of the costs of frequently renego-
tiating contracts when prices are changing
and the reduction in uncertainty about the
future purchasing power of income that in-
dexation can afford. The interests of both
employers and employees are relevant. Un-
der certain conditions, wage indexation may
be a natural response to both sets of interests
in light of the uncertainty implied by inflation.

Thus, nonindexed contracts that involve fix-
ing norninal wages for lengthy periods of time,
perhaps on the basis of expectations about
the course of inflation, impose risks for both
employers and employees. For employers,
there is 2 risk that the level of inflation will
turn out to be lower than that which was
expected, implying a lower level of profits.
¥or employees, there is the risk that inflation
will turn out to be higher than expected,
leading to a reduced purchasing power of
income.

To the extent that the risks faced by
employers and employees are equal and off-
setting, there is a gain to negotiating indexed
contracts; such contracts, by tying the evo-
lution of wages to the movements in an
agreed-upon price index, imply that both em-
ployers and employees can insure themselves
against the consequences of unexpected
movements in inflation. In practice, however,
the gains and losses to employers and em-
ployees are unlikely to be equal and offsetting.
While employees will be most concemed
about the value of their incomes in terms of
a diversified basket of goods, employers will
be most immediately concerned with the
evolution of the prices of the products they
produce. The risk of changes in these prices
relative to prices generally implies that the
risks faced by employers and employees
typically do not precisely cancel each other.
Under these conditions, optimal wage index-
ation will, in general, involve some provisions
to take account of movements in relative
prices; as such, the optimal contract involves
clauses which allow for changes in real wages
when economic conditions dictate that such
changes are appropriate.

In reality, either due to the complexity of
negotiating optimal wage indexation contracts
or on account of the difficulties in determining
the appropriate form such contracts should
take, actnal wage indexation arrangements
have typically only been able to accornmodate
a limited range of circumstances; in their
simplest form, the evolutior: of wages depends
only upon the course of a single aggregate
price index. Accordingly, such contracts have
all too frequently not allowed for, or have
slowed down, necessary adjustments to real
wages in response to factors such as shifts
in the terms of trade, productivity changes,
and so on. Furthermore, such arrangements
have often been based on the past behavior
of inflation, rather than its expected evolution,
over the life of contracts. In periods when
inflation rates have changed dramatically, such
contracts have often led, therefore, to large
changes in real wages, even when economic
conditions would not dictate that such changes
were appropriate.

These difficulties associated with the prac-
tical implementation of wage indexation mech-

anisms are important. Some have argued that
they are sufficiently serious to warrant a re-
evaluation of the appropriateness of permit-
ting such mechanisms. Indeed, some coun-
tries have taken steps either to limit the use
of wage indexation mechanisms or to change
their provisions so as to make them more
responsive to movements in the underlying
real variables of the economy.

Bonds

A useful approach to the merits of govern-
ment provision of indexed bonds is to begin
by considering the rationale for privately
issued indexed debt. Analogous to the case
of wage indexation, bond indexing can be
seeft as an attempt on the part of individuals
to pool the risks of unexpected price changes.
Indexed bonds will tend to come into being
when one person’s gain is another's loss,
thereby offering an incentive for mutual in-
surance. The fixed yield on a nonindexed
bond will reflect, among other elements, some
perception concerning future inflation. Should
the rate of inflation subsequently be greater
than anticipated, the borrower will gain at the
expense of the lender. The reverse holds
true when the rate of inflation is below the
anticipated level. An indexed bond can avoid
these kinds of effects, and, provided that the
gaing and losses to lenders and borrowers
offset each other, the yield may not incor-
porate an inflation risk premium. In the ab-
sence of this balancing of risks, indexed bonds
would tend, in general, to mclude some
allowance for such nisk.

An interesting extension on the risk-pooling
or insurance perspective to indexation in-
volves recognizing that wage and bond in-
dexation may be inversely related—if the real
wages an individual earns, say, are protected
by an indexed contract, that individual wil
typically be less wiling to pay for bond
indexation.

Now consider the role of government-
issued indexed bonds. Governments issue
them to attain some objective. In particular,
governments may feel that they are better
able to absorb, or have different attitudes
toward, the risks associated with price vari-
ability. Seenin this light, the issuing of mdexed
bonds by governments may be justified as a
response to the need for individuals to obtain
insurance against inflation.

The substitution of indexed for nonindexed
debt implies changes, which depend on the
subsequent course of inflation, in future gov-
ernment tax payments. This raises the pos-
sibility of additional distributional and alloca-
tional effects. One way of evaluating these is
to consider a benchmark case in which these
effects may be negligible. Specifically, con-
sider the case of an individual who is both
taxpayer and bondholder. Assume that the

Finance & Develppment | September 1985 43

©International Monetary Fund. Not for Redistribution



switch to indexed debt results in an increase
in tax payments and that the individual in
question is aware of this effect. If it is further
assumed that the prospective increase in the
liabilities is precisely balanced by the change
in the yield on his holdings of government
debt, then a case can be made for arguing
that the individual will be indifferent as be-
tween the two forms of debt. Should these
circumstances not hold, then a wide range of
effects is possible. In particular, when tax-
payers and bondholders are not the same
individuals, indexed debt may become an
instrument for income redistribution” either
within generations or across generations {to
the extent that that debt is retired by the tax
payments of subsequent generations.)

Of course, the other side of this scenario
is that the use of nonindexed debt raises the
possibility of an inflation tax. In the nenin-
dexed case, unanticipated increases in future
rates of inflation reduce the cost of repaying
outstanding debt. Related 1o all of these
budgetary effects is the possibility that the
existence of government-issued indexed bonds
may alter the conduct of economic policy.
For example, some have argued that their
existence might encourage governmenis to
pursue more vigorous anti-inflation policies
s0 as to reduce future repayvments if for no
other reason than to hold down future tax
revenue requirements. Finally, note that by
permitting the use of dollar-denominated de-
posits so as to afford hedges against both
domestic mflation and exchange rate cisks,
some Latin American countries have effec-

o™ D S D S S S - -

Do you wish to receive

~

New readers must cither type or

Regular readers are requested

Mark one: New reader [] Regular

Name

tively been permitting indexed financial as-
sets.

Overview

In an ideal world, the indexation of nominal
values can help to reduce significantly the
costs of mflation. With real shocks cccurring,
such indexation will generally allow for nec-
essary changes in relative prices, and, with
inflation changing in a known and predictable
way, indexation formulae would be based on
current and not past price changes.

In practice, however, indexation mecha-
nisms have tended not to have these desirable
attributes. In addition, they typically have not

- been uniformly applied across sectors. The

result may be significant changes in relative
rewards over time. This may be an additional
undesirable feature, though any conclusion in
this respect should be made with reserva-
tions. Thus, as was pointed out earlier, a
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case can he made for arguing that the optimal
amounts of wage and bond indexation may be
inversely related. Taken together, the dis-
cussion of the three examples of indexation
suggests that attempting to adjust automati-
cally for the effects of inflation, while m
principle beneficial, can in practice frequently
end up generating a new set of problems
precisely because actual indexation contracts
are not as complete as the optimal contracts
of the frictionless world, There are additional
issues associated with indexation. Thus, much
of the above has addressed topics that arise
in association with particular kinds of index-
ation. As such, it has not dealt with the
macroeconomic implications of the wide-
spread use of indexation, and therefore has
not fully considered the issue of whether
indexation arrangements that have been in-
troduced in response to inflation may them-
selves have implications for inflation. In this
context, concern has been expressed that
econornies in which a large proportion of
nominal variables are indexed may become
inflation prone. Some Latin American coun-
tries, which have made widespread use of
indexation techniques, have had to consider
whether the continuance of such arrange-
ments is ultumately consistent with the control
of inflation. The emerging consensus is that
the adoption of broadly based indexation
schemes may often be associated with a range
of adjustment problems. It is more preferable
to adopt policies which control inflation than
indexation policics that are aimed at allowing
ane to live with inflation.
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Computernzmg

in LDCs

istrations

Autumated data processing ts no panacea, but in well-organized customs and tax
administrations it can expand capacity and improve efficiency

Deveioping countries increasingly face de-
cisions on whether or when to introduce
computer technology. With efficiency, capa-
bilities, and adaptability increasing, and costs
declining, computers seem to offer tempting,
quick solutions to an array of problems. This
article examines the potential advantages of
computers in one area of government admin-
istration: revenue collection. More precisely,
it provides an overview of the applications of
automated data processing (ADP) systems in
customs and tax administrations, examines
some of the problems associated with imple-
mentation of and adjustment to the new
technology, and looks at a number of ways
in which these problems can be minimized or
avoided.

Over the past decade computer technology
has become an integral part of the customs
and tax administration operations in many
developed countries and has significantly in-
creased their capacity to process forms,
streamline tax procedures, compile statistics,
and use data to improve forecasting of fiscal
revenues. Revenue administrations in devel-
oping countries also face expanding work-
loads: the number of taxpayers has grown
rapidly; procedures and regulations have be-
come more complex; international trade has
increased; and the need to assemble greater
quantities of data for economic and fiscal policy
making has intensified. Can computer tech-
nology play a role in meeting these needs as
well?

The answer seems to be a qualified yes.
Experience suggests that ADP can increase
the efficiency of well-run operations, but could
prove useless, and will probably exacerbate

Frangois Corfmat

existing problems, if it is superimposed on
badly organized or inadequately rationalized
revenue administrations.

Applications

Customs administration. In customs, ADP
systems can be used principally to identify
importers, clear goods, manage tariff files,
control inventories of warehoused goods, and
compile external trade statistics. These func-
tions are usually divided into two categories:
central processing and customs office functions.

At the central processing site, maintenance
and compilation of the “integrated tariff,” and
data centralization and information services
are the main functions. Automated clearance
requires the creation of a set of files (the
integrated tariff) that would contain, for each
customs tariff heading, all the data needed to
verify that goods meet requirements (quotas,
licenses, health regulations, etc.) and to cal-
culate the duties and taxes payable. The data
centralization and information services of an
ADP system are designed to produce external
trade statistics; special summaries and stud-
ies, such as analyses of import and export
prices; and insurance and freight studies.
Useful information, such as general account-
ing, estimation of cost of duty-free and priv-
ileged clearances, fraud analyses, and changes
in workloads, can also be generated for cus-
toms management.

In customs offices, automated clearance of
imported and exported goods is the main
application of ADP systems. Principal oper-
ations include entering, checking, and storing
data; printing out of declarations; application
of regulations on external trade (e.g., licen-
ses, quotas, prohibitions, and health con-

trols); calculation of duties and other levies;
and identifying where document checks and
physical examination of goods might be needed.
These are normally processed instanta-
neously (in “realtime”). Less time-sensitive
management tasks are often handled through
batch processing; this method allows a com-
puter to collect data and process it at a later
date (e.g., overnight or at the end of the
month) and can be used to maintain official
records, produce daily and periodic accounting
statements, and compile official activity re-
ports and tables.

Internal tax administration. Tax collection
procedures vary from country to country but
ADP systems have commonly been used to
process returns and payments, assist in en-
forcement operations, and compile statistics.
In processing tax returns and payments,
computers can preaddress forms and payment
vouchers, check the accuracy and consistency
of data reported, calculate taxes, identify
computation errors, maintain taxpayers’ rec-
ords and general accounting controls and
records, and prepare refund, assessment,
and penalty notices. In enforcement, com-
puterized systems can identify defaulters,
prepare notices, develop mathematical for-
mulas and statistical programs to select re-
tumns for audit, and verify data and identify
tax evaders through cross-checking with ex-
ternal sources or other computer files. At
minimal cost, ADP programs can also produce
operating and statistical reports designed to
assist tax managers and policy makers in
management and planning, formulation of tax
policy, and economic analysis and research.

Internal tax ADP systems that perform
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these operations require the comprehensive
design of an integrated master file systern.
The master file system becomes the heart of
the tax department’s ADP program. It main-
tains a record of all taxpayers and all account-
ing, auditing, and collection transactions. Most
countries use at least two master files: one
for individuals (employed and self-employed)
and the other for legal entities, such as
corporations. Some countries aiso use a sep-
arate file for tax-exempt organizations. The
usefulness of these master files depends
mainly on the establishment of a reliable and
up-to-date tax identification numbering sys-
iern that can distinguish one taxpayer’s doc-
ument or record from another’s. As a general
rule, the master file system should be flexible
so that, after a simple start, the system can
accept new data from varicus sources and
perform progressively more complex work.
An mmportant function in tax administration
is the selection of returns for audit so that
limited resources are focused on particular
areas to maximize gains in revenue and elicit
compliance. In identifying likely candidates
for auditing, ADP programs use selection
criteria and classification techniques to assign
weights to various characteristics involving
the high probability of error, change, and
evasion. The forrmulas used in this process
are kept secret not only to avoid manipulation
of returns by taxpayers but also to ensure
impartiality in the selection of returns.

Introduction of ADP systems

In deciding whether or to what extent ADP
systems should be used, an important first
step is a feasibility study. This would describe
current operations; enumerate pussible con-
straints; and determine the performance cri-
teria by which an ADP system would be
evaluated. The study's conclusions would
provide estimates of costs and benefits in
terms of manpower, equipment, and time;
compare costs of the varicus systems; define
both personnel and training needs; and pro-
vide a statement of objectives.

Potential advantages then must be carefully
weighed against possible problems. An ADP
system can increase administrative efficiency,
reduce costs, improve service, and expand
statistical capabilitics. But its implementation
may displace workers deing routine work,
elicit negative reactions from officials ill at
ease with the new technology, and create a
dependence upon foreign suppliers, who are
needed to design and develop the system and
to maintain the hardware and software. Many
of these difficulties, however, can be offset
by increases in capacity and efficiency and by
giving stafl more interesting and rewarding
work.

More serious are the problems related to
hiring and trajning officials and technical staff
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to implement and operate the new systems.
In developed countries, training is often pro-
vided for current staff through in-house train-
ing courses arranged by computer manufac-
turers, software designers, and other private
companies. In developing countries, training
and staffing needs must often be met by hiring
new personnel who have been trained outside
government service or abroad. Nigera, for
example, has drawn planners and program-
mers from the training facilities offered by
local universities and foreign institutions; Ec-
uador and Honduras have recruited from a
training center for tax administrators that
émphasizes ADP. Hiring outside people, how-
ever, may create conflicts between new tech-
nical staff and the present operational staff.
For some countries the use of foreign experts
for technical work and for training current
staff may offer 2 more acceptable alternative.

Retaming qualified staff may also present
problems. A separate salary scale may be
one altermative, though experience suggests
it mav not be a viable solution in every case,
Public service contracts may offer another
option. Though problems of confidentiality
can arise, contracting has been used suc-
cessfully in a number of countries. The data
processing of the Brazilian Federal Tax De-
partment, for example, is contracted to SER-
PRO (Servi¢o Federal de Processamente de
Dados), a data processing organization that
has the status of a public enterprise and can
offer salanes more competitive with the pri-
vate sector.

Design and implementation

Developing countries introducing an ADP
system for revenue administration face a
number of important decisions regarding de-
sign and implementation. One concerns the
structure of the computer system: hoth cen-
tralized and decentralized systems can pro-
duce satisfactory results. In a centralized
approach, the design, development, and op-
eration of the system are provided by an
organization that is independent of any of the
tax collecting departments and that is re-
sponsible for providing all public entities with
the information nceded for their operations
and decisions. In Zaire, the Data Processing
Service of the Finance Department performs
the data processing activities for the Depart-
ment's various directorates (customs, taxa-
tion, budget, treasury, and accounting). In a
decentralized approach, the finance ministry
may require operating departments to be
responsible for the supervision and control of
their own computer systems, The US Internal
Revenue Service, for example, organizes its
operations in the latter manner, as do most
of the tax departments of the member coun-
tries of the Inter-American Center of Tax
Administrators.

While the initial cheice may depend upon
several factors, including the scale of opera-
tions to be performed, capital expenditures,
and efficient utilization of cornputer hardware,
vne major consideration is the availability of
adequate numbers of skilled computer tech-
nicians. Because computer costs are falling
and the number of available technicians is
increasing, and because services provided by
the central computer organization might prove
unresponsive m terms of either seasonal
fluctuations of work or unplanned events (tax
legislation changes, for instance), a mixed
approach may be preferable and is often
applied. Under such a scheme, the central
computer of the ministry of finance usually
provides services for policy activities and for
the ministry’s own statistical and national
reporting needs, and may, when necessary,
provide services on a time-sharing basis for
some collection work of the revenue depart-
ments. On the other hand, the data processing
units of revenue departments operate their
own computer systems and perform time-
sensitive activities, such as issuing custorns
clearances, tax refund checks, assessment
notices, tax receipts, and answering inguiries.

Data security presents another element in
the design of a computer system; control
measures must he taken against the unau-
thorized disclosure of information from cus-
toms declarations or tax returns, the fraud-
ulent manipulation of data, and the misuse of
terminals by unauthorized persons. A security
system is necessary to ensure the integrity
of the system, to restrict access to comput-
erized data, and to protect the computer
facility against fraudulent intrusion or destruc-
tion by natural disasters.

Developing countries will alse need to
scrutinize foreign-designed ADP projects and
related services carefully. Some programs
may be inappropriate for local needs or un-
necessarily complicated and expensive; ex-
cessive enthusiasm by cutside cxperts and
hardware salesmen might also encourage
admmistrations to become overambitious.
Current ADP systems are sufficiently diver-
sified to allow step-by-step progress. Increas-
ingly, small computers are being used because
they use less space, offer better service, and
are more flexible than large central com-
puters; and they do so at lower initial and
operating costs. The inevitable shift toward
more comprehensive and integrated software
systems requires the standardization of equip-
ment and, consequently, an appropriate ad-
minmistrative policy to coordinate the needs of
the departrments that use it. It is important
Lo provide a link between the various com-
puters, both large and small, to enable infor-
mation to circulale among the different de-
partments of the ministry, to allow users
access to more information, or simply to
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share costly hardware, such as high speed
printers and disc drives for storing informa-
tion. There are internationally accepted
standards for much of the coding and other
computer-related processes, and it is pref-
erable to ensure that these are adopted
whenever possible.

Technical assistance

A preat deal of information dnd technicai
assistance is currently available to developing
countries that want to automate their revenue
administrations. Technical assistance, which
includes hoth personnel and financial assist-
ance, has traditionally been provided through
bilateral cooperation agreements, sometimes
in the context of a joint cormmission estab-
lished to promote cooperation between the
two countries. Agreements often involve the
participation of customns or tax authorities and
private contractors of each country, and
sometimes entai! the assistance of independ-
ent technical consultants and academic insti-
tutes. (The US-Saudi Arabian Customs Pro-
gram, for instance, involved the participation
of Arkansas State University, while the French-
Egyptian Customns Project was completed
with the participation of Grenoble University. )

International organizations have recently
begun io offer advice on the design and
installation of ADP systems (see box), while
independent consultants and specialized in-
stitutions are additional sources of assistance.
Courses on customs and tax applications of
computers are, for example, regularly pre-
sented by the Institute for Tax Administration
at the University of Southern California, with
the assistance of the US Customs Service
and the Intemal Revenue Service.

A country seeking technical assistance may
wish to consider two types. The first would
consist of the short-term assignments of
customs or tax advisors to conduct feasibility
studies, produce cost/benefit analyses of al-
ternative systems, evaluate new programs
designed to extend the capabilities of the
existing systems; and identify personnel train-
ing needs. The second type would consist of
long-lerm assistance, possibly spread over
several years by data processing specialists
experienced in the application and implernen-
tation of all facets of computer utilization for
mass processing techniques and operations
and famniliar with government operations in
customs, tax, and budget administration.

Conclusion

Clearly there are potential advantages to
properly applied systems of data processing.
In customs work, the growmg volume of
mternational trade, new methods of transport,
increasingly complex regulations, and ex-
panded infermation requirements may tnake
automation a necessity if developing countries

Sources of international assistance

A number of international agenctes now offer technical assistance on data processing needs and
equipment. These agencies include:

The International Monetary Fund, which responds to requests for technical assistance
regarding electronic data processing in revenue administration, This is provided under the
auspices of its Fiscal Affairs Department. The Fund is best able to respond to requests
regarding the determination of what application of computer technology is most appropriate
to a country’s situation, and to study the feasibility of introducing or expanding computer
systems. Advice has been given, for example, on the design and implementation of a taxpayer
identification system, as a prelude to the design of a full taxpayer master file;

The Intergovernmental Bureau of Informatics, which promotes research and use of
information sciences at the government level;

The Inter-American Center of Tax Administrators, which has developed training in
ADP for tax officials from Central America and South America, with the cooperation of France,
Germany, Spain, the Inter-American Development Bank, and other international organizations;

The Customs Cooperation Council, which is considering the development of guidelines
on specific customs applications of computers. Demonstrations on the use of computers by
customs administrations of Australia, Canada, Cameroon, China, the European Community,
France, Tunisia, the United Kingdom, and the United States were organized under the

auspices of the Customs Cooperation Council in June 1985;
UNCTAD, which has developed a project with the CEAO countries (see ASYCUDA box);

and

The Organization of American States which, on a limited basis, provides technical
assistance to its member countries on the computerization of their income, sales, and land

taxes.

ASYCUDA

The Automatic System for Customs Data
Acquisition, Control, and Management
(ASYCUDA) was created and developed by
UNCTAD experts to be used in a variety
of ways in a customs office and at the
customs department headquarters. The
system functions on microcomputer equip-
ment that can be expanded, particularly in
terms of memory and the number of work
and teletransmission stations. It can operate
autonomously or under the control of a
central plant.

Recently the ASYCUDA software system
was adapted by UNCTAD/CEAO experts
to implement, on the basis of standardized
customs documents and codifications, the
collection, acquisition, and control of infor-
mation required by CEAO member coun-
tries for the calculation of compensation and
the production of trade statistics. (Customs
duties collected on trade within the CEAO
feed a common fund; this fund compensates
importing countries that have negotiated
lower duties on goods for two thirds of the
difference between the yield from these
lower rates and the full rate.)

Given the mutual obligations of commu-
nity members, the system is capable of
processing all national or international data
in accordance with the requirements of each
country. The system also provides conform-
ity of information, so that both community
and individual member countries can be
assured of the accuracy and authenticity of
the data collected. Its flexibility also permits
the creation of specific procedures in re-
sponse to the community’s demands.

srl far SR

Apnpet Towess

wish to prevent undue delays at their borders
and to increase, or even just maintain, their
share of world trade. In tax administration,
because of additional budgetary needs for
revenue, increased compliance with tax ob-
ligations and more efficient collection are
becoming priorities for developing countries.
Autornation may cventually offer the most
effective means of mecting these needs.

The note of caution remains, however. For
many reasons, both administrative and polit-
ical, the introduction of ADP systems may
not always bring about the mtended resuit.
Many of the difficulties associated with au-
tomation, however, can be avoided or mini-
mized with appropriate planning and a careful
assessment of current needs and specific
goals. The experience of many developed and
a growing number of developing countries,
as well as the availability of technical assist-
ance, can help a country make the transition
from manual to computerized systems a suc-
cessful one.

Frangois Corfmat
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Fund and Bank lending, 1947—-84

(Fund figures are given in calendar years; Bank figures in fiscal years.)
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Isher Judge Ahluwalia
Industrial Growth in India

Stagnation since the Mid-Sixties

Mew Delhi, Oxford Liniversity Press, 1985, xxil |
235 pp., Rs 120.

This very substantial and path-breaking
book focuses on one of the major problems
of present-day India—what went wrong
with industrialization over the past three
decades and what should be done to make
industry more efficient. The author spares
us from yet another set of aigebraic equa-
tions that show ideal resource allocation
in an ideal enviranment. She also does not
attempt to justify what went wrang, be it
by a low level of development, poor re-
source engowment, import protection by
India's potential trading partners, or their
unwillingness to share industrial technol-
ogy. In preparing her book, she has com-
bined the refinement and scrupulousness
of a researcher, honesty, passicn, and a
thorough knowledge of sources of infor-
mation and of ideas on Indian industry.
The result is truly impressive.

Ingia’s manufacturing sector entered the
post-Independence sra with large prom-
ises. It could count on demand generated
by a huge domestic market anrd could tap
the vast domestic resources of cheap labor
at all skill levels. Its private sector was led
by business dynasties that had gained
recognition and experience in the world of
trade and technoiogy. Iis managers did not
have to cope with linguistic barriers and

could bhenefit from well-established con-
tacts in major foreign industrial centers.

Yet the results of the succeeding dec-
ades were far from impressive. Growth
rates in the industrial sector gradually de-
clined from annual rates of 8 percent in
the late 1950s to middle 1960s, to less
than & percent during the 1970s, and 1o
around 2 percent in the first years of the
current decade. To determine the scurces
of this lackiuster performance, reflected
not only in declining growth rates but also
in quality, design, productivity, and a rel-
atively feeble contribution to exports, the
author reviews critically most of the hy-
notheses that attempted to expiain this
slowdown as well as those that sought to
quantify the negative aspects of Indian
industrialization.

The author shows that the distribution of
income in India has not worsened over
time and cannot be held responsible for
the slowdown. Furthermore, lagging agri-
cultural output—translated into a sus-
pected decline in agricultural incomes—
has never, in fact, taken place and could
not have had any effect on demand for
industrial goods, especially considering that
the slowdown of industrial growth occurred
mainly in heavy industries.

She points instead to four factors that
contributed to industrial stagnation in the
last two decades: (1} slow growth of agri-
cultural incomes in general, and therefore
an absence of expanding—but not shrink-
ing—demand for industrial goods in rural
areas; (2) a slowdown in public investment,

BOOKS

starting from the mid-1960s particularly in
infrastructural investment; (3} poor man-
agement of infrastructure leading to severe
infrastructural—mainfy power and trans-
port——constraints; and (4) the industrial
policy framework, including both domestic
industria! policies and trade policies, and
their effect in creating a high-cost industrial
production.

Interspersed within the author's analysis
is a wealth of information, not only on
Indian industry but also on some basic
problems regarding industrial performance
in LDCs, including the flaws in highly ag-
gregated central planning and the insuffi-
cient attention given to forecasting market
dgemand or to design specification, in par-
ticular in capital goods industries.

On the whale, the administrative limita-
tions of the policy framework in indian
industry created strong incentives for “rent
seeking.” The system discouraged entre-
preneurial innovation and induced specu-
lation and maximization of short-term ob-
jectives. The industrial policy framework
became more and more regulatory and
less and less developmental, thus belying
the original promise of “channeling” growth
in desired directions. This leads the author
to suggest that a review and overhaul of
the industrial policy framework is in order.

It is worth noting, in fact, that this study
appeared on the eve of important policy
decisions by the new Government that are
meant to free India from excessive reliance
on bureaucratic controis.

Alexander Nowicki

Richard W. Edwards, Jr.

international Monetary
Collaboration

Transnational Publishers, New Yark, 1985, xxiv -
822 pp., 385

Postwar international monetary coopera-
tion, conceived during the dark days of
World War Il and against the backdrop of
the monetary chaos of the 1930s, made a
remarkable contribution to world economic
recovery and the expansion of international
trade, in conditions of relative stability. The
principal forum for collaboration was the

IMF, and its cornerstone the par value
system of exchange rates. The latter is no
longer with us, overwhelmed by events
long ago, but international economic co-
operation is very much alive, and a crucial
need in current circumstances.

This magnum cpus provides a detailed,
and highly readabte, description of the
framework, arrangements, procedures,
provisions, instrumentalities, forums, and
organization for international monetary col-
laboration. It is buitressed by a good dea!
of negotiating and legislative history and
provides a comprehensive and informed

account of international monetary law. It
treats maonetary cooperation in the widest
possible context, covering virtually every
torm of cross-border financial relationship.
“international’ is not used only in the sense
of universal or giobal; regional arrange-
ments are also included.

This book, some dozen years in the
making, is written primarity from the stand-
point of an international lawyer who is
interested in the legal and institutional
framework of the international monetary
system within which the political economist
must work. As such, it should be of im-
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mense benefit o anyone interested in in-
ternational monetary relations-—bankers,
academics, journalists, and so on. It has
been meticulously researched and the au-
thor has had access t¢ much heretofore
unpublished material. The result is a reli-
able, solid, and autharitative work of ref-
etence on this importamnt topic.

While comprehensive on the framework
and arrangements of international mone-
tary collaboration, it does not attempt, in

any deep analytical sense, to link the
collaborative corpus to underlying eco-
nomic issues or developments. Also, this
reader missed an overall, analytical, sum-
rming up. International monetary collabo-
ration is not an end in itself, but is intended
to promote a better environment for inter-
national trade, an efficient allocation of
resources, enhanced economic develop-
ment, and, more generally, higher living
standards all round. Against these criteria,

how has the international monetary system
performed?

In his pretace, the author states that this
book is “meant to be read from cover to
cover”—presumably all 850 pages of it.
Most readers are unlikely to do this, but
will use it as a work of reference. Profassor
Edwards is to be congratulated for giving
us this massive compendium. It is to be
hoped that he will revise it periodically.

Bahram Nowzad

Centre d'Etudes Prospectives at d'informations
Internationales

Economie Mondiale 19801990
La Fracture?
_ Economica, Paris, 1984, x + 402 pp., F 150,

According to the Paris-based Centre
d'Ewudes Prospectives et d’informations
internationales (CEPII), the world econ-
omy, or some of its regions, could face a
severe new crisis. Seven potential disrup-
tions (“fractures”) receive particular atten-
tion: (1) the large public sector deficits in
most industrial countries; (2} the high and
often rising share of social transfers, which
thwarts the process of adjustment policies;
(3) the difficult changes in the structure of
industies—required by shifts in relative
prices and demand; (4) “the worrisome
arithmetic of employment” when overall
growth prospects are insufficient; (5) the
low growth in real disposable income in
socialist countries, where management of
the economy remains principally a means
of power (except ic some extent in China);
(6} the likely long-lasting reversal of past
tfrends in energy markets, with developed
countries—unlike most LDCs—having
learned the lessons of two oil shocks; and

(7) intermational indebtedness, compli-
cated by restrictive monetary policies in
most creditor countries. The concluding
chapter argues that a rmonetary and finan-
cial knot binds all these problems togsether
and disentanglement would require new
and more effective answers than have
been offered thus far.

Two compound fractures, as it were,
receive special weight: unemployment in
OECD countries, especially in Europe, and
excessive indebtedness in a large number
of developing countries. On both scores,
the tone is rather pessimistic. With regard
fo the very high debt-service burden in
LDCs, the CEPII stresses the strong bal-
ance of payments constraint on growth
(the elasticity of manufactured goods im-
ports is about 1.5 on average), concluding
that the path of adjustment is both grim
and narrow.

On the whole, CEPII's well-documented
analyses are more convincing than its
somewhat cautious projections, which are
based mainly on model simulations. The
IMF’s World Economic Qutiook (April 1985)
presents a less gloomy picture but was,
admittedly, published after the 1984 re-
covery in the United States. More funda-

mentally, however, | would ascribe CEPIl's
caution to the rather static reasoning used
in the report. Adjustment policies should
be construed not only in financial terms
but also in terms of structural changes.
Given a set of structural parameters, un-
employment in Europe may decrease as
growth speeds up, or as work-sharing
schemes compress the effective labor force;
however, it may also decline as a result of
more flexible labor markets or through the
development of labor-intensive sectors.
Likewise, external imbalances can be re-
duced by slowing down the rate of growth
or by containing imporis, freeing resources
to service extarnal debts. However, a shift
in policies, especially pricing policies, can
result in export promotion and real import
substitution (without heavier protection) and
this may be a more efficient route.

Despite CEPII's somewhat backward
looking econometrics, the book is truly
worthwhile and stimulating in its exami-
nation of current and prospective problems
in the world economy, and should be of
great help for anyone studying economic
fluctuations.

Philippe Beaugrand

John Whalley

Trade Liberalization Among
Major World Trading Areas

The MIT Press, Cambridge, MA, USA, 1985, vii +
311 pp., $30.

Professor Whalley's book represents a
much-needed atternpt to apply theoretical
precepts of trade policy to concrete policy
questions. Which regions, for example,
have gained most from the GATT-negoti-
ated reductions in trade barriers and what
are the prospects for further multilateral
trade liberalization compared with the pos-
sibility of increasing fragmentation into bi-
lateral arrangements? The answers de-
pend upon the workings of a complex
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political decision-making process that, as
Professor Whalley emphasizes, no maodel
can adequately capture. Nevertheless, the
significant contribution of this book is that
it suggests a useful analytical framework
tfor examining policy issues.

The author uses two numerical general-
equilbrium models of the Heckscher-Ohlin
type. The models serve to analyze and
quantify the efiects on different regions of
changes in their own or their partners’
protection policies—and to evaluate the
potential worldwide gains from altemative
trade liberalization initiatives.

Terms-of-frade effocts are critical 1o the
approach and the results obtained. A uni-

lateral abolition of US tariffs, for example,
produces a net welfare loss for the United
States, since the terms-of-trade loss more
than offsets the domaestic weifare gain
resulting from the liberalization. Tokyo
Round tariff cuts are estimated to result in
gains for the main industrial trading part-
ners and losses for the rest of the world.
These results, and other simulations in the
book, run counter 1o suggestions that uni-
lateral trade liberalization is generally de-
sirable in both developed and developing
countries.

The author’s resuits hinge on four main
points of methodology. The most important
is the emphasis on terms-of-trade effects.
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The other points are import-price elasticity
estimates that are lower than some esti-
mates elsewhere, an assumption of con-
stant returns to scale in production, and a
reliance on a comparative-static mode ot
analysis that precludes an estimation of
benefits from trade liberatization that might
derive from, for example, higher growth
rates and increased economic efficiency.
In his concluding section Whalley rightly
emphasizes the dangers of trade policy

retaliation and stresses the positive role of
the GATT as an accommodation-preserv-
ing process. His characterization, however,
of the GATT as a "regional trade arrange-
ment” that involves the developed North
but all but excludes the South appears to
be unjustified. A particular feature of the
GATT is the principle of most-favored-
nation treatment, which helps to protect
the trade interests of smaller nations. The
partial breakdown of this principle in the

textiles and clothing sectors, and the pro-
liferation of voluntary export restraints, have
been at the expense of the developing
countries. Although the author recognizes
that, in these sectors, protection causes a
terms-of-trade loss to developing coun-
tries, the models developed here do not
fully take account of the bilateral, sector-
specific nature of much of the “new
protectionism.”

S. J. Anjaria

. H. Kirkpatrick, N. Lesa, and F.|. Nixson

Industrial Structure and Policy
in Less Developed Countries

Allen & Unwin, Winchester, MA, USA, 1984, xii +
263 pp., $29 (cloth), $11.95 (paper).

This well written and useful overview of
industrial policy issues in developing coun-
tries ranges from topics of market structure
and business organization to trade policies
and policies toward multinational corpo-
rations. The book describes the literature
and some of the experience gathered over
the last two or three decades.

On most policy issues, such as the role
of the public sector, the role of the multi-
nationals, and export promotion versus

import substitution, the authors take a mid-
dle-of-the-road position, organizing the pros
and cons and giving a balanced economic
analysis of the evidence. While this bal-
anced, moderate approach is on the whole
welcome, at times the reader longs for
firmer conclusions; those expecting con-
crete policy recommendations may be quite
disappointed. To take a somewhat extreme
example, the section on “Finance for In-
dustrial Development” concludes that
“generalizations should not be made on
the basis of such limited data. It is never-
theless worth pointing out that the de-
pendence of individual firms on alternative
sources of finance will vary between coun-
tries and over time, being influenced by
the availability of funds from alternative

sources, by government policy—both with
respect to its attitudes toward private en-
terprise (domestic and foreign) and with
respect to the provision of finance, and by
the degree of political stability (or instability)
in any country at any cne time.”

Because the argumentation is left quite
open-ended and because the analysis does
not get down to practical issues of policy
design (for example, how to design a
workable duty-drawback system for ex-
porters), the book is more useful for those
seeking a good survey of industrial devel-
opment issues than for practitioners look-
ing for concrete advice on how to conduct
their business.

Kemal Dervis

Brian Griffiths and Geoffrey E. Wood (editors}

Monetarism in the United
Kingdom

St. Martin's Press, New York, 1984, vi + 305 pp.,
$27.95.

This volume, published in 1984 but con-
sisting of six discussion papers presented
in a 1981 cenference, is dated. In 1981,
macrgeconomic debate in the United King-
dom proceeded along traditional monetar-
ist/Keynesian lines; reality since then has
been more complex. The monetarist proph-
ecy that the unemployment cost of disin-
fiation would be short-lived has not been
verified. Equally, the Keynesian prediction,
that recovery could not commence without
a policy U-turn, has not been borne out
either. Structural factors in the labor mar-
ket, especially the behavior of real wages,
now receive more attention than three
years ago—but the present volume has
little to say on this.

The paper by T. Sargent and N. Wallace
establishes that under certain conditions
{in particular, when the real rate of interest
exceeds the rate of growth), fiscal deficits
may “cause’” inflation. Specifically, a sus-

tained fiscal deficit may ultimately force
monetary authorities to resort to monetary
financing, for beyond a certain point the
pubtic will be unwilling to hald additional
bonds.

A. Budd et. al. argue that “monetarism
fits the facts" in the United Kingdorn, in the
sense that the demand for money is stable,
and changes in the quantity of money
(sterling M;) have been an independent
source of changes in prices. While their
paper contains much valuable information,
the exposition is confusing; the criteria
used in sifting the evidence are by no
means clear, and the approach to causa-
tioh is fuzzy.

R. Batchelor's paper seeks to explain
high levels of unemployment in the United
Kingdom in a “natural rate” context. Un-
fortunately, the exptanation is flawed—one
major determinant of the naturai rate of
unemployment in this paper is a dummy
variable, equal 1o zero before the current
Government and one thereafter. This ap-
pears to “explain® about 2 percentage
points of the increase in unemployment.

J. Kay's work covers familiar territory in

its ook at the effect of North Sea oil in a
tradable/nontradable model, while Aliber
sheds little light on how much of the real
appreciation of sterling up to mid-1981 was
a result of tight money and how much
caused by North Sea oil.

The final paper, by A. Bade and M.
Parkin, asks which monetary aggregate
should be targeted. What makes this paper
truly astonishing is the contrast between
the initial and final versions. At the confer-
ence, the authors favored "pursuit of a
steadier and smoother growth of the mon-
etary base,"” while in the published version,
they favored “pursuit of steadier and
smoother growth of EM,.” In another 1981
paper by Parkin, apparently M, was the
the preferred aggregate. Had the authori-
ties been following the twists and turns of
this advice, their credibility would have
been in shreds.

In sum, several of the papers are of poor
quality and the publication lag reduces the
relevance and timeliness of the others.
Recommended only for those with large
book budgets.

Owen Evars
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Dale W. Adams, Douglas H. Graham, J.D. ¥on
Pischke (editars)

Undermining Rural
Development with Cheap Credit
Westview Press, Boulder, CO, USA, 1984, xi +

318 pp., $25.

The results of agricultural credit programs
have come under increasing scrutiny in
recent years. A group based at Ohic State
University has been in the forefront of
studies on the subject and this collection
of papers has been edited by two of its
members, Dale Adams and Douglas Gra-
ham, and by J.D. VYon Pischke of the World
Bank.

The study's principal concern is that
many agricuitural credit programs have not
benefited agriculture and the smaller farm-
ers in developing countries as expected.
Their primary thesis is that the provision
of cheap credit is the principal reason for
the poor results. Governments have often
tried to assist small farmers by providing

low interest rate ioans and they have done
so to promote equity, to reduce the costs
of producing local food or export crops,
and to build political goodwill.

Various authors examine specific coun-
try experiences, but the general consensus
is that low interest rates prompt larger
farmers to capture most of the credit at the
expense of smaller farmers. reduce rural
investment from local resources, divert low
interast funds to nonrural activities, sub-
stitute loans for borrowers’ own funds, and
reduce opportunities to mobilize savings.
Low interest rates also encourage the es-
tablishment of specialized financial insti-
tutions, most of which have significant
problems with overdue loans, solvency,
and effectiveness. The book argues, too,
that deposit moebilization is a necessary
corollary to effective lending.

This book is writien basically for those
with an interest in the subject. There is

some repetition, a difficult feature to over-
come in a coliection like this, but the
overview articles and the use of conciu-
sions or policy implications at the end of
each article make it possible for the more
casual reager to skim the material and pick
up its main points. Some might criticize the
book's heavy emphasis on Latin America,
but this partly reflects the fact that most of
the spectacular cases of credit distortions
have occurred in this region and the prin-
cipies cited are generally applicable else-
where.

The book is a must for all those working
with credit, whether rural or industrial, and
certainly worth an hour or two for anyone
concerned with agricuiture. The criticism
of the international agencies calls for thought
by those concerned with formulating and
implementing agricultural and credit pro-
grams.

D. Brian Argyle

G.S. Kindra (editor)

Marketing in Developing
Countries

Croom Helm, Kent, LUK, 1984, xii + 259 pp., £19.95.

This coliection of 14 well-written articles
provides a useful perspective on the role
of marketing in the process of economic
development. The book attempts to make
a case for the stimulative role that a well-
conceived marketing system can play and
identifies the factors that should be con-
sidered in developing a marketing system
that enhances economic and social prog-
ress. In combining articles written by au-
thars with diverse social backgrounds and
development perspectives, Kindra dem-
onstrates how various elements of mar-
keting interact to stimulate economic growth.

By stressing the impeortance of marketing
in the grocess af economic deveicpment,
the book attempts to dispel the image of
marketing as a parasitic and sociaily irrel-
evant economic activily, a notion allegedly
held by some development economists,
both theorists and planners.

The diverse experience of the authors
and the broad definitions adopted for eco-
nomic development and marketing are also,
however, serious weaknesses in the book.
Economic development is defined as
"something associated with increases in
per capita income and social advance-
ments.” Similarly, marketing is “the net-
work through which information can How
among the various actors in an economy
to promote interrelated activities necessary
to produce the final consumer products to

Michaal Skully {aditar)
Financiai Institutions and Markets
in Southeast Asia

A Study of Brunel, Indonesla, Malaysia,
Phillppines, Singapore, and Thailand

St. Martin's Prass, Naw York, 1984, xvii + 411 pp., $28.85.
This useful introduction to Southeast Asian fi-
nancial institutions contains a shori, but thor-
ough, discussion of the functions of each type
of financial intermediary, ranging from commer-
cial banks to pawnshops. Individual firms within
sactors are listed, oftan together with statistics
on their assets and liabilities. Unfortunatsly,
owing to the rapid evolution of the markets in
these countries, some of the information is
already out of date. The usefulness of this book
would be enhanced if it could be updated an-
nually.
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Armoid C. Harberger (editar)

World Economic Growth

Case Studies of Developed and Developing
Nations

Institute for Comemporary Studies Press, San Francisco,
1984, xii + 508 pp., $9.85.

This conference volurme attempts to delineate
and explain the underlying causes of economic
“miracles” in some developing countries and
the stagnation and decline in other LDCs and
selected developed countries. Experts examine
different phases in the economic history of
individual countries. The aim is to shed light on
the association between economic policy and
growth. The developed economies studied in-
clude the United Kingdom, Japan, Sweden,
Germany, and the United States. Developing

satisty societies’ needs.” In other words,
marketing refers to the entire physicat and
institutional complex that generates those
economic activities that link praduction and
consumption. Given such broad and vague
definitions for the two central concepts in
the book and the diversity in the sociocul-
tural background of the authors, it is not
clear how or if the authors share a common
understanding of economic development
and marketing.

Nenetheless, the basic theme of the
book is of special interest to those invoived
in the process of economic development.
It can serve as a useful book of readings
in econamic development for students as
well as for practitioners in development
institutions.

Woldai Futur

economies include Tanzania, Ghana, Indonesia,
Jamaica, Taiwan Province ¢f China, Mexico,
and Uruguay. Anne O. Krueger presents a broad
review of trade liberalization, and Harbarger
rounds off the book with a summary of the main
lessons. While “it must yield to other forces and
pressures, successful policy will find ways to
minimize the sacrifice or compromise of sound
econcmic objectives. . . ."

The review of Infergovernmental Fi-
nance In Colombia {June 1985) erro-
neously referred to the book’s authors as
Harvard consultants. They are not.
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Peter B Kenan
The International Economy

Prentice-Hall, inc., Englewood Gliffs, NJ, USA, 1985, viii +
552 pp., $29.95.

This is an excellent textbook for undergraduates.
It adopts a straightforward, logical approach to
the subject and is written in the clear, lucid
prose we have come o expect from Professor
Kenan. The prasentation is attractive without
being fancy; the algebra is kept within bounds
while greater use is made of diagrams. In
sconomics, perhaps more so than in other
disciplines, textbooks must be up-to-date and
reflect the evolution of theory as well as changes
in fundamental conditions, Against this test, also,
the book succeeds: while covering all the basics
of international economics, it has a clear and
up-to-date exposition of recent international eco-
noimic issues (events as fate as 1983 are in-
cluded). To retain its freshness and value, the
book will have to be updated every few years.

Bbla Kadar

Structural Changes in the World
Economy

St Martin's Press, New York, 1884, 267 pp., $25.

This book focuses on the acceleration of struc-
tural transformation in the world economy that
oceurred during the 1970s. The author reviews
developments in manufacturing industries, in-
ternational trade, capital exporis, the power
structure of the world economy, and changes in
North-South and East-West refationships, with
further consideration given to the implications
of the emergence of the oil-producing countries
as important actors on the world scene. He also
analyzes the policy implications of these changes,
seeing the principat tasks of policy makers in
the promotion of structural transformation for
ecohomic growth and the adaptation of national
aconomies to the exigencies of an interdepen-
dent world economy. The book should be of
interest to people concemed with international
economic policy.

Robaert £, German (editor}

Private Voluntary Organizations as
Agents of Development
Westview Press, Boulder, CO, USA, 1984, xii + 263 pp.,
52250,
Serious literature on private voluntary organi-
zations and development is very scarce despite
the imporiance of their work in the Third World
and the size of their capital transfers to devel-
oping countries—$2.3 billion a year in grant
- form. This collection of articles provides a wel-
come contribution to a more rigorous and com-
prehensive understanding of the subject by
government agencies, intermational institutions,
and development scholars. Individual nongov-
emmental organizations may aiso benefit from
an overview of the issues that confront their
community as a group. Of particular significance
is Larry Minear's lead article, “Reflection on
Development Policy: A View from the Private
Sector,” and the discussion of nongovemmenta)
organizations and the basic needs approach to
development by the book’s editor.

Expatriate workers

Naiem Sherbiny's article, “Expatriate labor
in Arab oil-producing countries” (December
1984) is a good example of methodical, precise
work. But I have some thoughts on the
conclusions.

The underlying data for the analysis are
based on 1980. The projections for immigrant
foreign labor to selected Arab oil exporters
are based on the medium-growth scenario of
non-oil GDP. Given the perceptibly reduced
oil production and reduced growth rates since
the base year, the projections for immigrant
foreign labor seem exaggerated. This thought
is confirmed particularly by the now-published
Fourth Development Plan of Saudi Arabia
(1985-90), which forecasts a reduction in
foreign labor of about 600,000.

Since Sherbiny did his analysis for three
growth scenarios, the discussion of the im-
plications of the low-growth scenario (in a
later article?) could be useful.

Dy. Eckhard Freyer
Universily of Bonn

Naiem Sherbiny responds:

Recent developmenis in the Arab oil economies
were factored in the projection exercise and
the article’s point, therefore, remains valid: the
slowdown of economic growth is unlikely to
reduce the stock of expatriate workers.

Moving targets

Paul Streeten’s article on development eco-
nomics in the June 1985 issue is a salutary
reminder of a neglected economic truth—
there 1s a problem to every solution. But is
it meaningful to pose the paradox quite this
way? Problems of efficiency and equity—a
pertinent distinction not drawn by Streeten

arise precisely because there ¢
and-for-all solutions in a dynamic universe of

‘€ No once

risk and uncertainty. The policy maker has
to learn to shoot at moving targets. There-
fore, what the “doer” seeks are not unique
equilibrium solutions but a flexible problem-
solving capability to cope with persistent and

unforeseen disequilibria. Thus, illustratively,
in coping with a balance of payments problem
(deficit) what the authorities aim at is not a
neat accounting balance (or surplus) but a
generally sustainable balance of payments
position, that is, one which can be sustained
by normal capital inflows and without resort
to controls. Perhaps the last word should rest
with a doer. “In the real world there is no
such thing as an unmitigated good and an
unmitigated evil. Each action has its own
counterpart.” (Ghulam Ishaq Khan, Chairman
of the Development Committee, interviewed
in Finance & Development, June 1985).

Anand G. Chandavarkar
IMF

African problems, African
solutions

Regarding the World Bank's third report on
Sub-Saharan Africa, excerpted in your De-
cember 1984 issue, | do agree with two of
its points: (1) national rehabilitation and de-
velopment programs must be designed and
implemented to increase the efficiency with
which financial and human resources are used,
and (2) there must be a more active role for
nongovernmental institutions and the private
sector.

While these points are part of the essential
solutions, the main answer has been ne-
glected. Failure to develop “appropriate tech-
nology™ is the main cause of Africa’s problems,
since a large part of its workforce resides in
rural areas.

We (the Young African Scientists and En-
gineers, Overseas) have been calling for an
“International Appropriate
Technology” for Africa. We also believe the

Conference on

World Bank should provide financial support
and mterest-free loans for firms and organi-
zations developing appropriate technology.

We can solve Africa's economic problems
by increasing production. If Africa is unable
to feed itself, however, no development of
any kind can be achieved.

M. Ade Iman
I[stanbul, Turkey
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Presenting . . .

Investing in Development
Lessons of World Bank Experience

principal lessons learmed by the World Bank
financing development

W

in 35 years of

by Warren C. Baum and Stokes M. Tolbert

Investing in Development provides
guidance to officials and others in
developing countries in selecting,
preparing, and carrying out development
policies and investment projects.

Although written primarily for senior and
middle-level civil servants in the finance,
planning, and sector ministries and
agencies in developing countries, as well
as for project managers in the public and

{ .'w' 2k

Part I: National Investment Management includes
development planning, pricing policy, and public
investment programs and budgets.

Part lIl: Sector Analysis and Management
examines development issues in each of the major
sectors of the economy (agriculture, energy,
education, etc.)

! Contents: i

private sectors, the book is designed to be
fully intelligible to all development
practitioners—economists and
noneconomists alike.

Nearly four decades of financing
development projects around the world
are contained in four sections . . . plus an
informative summary. A wealth of case
studies throughout the book illustrates the
vital concepts and key issues presented:

1 A

Part lll: The Project Cycle describes the process by
which individual investment projects are identified,
prepared, implemented, and evaluated.

Part IV: Project Analysis takes up the salient
issues—technical, economic, financial, social,
institutional, environmental—that must be
investigated in analyzing individual projects.

Order your copy of investing in
Development by completing this coupon
and mailing it today. Order Stock No.
OX-520475, U.S. $29.95 for hardcover; OX-
520476, U.S. $10.95 for paperback.

624 pages, 7° x 10"

Return to:

World Bank Publications

P.O Box 37525

Washington, D.C. 20013 US.A

or

World Bank Publications
b6, avenue d’ 1éna
75116 Pans. France

Please send me Investing in Development.
Enclosed is my check for $ for
equivalent currency|. (Add U.S. $4.50 per

copy for air mail )

Charge to my:

— VISA ___ MasterCard

____ American Express Choice
{Credit cards accepted only for orders
addressed to Washington, D.C.)

Number

Expiralion

Signature

Name

Titte:

Address

City State/ Province

2ip/ Postal (.T{'Jdl_

Country

Tetephone
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