LfkykyK^
;^V7 ^'T^'iV--, i

Bahram Nowzad
EDITOR
Shuja Nawaz
MANAGING EDITOR
Rachel Weaving
ASSISTANT EDITOR
Sheila Meehan
EDITORIAL OFFICER
Richard Stoddard
ART EDITOR

ADVISORS TO THE EDITOR
Andrew Crockett
Vinod Dubey
Morris Goldstein
Gregory Ingram
Paul Isenman
Arturo Israel
Claudio Loser
J.C. Peter Richardson
Alexander Shakow
Alan Tait
U Tun Wai
David Williams

IMPORTANT
Remember
to return
your
subscription
renewal
card

Finance & Development is published quarterly in English, Arabic,
Chinese, French, German, Portuguese, and Spanish by the International
Monetary Fund and the International Bank for Reconstruction and
Development, Washington, DC 20431, USA (USPS 123-250). Second
class postage is paid at Washington, DC and at additional mailing
offices. • English edition printed at Lancaster Press, Lancaster,
PA. • English edition ISSN 0015-1947. • Opinions expressed in articles and other material are those of the authors; they do not necessarily
reflect Fund or Bank policy. • New readers who wish to receive
Finance & Development regularly should apply in writing to Finance &
Development, International Monetary Fund, Washington DC 20431,
USA, specifying the language edition and briefly stating the reasons for
their request. • The contents of Finance & Development are indexed in
Business Periodicals Index, Public Affairs Information Service (PAIS),
and Bibliographic Internationale des Sciences Sociales. An annual
index of articles and book reviews is carried in the December issue.

Readers who have received
Finance & Development
for three years or who last renewed their
subscription three years ago will shortly
receive a subscription renewal card.
Return your renewal card immediately,
by air mail. Otherwise your name
will be dropped from our mailing list.

©International Monetary Fund. Not for Redistribution

_ Finance.
Development

December 1986/Volume 23/Number 4

A quarterly publication of the International Monetary Fund and the World Bank
Barber B. Conabie

David Goldsbrough and
Iqbal Zaidi

2

6

Vinod Thomas

Peter Knight,

14

Peter Heller and

18

Charles Horioka

22

Anthony Measham

26

Richard Hemming

Thanos Catsambas and 29
Susan Foster

Joanne Salop

Problems and experiences of adjustment
How performance in industrial economies affects developing
economies
A review of linkages

Miguel Schioss and 10

Desmond McCarthy, and
Sweder van Wijnbergen

The Bank's mission in a changing world

An Interview with the new President of the World Bank

33

James Lee and 36

Robert Goodland

Michael Biackweii

40

Shidan Derakhshani

42

Adjustment with growth: Colombia's experience
Domestic reforms and external finance can add up to success

Escaping hyperinflation

How Argentina, Brazil, and Israel curbed the threat of hyperinflation

Aging and social expenditure in major industrial countries

The fiscal implications of aging populations

Why is Japan's private savings rate so high?

An analysis of the factors and their implications

Economics of health
Health and development: the Bank's experience

A review of lending, 1980-85

Spending money sensibly: the case of essential drugs
Rationalizing purchases can save money and promote health care

Monetary targeting in the United Kingdom

How useful is monetary targeting as a policy guide?

Economic development and the environment

How the Bank balances development goals with environmental concerns

From G-5 to G-77: international forums for discussion of
economic issues
Negotiating transfer-of-technology agreements

The main factors to keep in mind when drawing up an agreement

45

The sharp fall in commodity prices, 1984-86

Constantino Michalopoulos
Vikram Nehru
Paul P. Streeten
Bahram Nowzad
Hyung-Ki Kim

46
46
47
47

Enzo Grilli

49

Between Two Worlds by Richard E. Feinberg and contributors
Japan and the Developing Countries edited by Kazushi Ohkawa and Gustav Ranis
Economic Nationalism in the Third World by Peter Burnell
Theory and Reality in Development edited by Sanjaya Lall and Frances Stewart
Research and Development edited by Mary Pat Williams Silveira and Science and Technology Indicators
for Development edited by Airoki Morita-Lou
Economie du Developpement by Patrick Guillaumont

50

Books in brief

51

Letters

53

Index for 1986

Books

48

The Editor welcomes views and comments from readers on the contents of the journal.
The contents of Finance & Development may be quoted or reproduced without further permission. Due acknowledgement is requested.

©International Monetary Fund. Not for Redistribution

The Bank's mission in a
changing world
The new President of the World Bank, BarberB.Conable, speaks with Finance & Development
F&D What are your general impressions of the recently concluded
Annual Meetings—your first as President of the Bank?
Conable The Annual Meetings are of course a tremendous concentration of intellect and energy devoted to development. When our
Governors get together, it provides us with the political momentum
for the following year. That doesn't mean that we don't take initiatives
between Annual Meetings. It permits the review of our work and
the rededication of our efforts when those who are actually responsible
for the Bank and the Fund come together and exchange ideas about
how the institutions are doing, and how the whole process fits
together, as seen from their perspective as political leaders. It is a
tremendously germinal activity.
I had very few preconceptions about what the Annual Meetings
were going to be like, not having been through them before. I was
sufficiently occupied in the process so that I did not have a lot of
time for contemplation during the Meetings, but I knew by the end
that what I had been through was very important to my tenure as
President. The whole process was very encouraging and educational.
F&D Traditionally the Bank's main activity has been project financing. There is now considerable emphasis on policy-based or
adjustment lending. Is the Bank equipped to manage successfully
this type of lending?
Conable With their pool of talent, their diversity, and their motivation, I don't doubt that the staff of the Bank are quite capable of
accommodating to new challenges. Adjustment lending is a relatively
new challenge, although it is not as new as the Baker initiative,
launched at the Annual Meetings in Seoul a year ago to help the
heavily indebted countries adjust. The Bank for many years has been
concerned about the macroeconomic environment in which development occurs. It was already involved with the enormous international
debt problem confronting developing countries, and accommodating
2
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its policies to that debt. The Baker initiative was important in
sharpening the focus of development lending for adjustment and debt
management and in drawing attention to the changes that were
necessary. As a result of the publicity this initiative gave to the debt
problem, we have seen a consensus emerge in the developing and
the developed world that economic growth must be the final answer
to the problems created by debt in the heavily indebted middleincome countries.
I, obviously, must worry about the ability of this institution to meet
the challenges posed not just by large debts but also by other
adjustment problems. The problem of development in an atmosphere
of heavy indebtedness is, then, a different kind of challenge. But it
does not change the basic role of the Bank—we still will have to lend
for development, adjusting to major shifts in global and national
economic conditions. You can have the best macroeconomic policies
in the world, but if the building blocks that support development—
sound economic and social infrastructure, for example—are absent,
growth will not occur.
Lending for adjustment is going to test us. As the new leader of
the Bank, I am concerned about whether we have adapted sufficiently
to meet this new challenge imaginatively and efficiently. That is one
of the reasons I have announced a review of the Bank's organization,
which I hope will either certify the current structure of the Bank or
recommend adjustments that would be appropriate to the new
challenge of adjustment lending. Because of the attention that has
been focused on this, many people assume the character of the Bank
will change in some basic way. I don't believe it will. Although we
will be making fast disbursing adjustment loans of one sort or another,
our basic program will still be rooted in project lending. The same
skills that are involved in project lending stand us in very good stead
in putting together the adjustment programs.
F&D Promoting policy change inevitably involves lending with some
form ofconditionality, that is quantifiable, monitorable, performance
criteria. How will the Bank avoid some of the difficulties that have
beset the Fund in this area?
Conable First of all, Bank conditionality is likely to be somewhat
different from the conditionality that has been necessary in Fund
lending. The Fund is often asked to operate in an atmosphere of
crisis, resulting from serious payments imbalances that necessitate
rapid, relatively short-term adjustments to stabilize economies in
deep trouble. Because the Fund operates in a comparatively short
time-frame, and because it operates in an area that is more limited
in scope than the Bank's operations, frequently all the Fund can do
is to recommend policies that would produce a substantial and fairly
rapid improvement in the macroeconomic situation. This often means
a change in the country's fiscal balance, involving higher taxes or a
substantial reduction of public expenditure. Such policies become
controversial and may create the kind of political environment in
which the resulting austerity is blamed on the Fund.
Conditionality in the Bank is different in several ways: it operates
over a longer time-frame and relates to the more comfortable issues
of economic growth rather than financial stabilization. I think it is
fairly accurate to say that, in a real sense, conditionality has to
originate in the borrowing country if it is to be successful over a
longer period of time. The longer time-frames of Bank programs
require us to reach agreement with borrowing countries on the
desirability of maintaining the course that's being advocated for an
extended period. This is quite different from a crisis situation in which
a country may be forced to accept heroic measures.
There is always a risk involved in conditionality. That is why a
program, such as the one we have just announced with Mexico,
involves a number of different tranches of individual loans and a
number of different follow-up loans. If we are to get, under the Baker

initiative, substantial voluntary lending by the commercial banks, the
banks want to be sure that the type of conditionality we are requiring
will operate long enough for the economic reforms adopted by the
Mexicans to take effect. We would not have been able to put together
a viable adjustment program there without the initial reform decision
of the leaders of the Mexican government at the highest level. In
other words, we could have provided advice, we could have helped
design the package, but they had to have the desire to implement
the program in the first place. That's one of the realities about
conditionality that very few people seem to understand. It is not
something that can be imposed from outside for a long period of time.
Therefore, conditionality that goes beyond the moment of crisis has
to be totally acceptable within the country which is seeking to
recapture growth through reform.
F&D Should the Bank continue to lend fairly large portions of its
resources to middle-income countries that could borrow from capital
markets?
Conable The Bank has an obligation to all its member countries.
Frequently our lending to the middle-income countries is part of the
process of attracting capital from many different sources, through
the leadership we can provide in coordinating efforts to ameliorate a
debt problem. In the heavily indebted middle-income countries, we
must do more than lend amounts significant enough to justify the
conditionality we recommend. We also must encourage additional
flows through the cooperation of export credit agencies, official
lenders, and commercial banks, as well as private direct investment
from multinational enterprises. All of these elements will come
together because we are part of the package; because we have
negotiated a program that can give these other institutions some
confidence in the economic viability of a country.
Obviously we can't afford to put all our eggs in one basket. We
have an obligation to lend to all our member countries. To do that,
we need a large capital base. We need a diverse staff that can deal
with a range of problems in many regions. We need to continue to
have a portfolio that represents the pluralism of a very large and
complicated international institution.
F&D Is the debt problem manageable, given sluggish economic
growth and rising protectionism?
Conable Nobody can promise that we will be able to handle the
debt problem. All we can do is try to design a program which is most
likely to be successful in dealing with the problem. There are those
who suggest that maybe the way to handle it is through some degree
of general debt forgiveness. My concern with this approach is that it
might very well create an environment in which additional lending
from the many sources I described earlier will not be forthcoming. If
there is serious potential for debt forgiveness, it might be hard to
attract additional capital, for instance, from the commercial banks.
And, they, with their large resources, must be heavily involved in
development financing. It is not going to be possible for the multilateral
lending agencies themselves, based on the support that is reasonably
to be expected from their member countries, to provide the resources
necessary to fill the gap in the capital needs of the developing world.
In the final analysis, given the resource flows, economic growth is
the answer to the debt problem because it reduces the relative burden
of debt and gives 'countries a chance to earn their way out of debt.
It does work, as we've seen in a number of developing countries.
I believe, too, that economic growth is not only the best, but
ultimately the only, answer for the reduction of poverty. In some
systems of government, redistribution of the existing wealth has
been tried, without concern about growth. Usually the net result is
the redistribution of poverty and not of wealth. That is why I favor
economic growth.
Finance & Development I December 1986
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F&D Trade is one of the ways countries can spur growth. The Bank
has, for the first time, been associated with the GATT negotiations.
How will the Bank support the GATT efforts to liberalize trade?
Conable We have asked our friends in the developing world to
advise us about ways we can help them participate vigorously and
effectively in the GATT round. In earlier GATT negotiations the
developing world was either relatively unrepresented—the negotiations were, in effect, primarily among the major industrial countries—
or its representatives concentrated on securing trade preferences
rather than expanding general trade opportunities by eliminating
protection.
We are holding seminars, in November in Bangkok for example,
to advise the developing nations of different regions on ways to make
their participation more effective at the GATT negotiations. Although
we have not yet worked it out, it is possible we will be able to be
more specific in our assistance by making staff as well as information
available in Geneva during the GATT negotiations. This depends on
the desire of those countries to use this support, and also on the
Bank's ability to defray the cost of such support.
We believe that the World Bank has a major stake in a liberal
trading system. While suggesting to developing countries that they
adopt liberal trade packages as part of their economic reforms in
order to encourage growth, we also must point out to the developed
world that they cannot close their markets to developing country
products. Without an expansion of exports and earnings, we cannot
expect the kind of economic growth in the developing countries that
will permit them to buy goods from the developed world, or allow
them to service their external debts. Our research and publications
on trade and development issues, for example the World Development
Report 1986, reflect these views and also feed into this process
favoring open trade.
To sum it up, there is no way to get economic growth without
expanding trade.
F&D Direct foreign investment and portfolio lending is also favored
as a solution to ease the debt problem ofLDCs. MIGA will help in
this direction. Might this not provoke economic nationalism in
developing countries?
Conable Most countries in the developing world understand the
uses of sovereignty and are quite able to protect themselves. I wish
there was not so much expression of sovereignty in the developing
world in the relationship with private foreign enterprises. Sometimes
countries work against their own best interests by requiring local
control of investments from abroad. It is through direct capital
investment by private corporations that much of the transfer of
technology and skills goes on in the world. Anything that facilitates
this transfer is in the interest of a country, whether it is a developing
or a developed country. There is every reason to believe that
sovereign nations can protect their economic interests without creating
preconditions that prevent the generation of economic enterprise
within their borders. Many of the developing countries are unduly
sensitive about the possibility that they may have to exercise their
sovereignty more forcefully in the future. In effect, they may be
shutting out technological advances that would otherwise be available
to them.
F&D How do you see the adequacy of the Bank's resources?
Conable The need is great and we can always use additional
resources. But I don't see great reason for concern at this point. At
$11.5 billion the eighth replenishment of IDA would be an increase
over the seventh replenishment. The probability is, once the bilateral
negotiations now going on between Japan and the United States are
concluded, that we will be at least at the $12 billion level. During the
4

Annual Meetings we heard several commitments, not specified and
doubtless modest, which would provide additional resources for IDA.
Exceeding the $12 billion level would be cause for satisfaction in the
developing world.
As to the possibility of a General Capital Increase for the IBRD, I
believe we will have one when we need it. Although the United
States is currently, as a strategic matter, urging some delay in the
voting of a general capital increase, its representatives continue to
say that when a GCI is needed they will support it. Apparently, most
of the rest of the world believes it is needed now. But the US
representatives say that the need must be demonstrated through the
certainty that our sustainable lending level will be exceeded before
they would try to push it through a fiscally conservative US Congress.
They feel that in the US Congress a GCI may be imperiled by a
coincident increase in appropriated capital for IDA. The question is
one of timing and strategy, not one of goal and commitment. We
secured a confirmation at the Annual Meetings that a temporary
piercing of the sustainable lending level, which is now generally
identified as between $14.5 and $15 billion a year, would not be a
constraint on lending. We can temporarily go above that level,
provided the major shareholders are willing to say that when needed
they will support a capital increase. In the meantime we are going
ahead with trying to resolve all the modalities of the allocation of
capital, before we focus on the time and the amount of a general
capital increase.
I think both the IDA and the GCI issues are under control. They
will involve, ultimately, an increase in resources available for lending.
The lending programs of the Bank should continue to climb—although
they have temporarily slowed a bit—because the need will be great,
and the dependence on multilateral lending will continue to be
significant. While I am not in favor of setting fixed lending goals that
would require us to lend a certain amount regardless of demonstrated
reasonable need, I expect we will see a virtual straight line increase
in lending over the foreseeable future.
F&D How do you expect to influence the US Congress on increasing
multilateral development aid?
Conable I'd be inept if I didn't try to draw on my associations with
the US Congress. But that's a small part of my responsibility as
President of the World Bank. The institution must be appropriately
explained to people who understandably are more concerned about
domestic issues. We must accept the responsibility of explaining our
program in understandable terms. I will do what I can to ensure that
the institution has adequate resources. American leadership, in that
regard, is very important; but the leadership of all our member
countries is also critical, so I will be talking with institutions of other
governments in addition to the Congress of the United States.
F&D Has the Bank become so large an institution as to threaten
its effectiveness?
Conable The Bank needs to be fairly large because it has to include
a wide range of skills to provide the types of technical assistance and
to organize the complex packages of lending that are expected of us.
I intend to test the organization of the Bank through a review which
has only just begun. It would be surprising if dramatic changes resulted
from this review. The Bank is a historical institution that is functioning,
I believe, very well.
I do not have any preconceptions about the optimal size for the
Bank, but I do have a feeling that in some areas people are having
to work much harder than in others. We hope that through this
review we will be able to even out the workload in ways that will be
fairer and more appropriate to the Bank's mission. Let me repeat,
though, that I think the Bank represents a major asset for development

Finance & Development I December 1986

©International Monetary Fund. Not for Redistribution

in the diversity and experience of its staff. Given its success, the
burden of proof is on those who would want to change the structure
dramatically. I intend to see that it continues to be an effective
institution; that means, among other things, elimination of waste. But
the Bank must continue to do the kind of job it has been doing. For
that we need skillful and experienced people.

institution. I will not be gone for long periods. My current travel will
take me to the capitals of some of our important donor countries in
October, in early December to Latin America, to several countries
in Africa in February, and in all probability to East Asia in the spring
of 1987. Beyond that, I clearly must visit South Asia, perhaps later
in the year.

F&D Do you intend to travel much in the developing world?
Conable I have some severe gaps in my education about the world.
I have not traveled a great deal in the past, and travel is important
because we are not just dealing with statistics here. We're dealing
with people, and people live in a wide range of conditions. The
projects that are the end-product of our lending and the environment
require personal understanding that goes beyond statistical knowledge
of our member countries. So, I will travel enough to educate Barber
Conable in the sort of things he should know as the leader of this

F&D At the end of your presidency, how would you like people to
characterize the "Conable era" at the Bank?
Conable I would much prefer to have them characterize the World
Bank than to characterize the Conable era. The institution is much
more important than any individual's relationship to it. I would like
to have them think of the Bank during my stay as having played a
major part in the alleviation of poverty, and in the growth of stability
and understanding, not just in the developing world but also in
relations between the developing and the developed world.
HD

Long-term development issues
During his speech to the Annual Meetings of the Fund and the
Bank in Washington, DC, Mr. Conable spelled out some elements
that he felt are basic to the Bank's leadership for sustained
development. Among these, he mentioned some long-term development issues, mainly in the social sector. Here are excerpts from the
speech dealing with those long-term issues:

The Bank has historically developed as a lender for investment.
I intend to see that we go on to do it even better.
We have seen in Asia and Africa, in Latin America arid in parts
of Europe,, how the foundation for growth is laid in the concrete
of dams, in the asphalt of roads, in power and communications
lines and in the fertile soil of educated minds. We have seen as
well how—on such foundations—the countries of the Pacific Rim
have built tile momentum for export growth, how the world's two
most populous nations, India and China, have scored their impressive progress,
Basic investments in development, thus, remain basic to sustained growtlu That understanding will continue to direct our
lending priorities even as we adjust them to mold new coordinated
strategies of investment...
With development, most of the extra income earned by the
poorest formers goes to improve their families' diet. So investments
in farm equipment and techniques, land reform, fertilizer, seeds
and crop research can be investments in the long-term growth of
international commerce as well as in the immediate improvement
of human lives.
The Bank will therefore continue to stress agricultural development, from research to production, as a fundamental of sustained
devjelopment...we wiD strengthen our work in all areas, rural and
urban, to reflect new attention to the role of population, of the
environment and of women in the lives and hopes of the world's
poor.

These are not peripheral issues to development work. They
are not frills hastily added to our design for growth.
High population growth rates strain both natural and financial
resources.
Environmental neglect destroys assets vital not just to the
quality of life but to life itself.
Women do two thirds of the world's work. They produce 60 to
80 percent of Africa's and Asia's food, 40 percent of Latin
America's. Yet they earn orily One tenth of the world's income
and own less than 1 percent of the world's property. They are
among the poorest of the world's poor.
We cannot provide leadership for sustained developtftettt without
providing leadership, as well, to restrain overpopulation, to balance
growth with environmental protection, and to match the contrir
butions women make with contributions to their welfare. We must
integrate these concerns into bur overall development strategy or
risk the ultimate failure of our finest work.
Fortunately, the Bank has already accumulated much of the
experience necessary to weave population, environmental and
women's issues into a tighter fabric of development assistance.
Now we must put our knowledge vigorously to work.
We should work on all three fronts at once. It is clear that
population pressures are one source of heavy environmental
damage, so we must provide training to give women the skills to
take charge of their productive and reproductive lives. And it
makes little sense to fund agricultural extension services and
credit programs in Africa that do not reach the real farmers, the
women who work the land.
Similarly, where men and women are closer to the earth than
they are in many industrialized nations, we should need little
reminder of Francis Bacon's insight: "Nature, to be commanded,
must be obeyed." To keep development in harmony with natural
forces and resources, we must apply that lesson on the largest
scale—from the planning stage through the execution of every
significant project.
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How performance in
industrial economies affects
developing economies
A review of the linkages
David Goldsbrough and Iqbal M. Zaidi
Mac
acroeconomic policy and performance in
industrial countries affects major economic
variables in developing countries in a variety
of ways. Changes in the pace of economic
growth and inflation, protectionism in industrial countries, and shifts in interest rates and
exchange rates can all influence developing
countries' performance through the markets
for goods and services or through financial
markets. Links through the latter markets
grew much stronger during the 1970s, as
developing countries' external debt burdens
increased arid as their borrowing from private
creditors grew.

Trade in goods and services
The relative importance of the industrial
countries in the world market for goods has
declined moderately in the last fifteen years,
but they are still the major market for exports
This article draws on the authors' "Transmission
of Economic Influences from Industrial to Developing Countries," published by the Fund in Staff
Studies for the World Economic Outlook, July
1986. That paper contains more details of the
empirical estimates summarized here.

6

and the major suppliers of imports for the
developing countries. Developments in industrial countries can have a considerable
effect on the price and volurrie of developing
countries' exports. Earnings from exports in
turn affect developing countries' growth prospects, both in the shorter term, through their
impact on the level of aggregate demand and
the availability of foreign exchange, and in
the longer term, through their effects on the
level of investment and the relative size of
the export sector.
Industrial countries are also large exporters
of primary commodities. Their share of world
exports of non-fuel primary commodities has
grown over time and, in 1980, they accounted
for 69 percent of such exports. Consequently,
developing country exporters of primary
products that compete with those produced
by industrial countries can be strongly affected
by developments, such as changes in domestic
agricultural pricing policies, that change the
volume of industrial countries' production or
exports of these commodities. Although these
various influences act simultaneously on both
prices and volumes in world trade and can
only be fully described using comprehensive
economic models, some of the key empirical

relationships can be illustrated by looking at
prices and volumes separately.
Prices. Recent empirical studies have confirmed that a decline in economic activity in
industrial countries exerts a downward influence on the prices of non-oil primary commodities. Estimates of the elasticity of commodity prices with respect to industrial
production in the industrial countries vary,
but suggest a figure around 2 (so that a one
percent change in industrial production induces a two percent change in commodity
prices). Prices of metals and agricultural raw
materials, which are used heavily as industrial
inputs, are more sensitive to cyclical fluctuations in industrial production than are the
prices of food and beverages.
Reflecting the strong impact of industrial
country growth on commodity prices, there
is evidence that faster growth in industrial
countries is of more benefit to the terms of
trade of those countries that export mainly
primary products than to those of exporters
of manufactures (see table). The terms of
trade of the countries earning foreign exchange largely through services and remittances appear to improve the least. However,
there is considerable uncertainty about the
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magnitude of these estimated effects on the
terms of trade. Over the longer term, they
are likely to be substantially smaller, as the
relative importance of inventory accumulation
as a source of demand growth declines and
as export volumes gradually adjust to the
initial price increases.
Volumes. In addition to affecting relative
prices, faster growth of real incomes in industrial countries raises the growth of their
volume of imports from developing countries.
Those developing countries that export mainly
manufactures have recorded much higher
elasticities of their export volumes with respect to industrial country GNP than have
the primary product exporters (see table).
However, the policies pursued by the developing countries themselves also have a strong
influence on export performance. There is
substantial evidence that export volumes are
sensitive to developing countries' real effective exchange rates and that broad groups of
developing countries (not just individual countries) can expand their shares of industrial
country markets by improving their competitiveness. For instance, the elasticity of export volumes of non-fuel exporting developing
countries as a group with respect to their
real effective exchange rate is estimated at
0.6.
Purchasing power. Changes in the pace of
growth in industrial countries affect developing countries' terms of trade and export
volumes and hence their capacity to purchase
imports. It is estimated that a 1 percentage
point increase in the rate of growth of real
GNP in industrial countries would be associated with an increase of about 3.4 percent
in the purchasing power of exports by nonoil developing countries (see table). Because
of some uncertainty about the estimated size
of the terms of trade effect, this estimate is
probably toward the upper end of the actual
range. Using lower estimates of the terms of
trade elasticity (of around 0.3), derived from
the effects of industrial country growth on
commodity prices, suggests that the increase
in the purchasing power of exports would be
around 2, which may be regarded as toward
the lower end of the range.
Faster economic growth in industrial countries would have the largest impact on export
volumes from exporters of manufactures and
the largest impact on the terms of trade of
primary product exporters, but the overall
impact on the purchasing power of exports
from the two groups would be similar (see
table).
Protection. Protectionism in industrial
countries can have a considerable effect on
the price and volume of developing country
exports. Industrial countries' trade policies
are influenced by their macroeconomic conditions. Pressures to impose protectionist

(1) The level of aggregate demand may be
affected and cause cyclical fluctuations in the
use of productive capacity. Increased export
earnings tend to raise aggregate demand
directly, through their effect on incomes.
They may also have an indirect effect, if they
improve the country's external position and
this leads to the adoption of more expansionary monetary and fiscal policies. To quantify
these effects on demand would require a
macroeconomic model that specified how domestic financial policies react to shifts in the

trade measures generally arise when individual sectors lose comparative advantage and
when rigidities in labor and other markets
hamper rapid structural adjustment. In such
circumstances, producer interests in importsensitive sectors of the economy often seek
government action to shelter those sectors
from import competition. But protectionist
measures imposed during periods of rising
unemployment often prove difficult to dismantle quickly when economic activity
recovers.

Developing countries: estimated marginal elasticities of
export volume and the terms of trade with respect to
industrial countries' real GNP, 1967-84
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Increased protectionism in industrial countries has a direct impact on developing countries' export earnings by lowering the effective demand for their exports and thereby
exerting downward pressure on prices and
volumes. How severely the exporting countries are affected depends on factors such as
the elasticity of foreign demand for the goods
concerned (in both industrial countries and in
other markets) and on domestic supply and
demand conditions in the developing countries
themselves.
Effects on output growth. Changes in developing countries' terms of trade and export
volumes can in turn affect their output growth,
in four ways.

external current account. A recent study by
Susan Schadler (IMF Staff Papers, June 1986)
provides some indicative results for a group
of six Asian developing countries—India, Indonesia, Republic of Korea, Malaysia, the
Philippines, and Thailand. These suggest that
a decline of about 2 percentage points in
industrial country output growth that is sustained for two years might be associated with
a decline of 1.5 to 2 percentage points in the
annual export volume growth of the six countries and with a deterioration in their terms
of trade of around 2 percent in each year. If
these countries were to maintain moderately
restrictive financial policies in the face of the
decline in export receipts, this decline (partly
Finance & Development I December 1986
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offset by an expected reduction in interest
payments on external debt, caused by the
industrial country slowdown) would reduce
the rate of growth of their real GNP by
around 0.5 percentage points a year.
(2) An increase in export earnings may also
increase domestic output by providing foreign
exchange to purchase scarce imported inputs.
The size of this effect will depend on the
severity of the foreign exchange constraint,
the relative openness of the economy, the
extent to which imported inputs can be replaced by domestically produced alternatives,
and the extent to which a country's policies
permit shifts in relative prices to allocate
available imports to the uses with the highest
opportunity costs. Changes in the capacity to
import will tend to have the greatest impact
on domestic production in the short term,
when input substitution is most difficult.
(3) Over the longer term, an increase in
export earnings can alter developing countries' long-term growth prospects by affecting
the rate of fixed investment. First, particularly
in the less industrialized developing countries,
which lack a significant capital goods industry,
higher export earnings may permit increased
imports of scarce capital goods and thus raise
the volume of investment and the speed of
its implementation. The size of this effect will
depend upon the country's exchange rate
policy. Moreover, the mechanism by which
the increased foreign exchange earnings are
transmitted to investment (through an increase in government investment or through
changes in prices and interest rates that affect
private investment, or both) will be strongly
influenced by the stance of fiscal policy.
Second, if the increased export earnings are
caused by an improvement in the terms of
trade, then the resulting gain in real incomes
may change the desired pattern of future
consumption and hence lead to changes in
the rates of saving and investment.
(4) Perhaps of greatest importance in the
longer term, increased export earnings may
cause a transfer of factor resources from the
rest of the economy to the export sector,
and this may raise a developing country's
overall rate of growth because the export
sector is often the most productive and the
most open to economies of scale. Faster
export growth may also have beneficial effects
on the non-export sectors by encouraging
them to introduce better infrastructure and
more highly-trained workers, and by promoting the spread of improved production
and management techniques.

Financial flows
Financial markets have become an increasingly important channel for the transmission
of economic influences from industrial to
developing countries as the latter have be-

8

come more dependent on private external
financing. During the 1970s, institutional developments in the domestic banking systems
of industrial countries lowered the risk on
deposit liabilities of the money-center banks
and enabled the major banks to become the
largest recipients of international loanable
funds. Financial innovations—notably the
growth of syndicated loans and the increased
use of cross-default clauses, together with
the greater use of variable interest rate
loans—reduced perceived levels of risk in
lending to developing country borrowers and
resulted in a significant rise in the volume of
private bank lending. Developing countries'
demand for bank loans increased rapidly because of sizable payments imbalances, caused
in part by the two waves of major oil price
increases. The attractiveness of bank loans
stemmed from their flexibility, convenience,
and the low real interest rates that prevailed
for much of the period. (The real three-month
London Interbank Offered Rate—LIBOR—
on US dollar deposits, to which interest rates
charged on many bank loans are linked,
averaged only around l/2 of 1 percent in 197478.) Consequently, there was a marked shift
from official transfers and private direct investment (which do not create debt) to debtcreating and interest-rate-sensitive borrowing in world capital markets.
These developments greatly increased the
vulnerability of developing countries to events
in world financial markets. Interest payments
were due irrespective of the uses to which
the original borrowing had been put, whereas
profit payments on foreign equity investments
were more closely linked to the returns on
the underlying investments. Moreover, new
flows of bank lending to a developing country
were more likely than other forms of capital
inflows to be affected by sudden and uniform
shifts in perceptions of the country's
creditworthiness.
Determinants of cost of borrowing. The
cost of developing countries' borrowing in
world capital markets is largely determined
by the financial policies of the industrial countries, through the effects these policies have
on interest rates, liquidity, and exchange
rates. Since a large proportion of capital flows
to developing countries has taken the form
of bank lending at variable interest rates, the
effects of industrial country monetary and
fiscal policies are quickly passed on to the
developing countries through interest changes.
Most bank lending has been at variable interest rates, and the share of capital-importing
developing countries' total external debt subject to floating interest rates rose from an
estimated 25 percent in 1973 to an estimated
52 percent in 1985.
In the 1980s, the disinflationary policies
adopted by the industrial countries have en-

tailed historically high nominal and real international interest rates and caused borrowing
costs to rise. The shift in interest rates has
been especially large when compared with
changes in developing countries' export prices.
For example, the real interest rate for the
capital-importing developing countries (LIBOR on US dollar deposits minus the annual
percentage change in these countries' export
unit values) was 18 percent in 1981-82, in
sharp contrast to the negative real rate of 14
percent in 1973-77. This measure of the real
interest rate declined during 1983-85, but it
remains very high by historical standards.
Changes in interest rates were even more
substantial for countries with debt-servicing
problems and for the 15 most indebted developing countries.
Given the large amounts of debt owed to
private creditors at variable interest rates, a
rise in real international interest rates has a
significant effect on the developing countries'
ratio of interest payments to exports of goods
and services. For the capital-importing developing countries as a group, on the basis
of 1985 exports and end-1985 external debt,
it is estimated that a 1 percentage point rise
in interest rates would directly increase the
ratio of interest payments to exports by about
1 percentage point. For the market borrowers
(those countries which obtained at least two
thirds of their external borrowings from 1978
to 1982 from commercial creditors), and for
the 15 most indebted countries, this ratio
would rise by approximately 1.25 and 2.25
percentage points, respectively. In addition
to the short-term, direct, effect of higher
interest rates on debt service ratios, there
would also be a further, longer-term, impact
as debt incurred at fixed interest rates matured, and was replaced by new borrowing
at the higher rates.
The interest rates charged to developing
countries are based on a formula comprising
the market interest rate—generally represented by the LIBOR or the US prime rate—
plus a margin or spread. Though interest
rates fluctuate over the maturity of the loan,
the spread is usually fixed. It varies to some
extent according to the risks perceived to be
associated with lending to a particular country
and also varies, more substantially, with the
degree of liquidity in international capital
markets. The LIBOR itself can be regarded
as consisting of a "risk-free" interest rate,
which could be represented by the US treasury bill rate, and an additional margin or
banking spread which reflects both the costs
of bank intermediation and the risk premiums
that banks have to pay in funding their own
lending. This banking spread has varied considerably over time and is influenced by
financial developments in industrial countries.
Since the probability of a developing country
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running into debt service difficulties increases
with higher interest rates, the banking spread
tends to rise to reflect this increased risk.
A depreciation of the US dollar tends to
reduce both the debt service and external
debt ratios of developing countries. At the
end of 1985, approximately 80 percent of the
external debt of capital-importing countries
was denominated in dollars. Since this share
is larger than the share of US production and
consumption in world markets for those goods
and services exported by developing countries, a depreciation of the dollar raises the
dollar value of developing countries' exports
by more than the dollar value of their external
debt. For example, calculations based on the
1985 values for exports of goods and services
and external debt indicate that a 10 percent
depreciation of the US dollar would reduce
the capital-importing developing countries'
ratio of debt to exports of goods and services
from 162 percent to 155 percent.
Creditworthiness. Commercial banks make
decisions not only regarding the distribution
of their assets and their interest rate charges
but also on which customers to lend to and
to what extent. Credit rationing exists when
banks are unwilling to lend to a borrower
even when the latter is willing to pay a higher
interest rate. Developing countries' access
to funds depends to a large extent on whether
commercial banks consider them creditworthy. The major determinants of creditworthiness include the would-be borrower's export performance, soundness of domestic
financial policies, rate of economic growth,
international reserve holdings, debt service
ratio, and the existing exposure of banks.
Consequently, when export earnings decline
because of recession in the industrial world
or when international interest rates rise, the
actual and perceived capacity of developing
countries to service their debt is diminished.
As a result, the impact of such developments
on these countries' growth prospects can be
magnified by a sudden reduction in the availability of external financing.
Several explanations have been offered for
the phenomenon of credit rationing. In attempting to maximize their profits, banks
ration credit to particular borrowers because
the gains from higher interest rates are more
than offset by the increase in the likelihood
that the borrower will default. A bank's profit
rate could actually decline if interest rates
charged to borrowers were raised because
the borrowers who are discouraged are likely
to be those who intended to invest in relatively
safe projects and also because borrowers
choose riskier projects at higher interest
rates. In these circumstances, the resulting
equilibrium may be one in which there is an
excess demand for loanable funds at a particular interest rate, but where banks do not

have an incentive to raise the interest rate
to eliminate the excess demand. In addition,
there are limits on the spread, imposed by
practice.
Credit rationing will also exist when there
are doubts regarding the capacity or willingness of a borrowing country to meet its future
debt service payments. Although a country
that defaults on its debt incurs costs from
being denied new lending and from having its
trade flows interrupted, the threat of default
may still limit the amount that any country
can be lent since at some level of debt the
benefits of default—namely, the real income
advantage of not having to service the debt—
will outweigh the costs of default—namely,
the inability to secure new credit to reduce
the variability of consumption or to finance
profitable investment projects.
Recent trends in net borrowing from private creditors by major groups of developing
countries illustrate changes in perceptions of
creditworthiness. For the capital-importing
developing countries, net external borrowing
from private creditors rose from an average
of 2 percent of GDP in 1973-77 to almost 3
percent in 1981-82 before declining to less
than 1 percent in 1983-85. Expressed as a
ratio of imports of goods and services, net
external borrowing from private creditors was
9 percent in 1973-77, 11 percent in 197880, but less than 3 percent in 1983-85. For
the subgroup of countries with debt-servicing
problems and the 15 most indebted developing
countries, the impact of the cutback in private
capital flows has been particularly striking:
for countries with debt-servicing problems,
net external borrowing from private creditors
as a proportion of GDP averaged 4 percent
in 1978-80 but declined sharply to -0.1 percent in 1983-85; for the 15 heavily indebted
countries, the decline in the ratio was from
5 percent to 0.1 percent. In contrast, for
countries without debt servicing problems,
this ratio averaged only 1.6 percent in 197880 and decreased only slightly in 1983-85.
Effects on investment rates. External borrowing other than for resource accumulation
supplements the investment resources provided by domestic savings. A cutback in the
supply of externally borrowed funds reduces
the sustainable level of the current account
deficit and makes necessary a decline in the
level of domestic investment relative to the
level of domestic savings. For the capitalimporting developing countries, both saving
and investment rates in the 1980s were lower
than in the 1970s. The average ratio of gross
domestic savings to GDP declined from 25
percent in 1973-77 to 24 percent in 198385, while the average ratio of gross investment fell more sharply, from 28 to 23 percent.
For the 15 most indebted countries, average
saving rates declined from 27 percent in 1973-

77 to 22 percent in 1983-85, while investment
rates declined from 28 percent to only 18
percent in 1983-85. Thus, for countries with
debt-servicing problems, it appears that the
sharp reduction in capital inflows in recent
years has been reflected primarily in a substantial reduction in investment rather than
in a higher savings rate. In contrast, saving
and investment rates in countries without
debt-servicing problems have changed little
in recent years.
The influence of larger external borrowing
on economic growth depends on the country's
ability to invest in projects that generate
sufficient real resources and, directly or indirectly, sufficient foreign exchange to service
the larger external indebtedness. Provided
the rate of return on additional domestic
investment exceeds the cost of borrowed
funds, the ensuing growth of output makes it
feasible ultimately to close the gap between
domestic saving and investment to repay the
external loans. If, however, macroeconomic
policies in the borrowing country encourage
the use of capital inflows to finance consumption or capital flight, then domestic output
will not be increased. Thus, the impact of
developments in world markets on developing
countries' economic performance depends to
a considerable extent on these countries' own
policy responses.
HD
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Adjustment with growth:
Colombia's experience
Resolute domestic policies, combined with external financial and policy assistance,
can help achieve both
Miguel Schloss and Vinod Thomas
1m characteristic of the first half of the
1980s has been the external debt problems
facing many developing countries, especially
in Latin America, and the efforts to cope with
them. It has become increasingly apparent
that domestic policy adjustments, especially
if they are to be politically and socially acceptable, are unlikely to be sustainable over
the medium term unless they are accompanied
by economic growth.
The experience of Colombia during this
period illustrates the scope for adjustment
with modest growth based on domestic policy
reforms and coordinated support from the
international financial community. In the wake
of increasing external sector problems, Colombia adopted in stages a package of stabilization measures affecting exchange rate,
fiscal, monetary, and external borrowing policies, supported by pro-trade reforms and
investment programming aimed at maintaining
growth. This was an important step in the
development of a growing consensus regarding the need for a medium-term approach to
adjustment and structural reforms. The understandings reached among the government
authorities, the commercial banks, the IMF,
and the World Bank concerning the economic
program, and the associated financing support
and monitoring arrangements, described below, are the major elements of the Colombian
program.
There are significant differences between
the Colombian case and that of many other
major debtor countries. Most important, perhaps, is that Colombia had not overborrowed
in the 1970s and become embroiled in severe
debt-servicing difficulties; the ratio of total
debt service to exports of goods and services
in the early 1980s was about 30 percent.
While the country's terms of trade declined
sharply in the early 1980s from their high
levels during the coffee boom (1976-80), they
10

were similar to the levels of the first half of
the 1970s. Overall, the Colombian economy
has not been characterized by severe distortions, and the needed adjustment was, therefore, relatively mild. Nevertheless, Colombia
faced a potential balance of payments crisis
in the first half of the 1980s, and the process
of anticipating and averting it, while addressing medium-term growth issues, makes the
Colombian case an interesting one. It is also
worth noting that each country experience
would be in some sense unique, and this
factor should not detract from drawing useful
lessons.

Need for adjustment
Colombia has achieved significant economic
growth over the past quarter of a century,
contributing to the transformation of a predominantly rural economy into one that is
more diversified, urbanized, and industrialized. Successive governments have, by and
large, shown pragmatism in policy making,
placing a premium on gradualism and caution.
Major policy swings have been avoided, including the temptation to borrow excessively
from external sources during the 1970s. Despite these positive elements, however, certain shifts in economic policy—partly triggered by external factors—led to economic
difficulties in the first half of the 1980s.
An outward-looking, growth-oriented
strategy pursued from the mid-1960s to the
mid-1970s produced impressive results in
performance (see table). In particular, noncoffee exports took advantage of the more
liberal trade policies: in addition to an increase
in traditional exports, such as textile and
leather goods, a variety of products, such as
flowers, children's books, stoves, and workers' gloves, registered an impressive showing. In the second half of the 1970s, economic
developments were dominated by a boom in

export earnings from coffee (and also from
unrecorded exports) and, partly as a result,
the outward-looking policies with strong incentives for non-coffee exports began to
weaken. The coffee revenue boom which
lasted until 1980, together with favorable
external conditions (e.g., for borrowing), sustained growth and employment.
The post-1975 policies led to certain structural weaknesses, which were further compounded by developments in the early 1980s.
The coffee boom of the 1970s set in motion
two forces that contributed to a significant
appreciation of the real exchange rate. First,
the real exchange rate may be thought of as
the price of tradable goods relative to that of
nontradable goods; higher disposable incomes
generated by the boom increased the demand
for both. The prices of tradables are largely
determined internationally, whereas the prices
of nontradables tend to rise in view of the
increased demand, implying an appreciation
of the real exchange rate. Second, the accumulation of foreign exchange, not fully
offset by higher imports or by sterilization,
produced increased domestic credit expansion, higher inflation, and an appreciation of
the real exchange rate.
While the coffee boom was over in the
early 1980s, the growth in aggregate demand
was maintained through higher public expenditures and foreign borrowing, thus sustaining inflation and the appreciation of the
real exchange rate. This, together with worsening external conditions—that is, falling
commodity prices and a tightening of capital
markets—created serious difficulties for the
external sector. Mainly in view of Latin
America's debt problems, Colombia also suffered cuts in trade credit lines and normal
commercial bank lending. At the same time
noncoffee exports declined and international
reserves fell sharply (see table). The balance
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of payments problems served to highlight a
variety of constraints of a short- and mediumterm nature. With an appreciated exchange
rate, Colombia began to lose ground in international markets not only in commodities
experiencing falling prices but also in such
items as textiles in which the country traditionally had a comparative advantage.
In addition to a correction of the exchange
rate, the trade regime needed reform in
several ways: a reduction in import restrictions, a better functioning of the duty drawback schemes (i. e., tax credit in the equivalent
amount of customs duties paid on imports of
designated inputs), the removal of export
barriers, and improvements in export quality.
Equally fundamental, the underlying fiscal
deficit had to be reduced, along with the rate
of domestic credit expansion, in order to
permit a reduction in inflation and an improvement in Colombia's competitiveness. Medium-term support to such macroeconomic
reforms needed to be provided through better
public investment programming and sectoral
policies.
Historically, Colombia's economic performance has been influenced by coffee cycles. A
basic difficulty affecting the external sector
has been judgments concerning the duration
of external shocks—whether coffee price
booms or reversals in capital flows—and,
therefore, the speed and degree of needed
domestic policy adjustments. The problems
of the early 1980s led to considerable debate
regarding the appropriate policy responses.
Eventually the authorities implemented a tax
reform and adjustment program, discussed
below, to avert a potential economic crisis.
As a result, major economic indicators showed
a sharp improvement in the economy by 1985;
in particular the balance of payments strengthened while modest growth was maintained.
Subsequently, coffee prices rose significantly
in the first half of 1986, further improving the
reserve position. The availability of increased
resources provides the possibility for maintaining and firming up adjustments while revitalizing growth. It also calls for sustaining
the incentives for non-coffee production and
exports, and maintaining monetary and price
stability.
The 1985 economic program
Key to the program have been stabilization
measures reducing the public sector deficit
and the rate of monetary expansion. Revenue
measures produced additional revenues for
the Central Government of 47 percent and,
combined with expenditure reductions, lowered the overall public sector deficit as a
percentage of GDP by over one third to less
than 4 percent in 1985. At the same time,
Central Bank financing of the deficit was cut
by about three fourths. A concerted exchange
rate policy, namely an acceleration of the

export-oriented activities and essential infrastructure development (such as ports and
rural roads), postponing or redesigning large
lower-yielding investments, particularly in
power and transportation. The analysis of the
investment program has, in principle, placed
emphasis on the following criteria, while their
implementation is to be followed up over the
medium term: (1) increasing output rapidly;
(2) reorienting production toward exports and
efficient import-competing goods; (3) supporting quick-yielding infrastructure investments, particularly those that enable the use

depreciation of the currency, brought about
an unprecedented 30 percent depreciation of
the real exchange rate by the end of 1985.
Meanwhile, a gradual opening up of the
trade regime began, paving the way for more
medium-term adjustments in the future. During 1985: (1) the number of items under the
free license regime was increased by 1,135
(out of a total of 5,011 items), raising the
share of free imports from 30 percent to 56
percent of the value of total imports; (2) the
number of prohibited items has declined from
828 to 69; (3) tariff reform has produced a

Economic performance, adjustment, and growth, 1970-86
(Annual averages)

Performance indicators
GDP growth
Export growth2
Import growth2
Inflation rate
Current account/GDP
ratio
Reserves (months of
imports)
Debt-service ratio3
External factors
Nominal coffee price
index4
Net capital inflow
(US$m)5
OECD growth rate
Domestic policy
Real exchange rate
index6
Money base growth
Public sector
deficit/GDP ratio
lmports2/GDP ratio

Export-led
growth

Coffee
boom

1970-75

1976-80

5.7
6.9
2.2
17.1
-2.9

5.5
7.4
11.1
24.5
1.2

Growth recession
1981-83

1.3
-5.2
3.2
24.9
-6.5

1983

Adjustment with growth
1984

1.6
3.2
-11.9
9.8
-8.4 -7.8
19.8 16.4
-7.3 -5.3

19851

19861

2,9
13.9
0.8
24.0
-3.9

4.5
22.0
2.5
20.0
-0.5

2.7

8.1

7.9

5.0

3.1

3.5

4.6

22.7

14.7

31.1

36.9

37.2

38.2

34.0

84

133

88

89

98

99

284

543

1 ,699

1,014

710

1 ,576

1 ,000

3.0

2.0

2.1

3.6

3.3

2.3

4.7

107

135

89

85

75

75

82

110

23
3.0

35
5.5

18
6.8

14
7.6

18
7.6

27
3.7

28
2.0

15

15

17

16

14

16

17

Sources: Colombian Ministry of Finance, IMF and World Bank estimates, and OECD Outlook.
1
Preliminary. Note that the significant improvement expected in the balance of payments in 1 986 is partly the result
of the coffee boom.
2
Goods and nonfactor services.
3
As a proportion of exports of goods and services.
4
1970 = 100.
5
Capital account balance, including errors and omissions.
6
The calculations are based on a trade-weighted currency basket, with 1975 = 100. An increase is defined here as
a depreciation of the peso.

reduction in the average tariff level from 36
percent to 28 percent in 1985, accompanied
by a reduction in dispersion of tariff rates;
and (4) the number of items affected by export
restrictions has been reduced from 729 to
175.
In a complementary effort, the Government
has been revising its public investment plans,
reducing their scope to match available resources and reorienting their composition. In
scaling down the public investment and borrowing targets in line with the requirements
of the stabilization program, emphasis has
been placed on investments geared toward

of existing facilities more intensively; and (4)
increasing domestic resource mobilization.

Financing arrangements
Fundamental to the adjustment program
has been a restoration of normal credit lines
(about $1.5 billion annually), a resumption of
commercial bank lending to the country, increased exposure of the World Bank and the
Inter-American Development Bank, and the
underlying policy understandings among the
Government, the World Bank, and the IMF.
On the basis of the latter arrangements, a $1
billion commercial bank loan was signed at
Finance & Development I December 1986
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the end of 1985. The World Bank's enhanced
support was illustrated by the approval of a
first policy loan in 1985, the Trade Policy and
Export Diversification (TPED) loan for $300
million, and a second policy loan in 1986, the
Trade and Agricultural Policy (TAP) loan for
$250 million, which are to be seen as part of
a total financial package in support of the
program. The IMF's Board approved a sui
generis monitoring arrangement without a
stand-by arrangement for 1985-86.
These arrangements were set up against
the backdrop of the World Bank's role in
Consultative Group Meetings, which go back
to 1961 when the first Bank-sponsored meeting was held for Colombia. In line with the
shift from official to private lending for Colombia, the meetings in the 1980s have included representatives not only of the Government but also of commercial banks, and
in 1983 for the first time, exclusively private
financial institutions and representatives of
export credit agencies. In the wake of the
external sector difficulties, the commercial
banks, in 1984, sought monitoring of macroeconomic performance by the Fund and of
certain structural reforms by the Bank as a
condition for restoring capital flows to Colombia. Together with overall assessments of the
economy by both institutions, an arrangement
has been established whereby the Fund would
monitor stabilization performance (including
fiscal, monetary, and exchange rate policies)
and the World Bank would focus on trade and
public investment (including import liberalization, export promotion, and investment
priorities). Pursuant to these understandings,
agreements in principle were reached on
providing for the financing needs of Colombia
at a bankers' meeting for Colombia during
April 16-19, 1985.
Following the restoration of the lines of
credit, the term facility of $1 billion was
subsequently negotiated with commercial banks
for 1985-86 to be disbursed in six quarters
beginning with the third quarter of 1985 and
ending with the fourth quarter of 1986. Conditions of the initial loan drawdown were
confirmation by the Fund that the 1985-86
program would qualify for a stand-by arrangement had one been requested, and meeting
of the target agreed with the Fund for endJune 1985. Subsequent quarterly drawdowns
required Fund certification of satisfactory
performance in the previous quarter. Disbursements in 1986 were also subject to Fund
approval of the 1986 economic program and
compliance with quarterly targets, as well as
release of the World Bank's second tranche
of the TPED loan. (This schedule, however,
was delayed because the signing of the $1
billion loan took place at the end of 1985, and
the financing became available for 1986.) The
first Bank review was held in February 1986
12

and satisfactory performance enabled the re- on adjustments of trade and public investment
lease of the second tranche of the TPED policies. Where budget deficits are to be cut,
loan. The review took into account the find- some pruning of investment might follow once
ings of the Fund, which conducted its review consumption expenditures are lowered and
of the program at the same time. In connection revenues are increased. To the extent that
with the TPED and TAP loans and subsequent public investment is to be contained, even
sectoral adjustment loans, the Bank was to greater emphasis would need to be placed on
assess the medium-term policy performance, a careful review of the program to ensure
particularly in the areas of trade, and the the protection of high priority projects and to
investment and borrowing programs. Under facilitate greater yields per unit of investment.
the terms of the lending facility, Colombia Similarly, to prevent demand management
undertook to make available to commercial from unduly restricting imports, reforms of
banks the Fund and the Bank reports.
the trade regime to reduce any anti-export
bias and to promote exports are desirable.
Lessons of experience
Colombia has been able to combine a sharp
A well-designed and executed adjustment reduction in the fiscal deficit with a vigorous
program is key to addressing the external real exchange rate depreciation and a gradual
sector and debt problems, although the de- opening up of imports, thereby improving
cision-making process is by no means likely incentives for exports. In Colombia and elseto be easy. In Colombia, opposition to import where, support for increased domestic reliberalization has been strong, as has been source mobilization and export generation
the case in regard to fiscal restraint. What over the medium term is critical for sustained
has emerged from the country's experience, growth.
nevertheless, is the importance of accepting
Structural changes—in macroeconomic
trade-offs and disagreements pragmatically, policy and in sectoral and institutional areas,
and acting decisively. Policy actions were including the elimination or restructuring of
taken in Colombia with a view to averting a state enterprises—need to be considered.
crisis, even if somewhat late, rather than in Although they have a positive impact on
reaction to one. The willingness and ability economic growth, structural adjustments are
to stay the course, in the face of short-term often more difficult for governments to imcosts, are equally important. Recent sweep- plement than a cut in expenditures or moning reforms in other Latin American countries etary restraint. Sometimes the negative imperhaps also reflect the growing recognition pact of such adjustments is felt by some
sectors before the positive effects are exof such an approach.
perienced
in others. To be sure, an adjustConsensus building, which is essential to
sustaining adjustment, requires a significant ment in the exchange rate and producer prices
amount of time and the capacity to experi- may have an immediate and favorable impact
ment. Addressing simultaneously the stabili- on growth, but the full impact may take time
zation and adjustment requirements has been to emerge. Linking macroeconomic policies
essential in Colombia; this is likely to be the to sectoral reforms and financing would be
case in other countries, although the phasing key to minimizing the costs of adjustment at
and sequencing of measures would depend the sectoral level. Colombia's second policy
on individual circumstances. The pace of loan seeks to improve agriculture's ability to
reforms would have to take into account the adjust to macroeconomic reforms by improvsustainability of change, especially when var- ing investments, particularly in less accessible
ious interest groups are affected. In Colombia regions, and strengthening input supplies. In
private interests are represented in the Gov- thefinancialsector, the Government has been
ernment decision-making process in a variety assisting in the capitalization of entities facing
of ways: the participation of private sector severe problems, thereby improving the abilrepresentatives in the boards of government ity of the financial sector to adjust to the
bodies; management of the Coffee Fund by macroeconomic reforms.
the coffee producers together with the Gov- The external financial community
ernment; and rotation of managers and perThe IMF and the Bank share common and
sonnel between the public and private sectors.
Policy making has often been based on broad complementary objectives: sound macroecconsensus and, as a result, policy changes onomic policies are an essential base for
have been gradual. In certain situations, implementing structural reforms, and ecotherefore, such as the Colombian case, there nomic stability promotes sustained economic
may be a premium on gradualism in policy growth. Furthermore, the financial commuchange, and on balancing economic, political, nity has found that the Fund's macroeconomic
and social considerations, in order to avoid country reports together with the Bank's
assessments of the economy, the sectors,
costly policy reversals.
While stabilization is essential, the goal of and the investment program provide a firmer
sustaining growth puts increasing emphasis base on which assistance programs may be
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formulated and financing requirements evaluated. In this manner the Bank and the Fund
have complemented one another to assist
Colombia with its adjustment efforts.
Considerable flexibility has been a helpful
feature of the Colombian experiment. For
example, external debt targets vary within a
range depending on debt policies that can, in
turn, be affected by the extent of the coffee
boom. Moreover, flexibility has facilitated the
coordination of decision making of the country, the IMF, the commercial banks, and the
World Bank. Coordination of financing among
the above and other external financing agencies is also desirable. While it is important
for development agencies to frame assistance
in a medium-term setting, it may also be
important to be flexible and responsive to
new development opportunities arising because of changing economic conditions. In
this context, and as is being considered for
Colombia, bilateral agencies might provide a
proportion of their lending in quick-disbursing,
untied assistance to support improved policies
in addition to that for individual projects.
Timely mobilization of external private capital is also necessary. The catalytic role of
policy-based lending by the Bank—by associating commercial bank financing with such

lending operations—and the Fund's policy
advice and monitoring role are a key aspect
of the Colombian experience. Mobilization of
private equity financing, involving reviews of
the country's endowments, priorities, policies, and regulatory environment, is also likely
to become increasingly important. In the
Colombian case, the views of the various
participants have gradually converged, although the financing interests of export credit
agencies might be better tailored to the needs
of adjustment.
In recent years, various proposals have
been advanced, aimed at substituting generalized solutions for the present case-by-case
approach to the debt management problems.
They are all born of a conviction that the
debt-servicing problems confronting many developing countries cannot be managed within
the existing world economic framework characterized, inter alia, by historically high real
interest rates and significantly curtailed commercial lending. These schemes have not
achieved broad-based acceptance, particularly
as they affect conflicting interests among
countries and institutions. What the Colombian experience suggests, however, is that
with an appropriate adjustment and stabilization program, suitable monitoring arrange-

S -/s ;

ments, and associated policy-based lending
and support by multilateral agencies, commercial bank lending can be resumed at
reasonable levels, with favorable effects for
creditworthiness and economic growth. reP
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Escaping hyperinflation
The innovative stabilization programs in Argentina, Brazil, and Israel met with
considerable initial success in averting the threat of hyperinflation, although their
sustainability is not yet assured. How was this result achieved?
Peter T. Knight, F. Desmond McCarthy, and Sweder van Wijnbergen
rgentina, Brazil, and Israel have long
experienced acute, chronic inflation. In 1985
it had reached an annual rate of some 400
percent in Israel and 1900 percent in Argentina, and by early 1986, 400 percent in Brazil.
These inflations threatened to accelerate into
full-blown hyperinflations.
Between June 1985 and the end of February
1986, all three countries adopted stabilization
programs which combined orthodox with innovative measures to control inflation. The
programs had common conceptual underpinnings and were designed to reduce or eliminate the degree of indexation of wages,
financial instruments, and the exchange rate,
and to dampen expectations of future inflation.
All three countries adopted a "shock treatment" rather than a gradualist approach to
implement their programs. The programs
differed, however, in the degree to which
orthodox measures—such as exchange rate
devaluation and restrictive fiscal and monetary
policies—were to be undertaken to attain
external balance and reduce domestic budget
deficits to levels that could be met without
inflationary financing. Each was launched following failed stabilization attempts in the
recent past. All three clearly succeeded in
dramatically reducing the rate of inflation in
the months after they were launched, though
to different degrees.

The setting
The macroeconomic conditions at the time
the stabilization programs were announced
differed in significant respects, but there were
also common elements.
In all three countries, inflation was accelerating sharply when the stabilization programs were announced. The inflation-adjusted or operational public sector deficit
14

(defined as the nominal deficit less the inflation
rate times the stock of government debt
outstanding) was much larger in Argentina
and Israel than in Brazil. Israel had an unusually high level of defense spending (an
average of almost 24 percent of GDP in 198184), which was a major structural element
underlying the country's massive budget
deficits.
In all three countries, the public sector
faced a major problem in servicing these large
debts. Brazil and Israel also had large domestic public debts whose servicing contributed to the public sector deficit.
Argentina and Israel's per capita real GDP
after 1972 was stagnating. Brazil's growth
decelerated after 1973, but still showed increases in real per capita GDP. Brazil and
Israel had rapidly growing exports of manufactures which helped in the adjustment to
external shocks. Argentina was handicapped
by an uncompetitive industrial economy and
policies discouraging exports. Its rich agricultural endowment was less helpful than
might be expected in the adjustment process,
in the face of protected world markets and
falling commodity prices.
Brazil had been generating large trade
surpluses averaging over 5 percent of GDP
every year since 1983, when a maxi-devaluation resulted in a 30 percent real depreciation against the dollar in the first year of a
three-year IMF-supported stabilization program (interrupted in 1984). Unlike Brazil,
Argentina and Israel were suffering from
acute balance of payments disequilibria at the

This article was completed in early October—Ed.

time of their stabilization programs, and received substantial foreign loans or grants at
that time. Capital flight compounded Argentina's problems, but was less important in
Israel and even less so in Brazil.
At the time of their stabilization programs,
all three countries' national currencies had
largely lost the function of store of value and
unit of account, with various indexed units,
such as Brazil's Indexed National Treasury
Bond (ORTN) or Israel's dollarized bank
accounts (PATAM), increasingly serving those
functions. In Argentina and Israel, the US
dollar was rapidly becoming the unit of payment, but not so in Brazil. Financial instruments indexed to the domestic price level or
the exchange rate were an increasing proportion of total financial assets, and the money
supply (Ml) a decreasing fraction of GDP,
but the indexation arrangements were more
formal in Brazil and Israel than in Argentina.
A crawling peg exchange rate in all three
countries resulted in virtual indexation of the
exchange rate—on a daily basis in Brazil by
the time of the stabilization.
Indexation of wages was practiced in all
three countries. It was linked to past price
increases, and so tended to perpetuate inflation. Finally, both Argentina and Israel had
to contend with large, relatively unified labor
groups. Brazil's labor was more divided at
the time of the program.

Analytical underpinnings
The key concept underlying the new stabilization plans was that of "inertial inflation."
The inertial component of inflation is that
"caused" by past inflation because of the use
of backward-looking indexation and the formation of expectations based on past experience. Administrative measures—de-index-
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ation, a wage/price freeze, and monetary
reform—may be used to reduce the inertial
component of inflation.
But for these administrative measures to
be successful in achieving price stability,
inflation must be entirely inertial. The public
sector deficit must be low enough to be
financed without inflationary money or debt
creation, and external balance must be achieved
through an appropriate real exchange rate
and sustainable capital flows.
The Argentine and Brazilian stabilization
programs were influenced by the "neo-structuralist" analysis of inflation inertia developed
largely in Latin America since the 1950s. This
analysis emphasizes the distributional conflicts underlying inflation in economies with
well-developed financial systems and a substantial "fix-price" sector dominated by oligopolistic industrial firms, strong labor unions,
and substantial government intervention. The
major mechanisms that perpetuate inflation
in such systems are thought to be (1) indexation of wages, financial instruments, and the
exchange rate and (2) markup pricing practiced by oligopolistic firms.
A more traditional view sees inflation inertia
emerging from pessimism in the private sector about the government's ability to take the
fiscal adjustment measures necessary for deficit reduction over the long term. This view
leads to similar policy prescriptions: the need
to make the fundamental fiscal reforms, supported by transitional measures to offset the
effects of inflation inertia until the credibility
of the reform package is well established.
This fiscal interpretation of inflation inertia
was prevalent among the architects of the
Israeli stabilization program.
In all three countries it was thought that,
for the administrative measures to be effective, both economically and politically, they
must achieve rough distributional neutrality—
between labor and capital, debtors and creditors, and among different groups of workers,
and that positive results should be evident in
as short a period as possible. Income policies
therefore played an important part in all three
programs.
When chronic high inflation begins to accelerate toward hyperinflation, gradualist approaches to stabilization are almost certainly
doomed to failure, and a shock treatment is
required. The innovative combination of administrative measures to coordinate the actions of wage and price setters and control
the inertial component of inflation with more
traditional measures intended to achieve internal and external balance was baptized the
"heterodox" shock.

Principal elements of programs
Argentina's stabilization program (known
as the Austral Plan after its new currency)

was announced on June 14, 1985, Israel's on
July 1, 1985, and Brazil's Cruzado Plan (also
named after the new currency) on February
28, 1986. The heterodox measures included
monetary reform, wage and price controls,
and fixed exchange rates—while the orthodox
measures included currency devaluations, and
restrictive monetary and fiscal policies. Partial
de-indexation of financial instruments was
important in all three programs.
Monetary reform. In Argentina and Brazil,
a new currency was announced. Non-indexed
contracts were converted into the new currency according to scales designed to eliminate the capital gains and losses due to the
drop in inflation.
Price controls. The most conspicuous aspect of all three programs was the use of
wage/price controls. Before freezing prices,
both Argentina and Israel made major adjustments in public sector prices and subsidies. In Argentina, public sector tariffs rose
by 23 percent in real terms in June 1985 (over
the average of the preceding five months).
In Israel, almost all the adjustment on the
expenditure side came from a reduction of
government subsidies. Brazil was the exception: prices of some key public sector activities were left at levels that threatened the
ability of producers to self-finance investment.
Wheat and milk prices were frozen at existing
levels which had or came to require subsidies
to private producers and public importers.
While in Brazil the price freeze was announced
for an indefinite period, Israel announced that
it would gradually release the controls, as did
Argentina.
Wages. Wage policy was very different in
the three countries. In Argentina wages were
adjusted on a monthly basis at the time of
stabilization, and therefore were reasonably
synchronized among different sectors. The
Government granted a 22 percent nominal
wage increase just before the Plan. Wages
were then fixed, with some relaxation taking
place in early 1986. Public sector employees
and pensioners lost out as inflation continued
at around 2.5 percent per month. The private
sector, in contravention of the freeze, tended
to maintain the real wage, for example through
personal loans at preferential rates. In mid1986 some union groups received substantial
wage increases which effectively regularized
these arrangements.
In Brazil, staggered wage contracts created
problems: a straight freeze would have fixed
wages of different workers at different stages
of their contract and hence introduced substantial inequity into the system. All wages
were therefore adjusted to the average real
value of the previous six months. In addition,
an 8 percent bonus (15 percent for minimum
wage earners) was granted. Thus Brazil,
unlike Israel, did not cut real wages early in

the program. The wage adjustment period
was lengthened from six to twelve months,
with full indexation only if inflation exceeded
20 percent.
In Israel the wage agreement negotiated
with the powerful Histadrut labor movement
(which represents 85 percent of organized
labor and owns 25 percent of Israeli industry)
after the stabilization had a very unusual
feature with important macroeconomic effects: an explicitly temporary real wage cut
to avoid "distress" layoffs caused by temporary liquidity problems of enterprises. Real
wages fell by 18 percent over the second half
of 1985, but, by March 1986, had recovered
all but 3 percent of their average value in the
first half of 1985, all according to plan.
Fixed exchange rates. All three countries
switched from some form of indexing on
foreign-domestic inflation differentials to a
fixed rate against the dollar, although future
adjustments were not explicitly excluded. The
subsequent slide of the dollar against other
major currencies and the fall in the price of
oil provided an unanticipated boon by increasing the countries' competitiveness against
their trading partners. In Argentina this helped
to offset the effects of the disappointing
inflation performance after the Plan. Argentina and Israel instituted a policy of fixing
their exchange rates only after a substantial
discrete devaluation in real terms. No such
adjustment was thought necessary in Brazil,
where competitiveness had already improved
substantially since the maxi-devaluation of
February 1983, which was sustained by continuing mini-devaluations. Moreover, the exchange rate adjustments of late 1985 and
early 1986 exceeded the rise in industrial
prices and many primary product export prices.
Fiscal policy. Israel took major measures
to reduce the budget deficit before its stabilization. These measures included real price
increases for public utilities and other key
sectors with administered prices. Brazil had
a much smaller public sector deficit than both
Argentina and Israel and the authorities therefore took no major measures to adjust public
sector prices, cut expenditures, or raise
taxes. Fiscal and budgetary reforms enacted
in the months preceding the program tightened budgetary control but did not yield
substantial increases in revenue after February 1986. Brazil concentrated on achieving
relative distributional neutrality. Argentina
raised some public sector prices and made a
major effort to improve tax collection.
Monetary policy. An important difference
between the three reforms was in monetary
policy and interest rates. Neither Brazil nor
Israel committed itself to a strict money
growth rule while the Argentine Government
gave an undertaking not to finance the public
sector by printing money, and to finance
Finance & Development I December 1986
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deficits solely through external borrowing.
Accordingly, the short-term behavior of real
interest rates, investment, and output in
Argentina was very different from the other
two countries. In Brazil, capital flight had not
been a major problem and the limits of productive capacity were being approached in an
increasing number of industrial sectors and
in electric power. Therefore, the need for
high interest rates to check speculative capital
flight and curb consumption had to be balanced
against the need to encourage new productive

Argentina. The initial response to the Austral Plan was relief that it seemed to have
checked the threat of impending hyperinflation. However, the plan also led to expectations that the economy would soon resume
strong growth. Virtually overnight the consumer price inflation fell from 25 percent per
month to 2 to 3 percent per month. The fall
in wholesale price increases was even greater
as the price freeze was primarily on industrial
goods, which carry a larger weight in the
WPI.

meant that investment and growth would
depend heavily on the private sector. The
failure of the private sector to respond has
been a key factor in the biggest shortcoming
of the plan to date—the sluggish performance
of the economy. Industrial output in the
second quarter of 1986 was substantially
above that of the third quarter of 1985 (the
first quarter of the Austral Plan) but only at
the same level as the fourth quarter of 1984.
The policy of fixing the austral against the
US dollar was abandoned in April 1986 for a

Argentina, Brazil, and Israel—monthly inflation rates
Brazil

Argentina

Israel

Jan.
1985

Source: IMF, International Financial Statistics.

investment and limit the cost of domestic
debt service. In the second phase of the
adjustment program nominal interest rates
were allowed to rise, but earnings on shortterm financial assets were taxed heavily to
encourage longer holding periods.
Partial de-indexation of financial instruments. A final component of the plans was
reform of the indexation arrangements for
financial instruments in all three countries. In
Israel, indexation remained available on longterm assets, but no further deposits into the
short-term dollar-linked accounts, PATAM,
were allowed. Since these assets are close
substitutes for money, the measures were
expected to increase the yield from seigniorage and the inflation "tax." Brazil suspended
indexation on government bonds for one year.

Review
In each of the three countries the initial
phase of the plan was greeted with broad
popular support as inflation receded. However, the response after a few months differed
as governments sought to make important
structural reforms and lay the groundwork
for sustained growth.
16

Source: CPI-Brazilian Institute of Geography and
Statistics, new series centered on mid-month; July
and August data include impact of compulsory loans
and quasi-taxes as prices. WPI-Getulio Vargas
Foundation.
Note: The CPI and WPI for Brazil show an inflation
in March, since they compare the average March price
level witn the average February level.

The public sector deficit fell substantially
in the second half of 1985. Most of the
improvement came on the revenue side. This
was partly due to improvements in collection
effort, and partly to lower inflation itself: at
the lower rate losses due to collection lags
become less severe in real terms. The Government also used the opportunity to set in
motion some badly needed reforms in the
public sector. Public enterprises have been a
major drain on public finances. To improve
parastatal management, a number of technocrats were appointed to key positions.
On the external side, the trade surplus
increased to $4.5 billion in 1985; however
this was not sufficient to cover interest payments of $5.3 billion (8 percent of GDP) on
the total external debt of approximately $49
billion. Depressed prospects for key exports—wheat, meat, and oil products—are
expected to reduce the trade balance surplus
to $2.2 billion in 1986.
The inability to generate net external savings because of the large debt and the limited
availability of public savings in the short run

June
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1986

June

Source: Central Bureau of Statistics, Israel.

crawling peg focused at maintaining external
competitiveness. Finally, the partial relaxation of price controls announced in April 1986
was reversed in response to a surge of
inflation in July and August. On August 29
the price controls were once again tightened.
Brazil. The popularity of the Brazilian stabilization program may be attributed largely
to the price freeze, which held accumulated
CPI inflation to only 3.4 percent over the
first four months of the program. Part of this
good performance was due to the care taken
by the Brazilian authorities to place the price
indexes on new bases to avoid purely statistical inflation carrying over from the weeks
immediately preceding the reform. Wholesale
price behavior was even more impressive,
with a cumulative deflation of 1.7 percent for
the first four months (a drop of 2.8 percent
in industrial prices alone). This fall in wholesale prices was the result of intensive negotiation between industrial firms for discounts
from ceiling prices on goods for future delivery.
As is to be expected when a monetary
reform succeeds in reducing expectations of
future inflation sharply, the demand for money
increased and its velocity fell. Employment
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and output continued to expand rapidly, following a brief pause in March 1986 during
the height of the inter-industry price negotiations. GDP was expected to grow at some
7 percent in 1986, and in July measures,
including compulsory loans, were taken to
curb a boom in sales of consumer durables
and international travel. There was discussion
in the Brazilian press of the need for a fiscal
adjustment, to cool aggregate demand and
shift its composition further in favor of investment. The resources mobilized by the
July measures were to go to a new National
Development Fund to finance planned investment in such areas as electric energy and
steel. Private sector investment increased.
The trade balance for the first eight months
of 1986 showed a surplus of $8.2 billion, a 4
percent increase over that for the same period
in 1985. A surplus of over $12 billion (just
under 5 percent of GDP) appears likely for
1986. The real exchange rate for the US
dollar as measured by the relationship between wholesale prices in Brazil and the
United States actually depreciated slightly
through August 1986, as did that for a basket
of the currencies of twelve of Brazil's largest
export markets. (On October 15, 1986, the
cruzado was devalued by 1.8 percent against
the dollar.) Renegotiation of the external debt
to commercial banks in 1985 and 1986 was
successfully completed, and payments to the
Paris Club creditors were resumed.
Tax revenues rose well above earlier projections, largely because of faster than expected economic growth, this in spite of an
early decline in corporate tax revenues due
to reduced profits in the financial sector after
the plan was implemented. But expenditures—including subsidies, transfers to state
enterprises, and, more recently, higher interest costs on public debt—also rose. On
the other hand falling oil prices provided some
relief.
Israel. The Israeli reform appears to have
been a remarkable success. Inflation, of course,
came down after imposition of the controls,
and was still well below previous rates by
July 1986, when about half the controls had
been removed. The controls were removed
carefully, attempting to balance commodities
whose prices were expected to rise with
commodities whose prices were expected to
fall. The worldwide fall in oil prices was helpful
in this process.
Unemployment did not increase greatly in
Israel: the initial increase of two percentage

points was halved in the following six months.
Israel seemed to be reducing inflation without
incurring major costs in reduced output and
higher unemployment. The explanation can
almost certainly be found in the sophisticated
real wage policy and the explicit refusal to
adhere to fixed nominal money growth targets
in the early phases of the reform.
Real interest rates provide a second similarity with Brazil but a marked contrast to
Argentina. Real interest rates were already
very high in Israel when the program started,
but did not increase significantly. As a result,
investment did not fall, even as private consumption expenditure fell temporarily.
The most dramatic change was in the public
sector deficit. Actual fiscal performance was
much tighter than expected, largely because
of an unexpected increase in real tax revenues. The actual fiscal deficit, at below 5
percent of GDP, was less than anticipated.
However, some of the improvement was due
to once-and-for-all capital levies such as a
high tax on car ownership; sustainability of
the low deficits remains therefore an issue.

grams such as the preannounced devaluation
schemes used in several Latin American
countries in the late 1970s and early 1980s.
In these earlier programs, reliance on the
exchange rate to reduce inflation was not
backed up by transitional wage-price controls.
In achieving such coordination, wage-price
controls have played a useful role.
But the experience of Argentina, Brazil,
and Israel suggests that such controls, as
well as de-indexation and monetary reform,
are complements rather than substitutes for
more fundamental adjustments concerning, in
particular, fiscal stance. Developments to
date suggest that policy makers face a difficult
task in balancing the need to convince economic agents that a low-inflation environment
has been created with the opportunity to
remonetize the economy and create a favorable environment for growth.
HD
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Lessons of experience
The early results of the three stabilization
programs show that high inflation can indeed
be brought down without a prolonged and
deep recession. Such efforts can only succeed
on a viable basis, however, if three conditions
are satisfied:
• fundamental fiscal sources of continuing
inflation are removed in a credible and sustainable manner;
• a careful set of transitional measures is
put into effect; and
• a broad-based political consensus exists
to support these measures. In turn, such
support should probably be exploited while it
lasts; this provides a strong argument in favor
of shock treatment over gradualism.
An important feature of two of the three
stabilization programs is that, to date, they
seem to have avoided the major shifts in the
real exchange rate and, to a lesser extent,
real wage and real interest rate, that have
been at the root of many earlier failures.
Careful coordination between interventions in
nominal wages, prices, and exchange rates,
backed up by fundamental reforms where
required, have played an important role in
achieving this success. Such a coordinated
choice of several monetary "anchors" is one
of the features that distinguish the heterodox
experiments from earlier stabilization pro-
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Aging and social expenditure
in major industrial countries
A study of the long-term fiscal implications of aging populations, and the policy issues
Peter S. Heller and Richard Hemming

Ihro
roughout the industrial world, healthier
life-styles and advances in medical science
have lengthened the average life span. At the
same time, families have been choosing to
have fewer children. As a result, the elderly
are becoming an increasingly large proportion
of the population, especially in some of the
major industrial countries. Population aging
created few, if any, problems in the past, and
in the immediate future it is unlikely to prove
troublesome. But because the proportion of
the elderly seems likely to continue to rise
until well into the 21st century, the long-term
economic, social, and political implications of
recent demographic trends give cause for
concern.
One issue of particular importance to policy
makers is the effect of demographic trends
on the level and structure of government
expenditure. Since World War II, expendi-

This article was drawn from a longer study,
"Long-term Trends in Social Expenditure in the
Group of Seven Major Industrial Countries,
1980-2025," by Peter Heller, Richard Hemming,
and Peter Kohnert. The study has been issued in
the Fund's Occasional Papers series.
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tures on government social services and
transfers have become increasingly important
in many countries. Governments generally
provide the bulk of financing for education,
and public pension schemes (often off-budget)
now provide the basic financial support for
old age. Government medical insurance programs finance a large portion of the costs of
hospitalization and ambulatory care, not only
for the elderly (as in the United States) but
for almost the entire population in many other
countries. Unemployment compensation programs have been extended to an increasingly
large share of the population.
As part of its broad surveillance activities,
and reflecting an awareness that even shortterm policy making should take account of
long-term structural developments, the Fund
recently undertook an analysis of long-term
trends in social expenditure in the seven
major industrial countries (Canada, France,
the Federal Republic of Germany, Italy, Japan, the United Kingdom, and the United
States). Projections in that study suggest that
the aging of the population will be matched
by an increase in government social expenditure. Without a change in policies, the increase in expenditure for some types of
outlays (e.g., pensions and medical care) is
likely to exceed any reduction in outlays for

others (e.g., education). However, demographic developments are likely to prove less
important than other factors—real benefit
levels and costs of provision, for example—
in determining this growth.
The study also notes that the effect of
population aging on government social expenditure is influenced by the relative role of
the public and private sectors in providing
and financing social services. In countries
where the private sector is relatively important in providing support for the elderly
(notably the United States), a focus on the
growth in government social expenditure will
significantly understate the implications of
population aging for resource allocation and
for the growth in the potential demand for
social expenditure on the elderly.
To examine these issues, population projections were made under alternative demographic scenarios through the year 2025, and
used as a starting point for projections of
government social expenditure, both in absolute terms and as a share of total output.
Whether these projections will be borne out
in reality is obviously uncertain. Beyond the
difficulty of predicting the future development
of many of the key demographic and economic
variables there is also a problem of evaluating
the influence of policy decisions already taken,
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or of predicting the policy responses that are
likely to occur.

of social services and transfers remains unchanged and that governments maintain the
real 1980 per capita level of social benefits
Into the 21st century
for the different age groups, these demoFor the next decade or so, assuming that graphic developments would lead to an inno major migrations occur, projections of the crease in government social expenditure
population size and age structure can be made ranging from 70 percent in Canada to 361
with reasonable confidence. Looking 40 years percent in Japan. These increases would be
into the future, however, such projections only a little larger if the assumptions of the
become sensitive to changes in death, birth, "greater aging" demographic scenario were
and immigration rates—factors which, barring used.
When viewed relative to the growth in
major epidemics, war, and natural disasters,
tend to change slowly. In this study, the GDP (derived from projections of the size of
principal demographic scenario for each coun- the labor force and historically reasonable
try assumes an increase in fertility rates and
a modest improvement in life expectancies at
Chart 1
birth over their present levels; these asSeven major industrial countries:
share of age group 65 and over
sumptions have been deliberately chosen to
in the population, 1980-2025
approximate the "middle" scenarios used by
the national authorities in their own demographic projections. To test the sensitivity of
the social expenditure projections to these
assumptions, an alternative "greater aging"
scenario was also evaluated, generally involving the assumptions that fertility rates
remained at their present low levels and that
life expectancy improved even further. These
assumptions would lead to an even greater
share of the population being in the elderly
age groups.
10
The study suggests that:
• The major industrial countries will undergo
a significant change in the age composition of
their populations (Chart 1): the share of the
elderly in the population will increase by more
than half by the year 2025, with a doubling
in some countries, notably Canada and Japan.
• More important, the ratio of the elderly
to the working age population, the so-called
Source: IMF data.
elderly dependency rate, will also increase;
in 1980, for each person over age 65 there
were five to eight people of working age productivity assumptions) these increased ex(fewer in the European countries and more penditures appear modest in terms of the
in Japan and North America). By 2025, there change in the ratio of social expenditure to
will be only slightly more than three.
GDP. In Canada, France, the United King• Population growth will decelerate; in some dom, and the United States, this ratio would
countries, notably Germany, Italy, and the actually decrease; in Germany, Italy, and
United Kingdom, there will be only limited Japan the increase would be moderate, ranggrowth in the population, if any.
ing from 1 to 4 percentage points. In other
• The aging process that has already begun words, the growth in government social exin Europe will be increasingly replicated, first penditure implied by demographic factors alone
in Japan (over the next 15 years), and then appears to be manageable.
in Canada and the United States (after the
However, given the historical record on
year 2010). In the European countries, the the growth of real benefits and real costs,
aging process will be further accentuated.
demographic factors are not the only ones at
These demographic changes would un- issue. First, to assume that per capita benefits
doubtedly affect the level of both government will be held constant at 1980 levels while per
and total social expenditure in the economy. capita incomes of the working population are
As the proportion of the elderly in the pop- increasing is probably unrealistic. In many
ulation rose, the burden of pension outlays existing pension schemes real benefits are
would increase; similarly, per capita outlays linked to real earnings, and as the latter
on medical care for the elderly would signif- increase with productivity so do the former.
icantly exceed those on the young. Assuming Efforts to weaken this link by significantly
that the government's role in the provision lowering replacement rates—the ratio of pen-

</%</ * x

sion to the person's earnings during the last
period of employment—would require a change
in the implicit pension contract between successive generations, a task that might be
politically difficult to enact.
It is equally unlikely that real wages in the
health and education sectors would fail to
keep pace with the growth of productivity in
the economy. Given the labor intensity of
these activities, wage increases are likely to
be translated into increases in real per capita
expenditure commensurate with productivity
growth. Indeed, the experience of the past
two decades suggests that given the many
factors contributing to the growth in medical
costs, it will be difficult even to contain the
growth of real benefits in medical care programs to the level of productivity growth of
the economy.
In view of the above, projections of social
expenditure in the study incorporate the
following: (1) more realistic assumptions about
the likely growth of real benefits and costs
relative to productivity growth for the major
social programs in the seven countries under
consideration; (2) assumptions as to the impact of recent policies to contain costs or
limit the growth of benefits; and (3) an
improvement in productivity growth in Canada, Italy, and the United States (reflecting
earlier historical trends), with productivity
growth at or a little above recently experienced rates in the other countries.
Over 1980-2025, the results suggest that:
• The ratio of government social expenditure to GDP will increase significantly in all
the European countries and Japan, with projected increases ranging from 4 percent of
GDP in France to 12 percent in Japan (Chart
2);
• Social expenditure in the United States
will rise by less than 2 percent of GDP, and
will remain essentially unchanged in Canada;
and
• In some countries (France and the United
States), significant increases in the expenditure ratios are unlikely to occur until after
the year 2000, while in others (Germany,
Italy, Japan, and the United Kingdom) the
government social expenditure ratio may rise
by 2-6 percent of GDP by the year 2000,
with additional increases thereafter.
It should be stressed that the implied
growth in overall expenditure, taking the
above factors into account, is considerably
less than would have been obtained from a
simple extrapolation of the growth in real
benefit levels actually experienced over the
past two and a half decades.
The size of the implied net additional financing burden can be more starkly expressed
by relating it to the total wage bill in the
economy. For instance, supposing that the
net increase in expenditure was to be paid
Finance & Development I December 1986
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Chart 2
Seven major industrial countries:
ratio of total government social expenditure
to GDP, 1980-2025
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Source: IMF data.

for exclusively through a payroll tax, substantial increases in such a tax would be
required to meet the additional expenditures:
in France, the tax rate would have to be
raised by 7 percentage points, and in Italy
and Japan by as much as 17 to 20 percentage
points. Obviously, this higher burden would
be associated with substantially larger financial transfers from the working-age population
to the elderly.
As to specific programs, the ratio of government expenditure on medical care to GDP
is projected to increase steadily in all countries. The ratio of pension expenditure to
GDP would also increase, though neither
steadily nor, in some cases, continuously; in
Canada, it would fall before increasing. In
other countries, the pattern of increase would
mirror changes in the proportion of the elderly
in the population, with larger increases before
2000 in Germany and Japan and larger increases after 2010 elsewhere. The ratio of
government expenditure on education to GDP
would decline until 2000 in all countries, and
continue to do so after that date in the United
States. In Japan after 2000 the ratio would
increase before stabilizing; in Canada and
Germany it would continue to fall before
stabilizing after 2010; and elsewhere it would
stabilize after 2000.

Broad issues
The public/private mix. In interpreting the
results, it should be recognized that even in
countries where the government dominates
20

the provision of social services, the young
and the aged segments of the population
depend to different degrees on government
intervention for their overall support. The
principal service provided to the young and
involving substantial government expenditures appears to be education. However, the
declining share of youth in the population is
also likely to be manifested in a relative decline
in private expenditures for food, shelter,
clothing, and entertainment for this group.
As a result, the projections understate the
shift in the structure of demand for social and
other services that is likely to occur as a
result of the demographic changes.
Pressure for new social expenditure. The
potential demand for social expenditure on
the elderly, whether publicly or privately
financed, is likely to increase. This is particularly the case for medical care and for the
long-term care of the elderly. New medical
technologies may lead to an escalation of
medical costs. For instance, recently developed procedures to clean out arteries, to
disintegrate kidney stones, or to transplant
organs are likely to tap a strong, latent
demand for new and expensive forms of
medical care. In some cases, such technologies may reduce the overall cost of treatment
for an illness, but this may be offset by the
increased demand for care they may generate.
The pressures for an expansion of medical
expenditure, even in an efficiently organized
health care system, will probably be great;
withstanding these pressures will inevitably
require difficult decisions regarding the criteria to be used in controlling access to these
procedures.
Long-term care for the elderly, now only
marginally financed under present government insurance programs, is likely to become
a more important source of demand for resources. The population aged over 80 will
not be a large share of the population, but its
absolute size and its share of the population
will triple or quadruple in many countries over
the next 40 years. The prevalence of chronic
illness and the need for assistance in the
activities of daily living is dramatically greater
for this age group. Many medical conditions
become increasingly common in the older age
groups and, more important, elderly persons
are more likely to experience more than one
of these conditions.
Effects of policy measures. The growth in
the tax burden that could arise from the
mounting level of social expenditure is likely
to be reflected in a number of policy measures
aimed at containing these expenditures. Policies to limit the growth rate of real benefits
or expenditure per recipient are more likely
to be used than attempts to amend the
eligibility rules or program coverage. For
example, pension replacement rates can be

lowered and pension age can be raised. One
of the reasons for the smaller projected
increase in the social expenditure ratio in
Canada than elsewhere has been the policy
of holding some pension benefits constant in
real terms. To control the growth of expenditure on medical care, limits can be placed on
government spending, as in the case of the
United Kingdom; co-payment rates can be
raised; and individual medical voucher plans
can be introduced in connection with prepaid
health plans.
Effectively limiting the growth in costs or
benefits per recipient relative to the growth
in productivity can moderate the growth in
social expenditure significantly. From the
simple arithmetic of compound growth rates,
benefits per capita rising at an annual rate
0.5 percentage points lower than that assumed in the projections could reduce absolute expenditure by approximately 20 percent
over a 45 year period. This could virtually
eliminate any increase in the social expenditure ratio in all the countries discussed above
except Italy and Japan; it would imply a
significant decline from the present ratios in
Canada, France, and the United States. Although it would be extremely difficult to
achieve such a reduction in real benefit levels,
it is important to underscore the sensitivity
of the projections to these assumptions.
Such policies would effectively shift the
burden of financing of the needs of the elderly
to the private sector, that is, financing from
the assets of the elderly themselves and from
the incomes of their immediate families. In
principle, the prospect of less public financial
support for the elderly might also induce a
higher savings rate by the present working
generation. However, simply transferring increased responsibility to the private sector
will not significantly diminish the share of
resources in the economy that will be needed
to support the elderly population. Without
understating the important potential role of
private sector resources in supporting the
elderly, it must be emphasized that the increasing share of the elderly in the population
is likely to pose overall macroeconomic problems in financing the associated intergenerational transfer of resources. These problems
will transcend the issue of the division of
responsibility between the public and private
sectors.

Sectoral issues
Pensions. Policy makers in each of the
major industrial countries face a trade-off. If
projected contribution rates rise too quickly
or to unacceptable levels, then future pension
expenditure has to be contained, implying a
reduction in the growth rate of average pension levels, an increase in pension age, or a
combination of both. Some countries have
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already begun to take action in this regard.
The United States has emphasized a phased
increase in pension and retirement ages, while
Germany has moved to link pensions to net
rather than gross earnings. The United Kingdom, having first considered phasing out its
earnings-related pension scheme, will now
amend the provisions of the scheme, and
Japan has frozen replacement rates under
some of its pension schemes.
Financing of pensions has also become an
important issue. Most schemes are now financed on a pay-as-you-go basis, whereby
pensioners are paid out of the current income
of the working population. This type of scheme,
in contrast to funded schemes, was supposed
to guarantee a standard of living for pensioners which increased in line with incomes of
the working population. Now it appears that
this system is particularly vulnerable to demographic changes. Therefore, there has
been some discussion as to whether an element of funding should be introduced into
social security financing—that is, setting aside
funds as pension liabilities are accrued. Only
Canada and Japan fund part of their social
security pension liability. However, general
provision for the elderly may be more extensively funded, since one could argue that
Japan's high savings rate (and its correspondingly high external current account surplus)
reflects the need to ensure enough capital is
accumulated to finance expenditures on the
elderly in the last decade of the century.
While its proponents highlight the potential
positive impact of funding on savings, capital
accumulation, and growth, the evidence is
inconclusive. When all the strengths and
weaknesses of the two forms of financing are
set against one another, the case for a switch
from pay-as-you-go to funding is not clearcut.
Medical care. Most of the industrial countries have been preoccupied in recent years
with the problem of controlling the growth of
government expenditure on medical care, and
cost containment is likely to continue as a
priority in the foreseeable future. In part,
this has taken the form of efforts to improve
the efficiency with which services are provided—by eliminating excess capacity, by
offsetting imperfections or excessive power
in the market through which medical services
and supplies are provided, by reducing the
degree to which almost 100 percent third
party co-payment rates have led to excessive
demand for medical care by patients, and by
curbing excessive supply of services by physicians and hospitals. Other policies have
attempted to shift a greater share of the cost
burden to the insured population and to increase their cost consciousness.
Ultimately, the critical issue becomes one
of controlling costs without compromising

other policy objectives, particularly the quality
of care provided and reasonable access to it.
Rapidly changing technology further complicates this trade-off as many new developments portend the capacity, albeit expensive,
to improve substantially the prospects for
surviving previously fatal illnesses. Will it be
necessary to ration the more expensive technologies, and if so, what criteria will be
applied? How does one judge the marginal
benefits of additional treatment? Should the
cost of repair or transplant of critical human
organs be covered by health insurance programs and, if so, how should the costs be
distributed among participants?
These issues become particularly complex
for the very elderly and raise difficult ethical
issues. In the United States, more than a
quarter of total Medicare spending arises
from the treatment of enrollees in the last
year of their life, even though such enrollees
constitute only 5 percent of the enrolled
population. How much of such expenditure is
of "life saving" value? Could there have been
a shift of care from more expensive hospitals
to less expensive hospices? At what point
does one cease to pursue intensive medical
treatment of the hopelessly ill or of those
who are senile? Conversely, should mentally
competent patients have the right to refuse
life-sustaining medical treatment?
Education. Demand for education will probably contract over the next 15 years in view
of the anticipated decline in the number of
students, though this projection assumes the
maintenance of constant teacher-pupil ratios.
Tenure rules in public education systems may
be a significant obstacle to reducing the
number of teachers, and this may limit the
ability of educational systems to reduce expenditure. There is likely to be pressure,
however, to limit the number of new hirings
and to change the terms on which teachers
are hired (e.g., as in Germany). Since in
some countries (e.g., the United States),
new faculty at the tertiary level of education
are responsible for much research, this could
have some effect on the rate of technological
progress. One should also note that some
countries have used the opportunity of declining enrollments to improve their teacherstudent ratios (e.g., as in the case of primary
education in Japan).

stitutability among different demographic
groups.
In recent years, the view has gained currency that the unemployment compensation
schemes designed to deal with the frictional
and cyclical unemployment of the 1950s,
1960s, and early 1970s have proven inadequate under modern labor market conditions,
characterized by high levels of structural
unemployment. It has been argued that these
programs need redesigning, so that the unemployed can be retrained and relocated in
ways better suited to their needs as well as
those of the wider labor market. This argument has long-term significance, as unemployment compensation programs could be
an integral part of a labor market adjustment
mechanism designed to manage this demographic transition.

Conclusion
In this paper it has been shown that as
long as social programs are organized along
their present lines, population aging will intensify the pressure of demand for government social expenditure. This is particularly
the case in the context of the other factors
which have historically led to a growth in real
benefits and costs at rates in excess of the
growth in productivity. The resulting increase
in the tax burden may demand a policy
response. There is probably scope for social
expenditure to be contained. But the discussion above suggests the difficulties in containing the growth in costs and benefits.
Attempts to limit the expansion of overall
government expenditure must also inevitably
focus on those areas of government expenditure with a larger discretionary element.HI
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Unemployment compensation. The anticipated demographic developments will affect
the size and the sex and age composition of
the work force. They are also likely to affect
the demand side, changing patterns of demand
for goods and services that will feed through
to the derived demand for labor. The outcome
could be major labor market mismatches,
resolvable only if the labor market is sufficiently flexible, thus requiring greater sub-
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Why is Japan's private
Several factors, notably the low ratio of Japan's aged to its working population,
seem to hold the key. An analysis of the various influences in Japan and
other OECD countries and a look at future trends in Japan
Charles Yuji Horioka
tFapan's savings rate is acknowledged to be
one of the highest in the world, but there is
little agreement over why this is so. Japan
ranks high among the OECD countries both
in terms of its household savings rate (savings
as a percent of household disposable income),
which at 21.2 percent is second only to Italy's,
and in its private savings rate (savings as a
percent of private national income where
private savings is the sum of household and
corporate savings), which at 22.7 percent is
second only to Luxembourg's. By contrast,
the United States has a household savings
rate of only 8.1 percent and a private savings
rate of only 10.4 percent, while the average
private savings rate for the OECD countries
as a group is 15.6 percent (all figures represent averages for 1976-82).
This article, which draws upon a longer
study of intercountry differences in OECD
private savings rates, assesses the relative
importance of the various factors that have
been suggested as possible causes of Japan's
high private savings rate. Based on these
same factors, it also attempts to predict the
future course of Japan's savings rate.

The model
For the purposes of this analysis, the model
selected was based largely upon the life-cycle
hypothesis of Franco Modigliani and others.
This hypothesis assumes that the primary
motive for saving is to provide for retirement;
thus, individuals save during their working
years and dissave during their retirement. In
a stationary economy, the savings of the
young will exactly offset the dissavings of the
old, leading to aggregate household savings
of zero. In the presence of either population
growth or productivity growth, however, a
positive amount of household savings will
22

result because the savings of the young will
exceed the dissavings of the old, and the
higher the rate of population or productivity
growth, the higher will be the household
savings rate.
Modigliani has argued, however, that it is
not population growth per se but the ratio of
retired households to working households that
influences the savings rate. Moreover, since
the population that has not yet reached working age contributes to consumption without
contributing to income, its ratio will also affect
the savings rate. This study therefore utilized
the ratio of the aged (those 65 years and
over) to the population between 20 and 64
years and the ratio of the young (aged 19 and
under) to that aged 20 to 64 years. In gauging
productivity the best method would be to
measure the rate of growth of output per
worker, but since these data are not available
for all OECD countries, the average growth
rate of real per capita private national income
was used instead.
The life-cycle hypothesis also identifies the
ratio of the retirement span to lifespan as an
important influence on savings rates. The
higher this ratio is, the higher will be the
share of income that must be saved during
one's working years to ensure adequate resources for retirement expenditures. Since
the earlier the retirement age and the longer
the life expectancy at retirement, the longer
will be the retirement span, a higher retirement age would be expected to exert a
negative impact on the savings rate, while a
longer life expectancy at retirement would be
expected to exert a positive impact. To
ascertain the importance of retirement-related factors, the study examined several
aspects, including the life expectancy of males
at age 65; the retirement age, proxied by the

qualifying age for public old-age pensions; the
life expectancy of males at the standard
retirement age; and the labor-force participation rate of males aged 65 and over.
The final set of factors identified by the
life-cycle hypothesis pertain to social security,
Public old-age pensions represent an alternative source of financing for the retirement
years and hence will tend to reduce private
savings (the wealth-replacement effect). But
to the extent that they induce workers to
retire earlier, thereby necessitating more
saving for retirement, such pensions will tend
to increase private saving. Since the two
effects operate in opposite directions, the net
impact of public old-age pensions on private
savings cannot be determined a priori.
The appropriate measure of public old-age
pensions is the amount of benefits that current
workers can expect to receive when they
retire, but in the absence of such data, data
on current benefit expenditures for public
pensions have been used. A broader concept
of social security encompasses not only pensions but also other forms of social insurance
(sickness/maternity, employment injuries, and
unemployment) as well as family allowances,
public assistance, and so on. Although the
life-cycle hypothesis does not offer any predictions concerning the impact of social security programs other than old-age pensions,
it is at least possible that other forms of social
security will reduce the need for precautionary savings and thereby exert a negative
impact on private savings.
The study also examined the impact of the
rate of consumer price inflation and, as a
proxy for land prices, the gross domestic
product per square kilometer. The relative
price of land may influence private savings
because higher land prices will necessitate
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savings rate so high?
higher savings for housing purchases, assuming a price-inelastic demand for housing.
The savings model used cross-sectional
data for Australia, Austria, Belgium, Canada,
Denmark, Finland, France, the Federal Republic of Germany, Greece, Iceland, Ireland,
Italy, Japan, Luxembourg, the Netherlands,
Norway, Spain, Sweden, Switzerland, the
United Kingdom, and the United States—the
OECD countries for which data on net private
savings are available. The sample was restricted to OECD countries because it was
desirable to compare countries at a similar
stage of economic development and to which
the life-cycle model would be expected to be
applicable.
Results
Overall, the results of the model provide
strong confirmation of the life-cycle hypothesis. In addition, inflation is found to have a
positive and highly significant impact on private savings. This is somewhat surprising
since time-series analyses often obtain the
opposite result, but it could be that inflation
induces households to increase their saving
in order to maintain the real value of their
financial assets or that inflation increases the
amount of uncertainty about the future and
hence their perceived need for precautionary
savings. The implied impact of inflation on
private saving is considerable, with a one
percentage point increase in inflation raising
the private savings rate by about half a
percentage point.
The data also support the notion that higher
land prices induce greater savings for land/
housing purchases. With regard to pensionrelated factors, their net impact on private
savings is roughly zero (or perhaps slightly
positive), apparently because the wealth-replacement and induced-retirement effects of
public pensions roughly offset one another.
As to the broader measures of social security,
the underdevelopment of social security does
not appear to necessarily lead to increased
savings for precautionary purposes. The simple correlation between the level of social
security benefits and the private savings rate
is negative and significant, but it cannot be

Table 1
Comparative factors: Japan, the United States, and OECD
Factor1

0isawth mtas of par Capita income
Ratio of aged to working-age
population
Ri^$^
l^puiaito
Labor force participation rate of the
aged
C^syrWr p^m Irittiort
GDP per square kilometer
Per Capita income
Retirement age
PyWie pension btnelt$ ^r p^r^ai
r
&m]$&m:%. '^^i®f^<m$l$» private rttioital tmk»i
Private savings rate

Japan

United States

OECD mean2

1.6
15.0

1.1
20.0

1.5'
22.6

m.7

54J

S44

50.2

24.3

21 .5

4.§
2555.1
5946.2
60.0
31.6

7,8
278.4
8268.7
65.0
47.3

11 »S
1023.5
616SJ
63.9
71;S

22.7

10.4

15.6

Sources: OECD, IMF, UN, and ILO data.
1
All variables are expressed in percents except for GDP per square kilometer and per capita income, which
are in US dollars, and retirement age, which is in years.
2
All figures pertain to the full sample of 21 OECD countries except for those for public pension benefits,
which exclude Iceland.

identified as a statistically significant factor
affecting savings because of the high correlation with the population over 65. Countries
with a high ratio of the aged tend to be
countries with generous pension benefits,
perhaps because a larger aged population
increases the political pressure for improvements in pension benefits. It is thus difficult
to estimate the independent impact of pension
benefits on the private savings rate.
With regard to the impact of retirementrelated factors on savings, the data indicate
that, as expected, a longer expected retirement span (due to either a higher retirement
age or a longer life expectancy at retirement)
induces more savings, while a higher laborforce participation rate of the aged has the
opposite effect.

Japan's savings rate
To determine the relative impact of each
factor on Japan's private savings rate, several

steps need to be taken. First, it is necessary
to know how the values of the explanatory
variables differ between Japan and other countries. Japan has the lowest ratio of elderly in
the sample and the highest labor force participation of the aged (Table 1). The growth
rate of per capita income and land prices are
higher in Japan than both the United States
and the OECD mean, while the ratio of the
young and the inflation rate are lower in Japan
than both the United States and the OECD
mean. Finally, per capita income in US dollars
is slightly higher in Japan than the OECD
mean but lower than in the United States.
An assessment of the relative importance
of each of these factors in comparison, for
example, with the United States indicates
that Japan's relatively low ratio of the aged
to the working-age population is by far the
most important factor behind that country's
high private savings rate. Because this factor
exerts a negative influence on the private
Finance & Development I December 1986
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savings rate, the fact that it is by far the
lowest in Japan can explain a full 11.5 percentage points of Japan's higher private savings rate when compared with that of the
United States (Table 2).
Similarly, because higher land prices exert
a positive impact on the private savings rate,
their much higher level in Japan appears to
explain 5.0 percentage points of the gap
between the Japanese and US private savings
rates. Further, Japan's lower per capita income, lower ratio of the young to the working-

Table 2 shows that the above-mentioned
factors can explain virtually all of the difference between Japan's private savings rate
and that of the United States. This suggests
that omitted variables, such as cultural differences, tax incentives, the availability of
consumer credit, the ratio of bonus income
to total worker compensation, the distribution
of income, household wealth holdings, and so
on, explain little of the difference between
the Japanese and US private savings rates,
but it may be that their effects are offsetting
or that they are correlated with one or more
included variables. If possible, it would be
desirable to estimate the impact of these
omitted factors directly, perhaps by means
of an analysis of time-series data for Japan.

Table 2
Contribution of each factor to 1
Japan's higher private savings rate

An analysis of the factors accounting for
the gap between Japan's private savings rate
and that of the OECD countries as a group
showed generally similar results. The primary
differences are that the contributions of the
ratio of the aged and of inflation are greater,
while the contributions of both the level and
the rate of growth of per capita income and
of land prices are lower.

(In comparison with the United States)
Factor

Contribution

Higher growth rate of per
capita income
Lower ratio of aged to
working-age population
Lower ratio of young to
working-age population
Higher labor force
participation rate of the
aged
Lower consumer price
inflation
Higher GDP per square
kilometer
Lower per capita income1
Residual
Total difference in
private savings rate

+ 1 .58
+ 1 1 .47
+3.15
-11.13
-1.65
+4.97
+3.88
+0.06
+ 1 2.33

Source: IMF staff calculations.
1
Per capita income was found to have a negative
impact on the private savings rate.

age population, and more rapid growth rate
of real per capita income have also contributed
to Japan's higher private savings rate, but to
a lesser extent.
By contrast, there are also factors that
tend to reduce Japan's private savings rate,
the dominant of which is the higher labor
force participation rate of the aged. Because
this variable exerts a negative impact on the
private savings rate, its much higher level in
Japan serves to lower that country's private
savings rate by a substantial amount (by 11.1
percentage points relative to that of the
United States). Similarly, because inflation
exerts a positive influence on the private
savings rate, the lower inflation rate in Japan
has decreased the private savings rate by 1.7
percentage points relative to that of the
United States.
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Modigliani and Sterling also conducted an
analysis of the difference between Japan's
private savings rate and the OECD-wide mean
and found that the largest contributing factor
was the growth rate of per capita income, a
factor found here to be of minor importance.
The reason for this difference is that the data
used in the present study pertain to 197682, a period during which Japan's per capita
income growth rate was only moderately
higher than the OECD average, while Modigliani and Sterling used data for 1960-70, a
period during which where Japan's growth
rate was far higher than the average. In
addition, Modigliani and Sterling found that
the ratio of the young made a small negative
contribution, while the present study found
that it made a large positive contribution.
This difference is also attributable to the
difference in time period: the ratio of the
young in Japan during 1960-70 was close to
the OECD average, whereas it is now one
of the lowest among the OECD countries.
A final difference is that Modigliani and
Sterling found that Japan's low level of pension
benefits made a large positive contribution
whereas this factor is excluded here because
its impact was found to be insignificant. The
two analyses agree, however, that the ratio
of the aged made a large positive contribution,
while the labor-force participation rate of the
aged made a large negative contribution.
Thus, some factors influencing Japan's savings
rate have remained important throughout,
while in the case of other factors, as one
(such as the high growth rate) declined,
another (such as the low ratio of the young)

replaced it, with the result that the savings
rate remained high.

Future trends
It is impossible to have a clear idea of how
all the factors determining private savings
behavior are likely to evolve. In looking at
how the savings rate is likely to change,
attention here is focused mainly on the most
important aspects, for which the direction,
and in some cases, magnitude of future changes
can be anticipated with a reasonable degree
of confidence. These include, in particular,
expected changes in the ratio of the aged,
the ratio of the young, the labor-force participation rate of the aged, and the retirement
age.
Changes in the age structure of the population will be considered first because this
factor has had, by far, the most important
impact. The ratio of the aged in Japan is
growing at an unprecedented rate owing to
the sharp decline in the birth rate and continued increases in life expectancy. In fact, it is
now projected that Japan's ratio of the aged
will exceed 25 percent by the year 2000;
official projections further suggest that it will
rise to above 40 percent by 2040 before
tapering off. These estimates indicate that
the Japanese population is, in the not too
distant future, likely to become the most aged
in the world. It is clear from the model
developed in this study that such a rapid aging
of the population will have profound effects
on Japan's private savings rate.
The increase in the ratio of the aged will
be accompanied by a decline in the ratio of
the young, at least until about 2000. This
decline would be expected to increase Japan's
private savings rate. Indeed, until about 1995,
the positive impact on private savings arising
from a decline in the ratio of the young will
slightly outweigh the negative savings effects
of the projected increase in the ratio of the
aged.
The net impact of these two factors will
be to raise the savings rate by about 1 percent
over the course of the 1980s. However, the
more rapid increase in the ratio of the aged,
combined with a projected turnaround in the
ratio of the young, which is expected to begin
increasing again around the end of the century, would be expected together to contribute to a strong decline in private savings after
about 1995. By 2000, these two factors,
taken in isolation, are likely to reduce the
private savings rate by about 5 percentage
points relative to the 1980 base level.
It is tentatively projected, based on these
demographic projections, that there will be a
much more pronounced decline in the private
savings rate early in the twenty-first century,
due to the expected decline in the population
growth rate, which is projected to become
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negative by about 2015. The life-cycle hypothesis predicts that an economy with a
declining population will have a negative savings rate.
Turning to other influences on the savings
rate, the standard retirement age in Japan
has been 55, but an increasing number of
corporations have adopted a retirement age
of 60 and further increases to at least 65 are
likely in due course. The eligibility age for
public old-age pensions, a closely related
factor, is being increased from 60 to 65, which
would, on its own, create pressures to increase the retirement age to 65. If this fiveyear extension of the retirement age occurs
by the year 2000, this will precipitate a drop
in Japan's private savings rate of about 4
percentage points. Later retirement would
shorten the average retirement span and
hence reduce the need to save for retirement.
Finally, there are likely to be associated
changes in the labor-force participation rate
of the aged. This rate is likely to continue to
decline, owing in part to improvements in
public old-age pensions. The magnitude of
the decline is difficult to estimate, but under
reasonable assumptions, the increase in the
private savings rate induced by a lower labor-

force participation rate of the aged will roughly
offset the decrease in the savings rate caused
by higher income levels and later retirement.
Thus, the combined impact of changes in
factors other than the ratio of the aged and
the ratio of the young on future movements
in the private savings rate will probably be
negligible, at least in the year 2000. Thus,
the earlier discussion, which focused exclusively on the impact of changes in the age
structure of the population, is probably not
seriously misleading.
The conclusions of this paper might be
altered if Japan's private savings rate were
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influenced by factors omitted from the analysis. For example, if the wealth-replacement
effect of public old-age pensions were relatively strong, the private savings rate might
begin to decline earlier than predicted here
owing to the maturation of the pension system
and the attendant increase in benefit levels.
Although a lack of data made it impossible to
estimate the impact of pensions on the private
savings rate, the conclusion to be drawn from
these projections is clear: despite the uncertainty concerning the impact of pensions,
Japan's private savings rate, after a period of
relative stability over the next ten years or
so, will inevitably begin to decline steeply no
later than the mid-1990s.
This suggests that policy makers would do
well to act with caution in attempting to reduce
Japan's current account surplus by policy
changes aimed at reducing private savings.
While such savings appear to be high and
robust—and this is likely to be the case for
some time—they are by no means a permanent feature of Japan's economy. The decline
in the private savings rate projected on the
basis of demographic factors over the next
15 years would, in itself, be sufficient to
eliminate Japan's current account surplus. HD
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Health and development:
the Bank's experience
Lessons from the first five years of lending for health projects
Anthony R. Measham
here is now wide agreement that economic development should be measured not
only by improvements in indicators such as
per capita income but also by indicators of
the quality of life. Health and nutrition are
important indicators of human, social, and
economic development. They also affect development in a number of direct and indirect
ways. Good health and nutrition are important
factors in the provision of a regular supply of
labor, an advantage even in countries with
surplus labor, since it avoids the disruptions
caused by sickness and resulting absenteeism. Poor health and nutrition reduce labor
productivity and impair the ability to learn,
thus undermining investments in education
and training. Moreover, the good health of
mothers is critical to the health and wellbeing of children and to their eventual labor
contribution. Treatment of ill health can drain
scarce national and individual resources.
In many parts of the world, the presence
of disease impedes economic development by
restricting access to fertile areas and valuable
natural resources. In West Africa, riverblindness spread by black flies was a severe
constraint on the development of the Volta
River basin until a successful effort was
launched against the disease (see "Riverblindness controlled" by Shuja Nawaz, Finance &
Development, June 1986). Similarly, malaria
control in Mexico, Nepal, and Sri Lanka, and
efforts against sleeping sickness spread by
26

the tsetse fly in Nigeria and elsewhere,
opened up for resettlement areas that were
formerly affected by these diseases. Malaria
control is a major objective of current Bankfinanced projects in Brazil and Indonesia.
There is also a well-established, though
complex, relationship between health, fertility, and population growth. Better health and
nutrition clearly increase the ability of women
to produce healthy babies with good prospects
of survival. This, in turn, makes it possible
for parents to plan and limit the number of
children they seek. Hence fertility is generally
lower among healthier and better educated
parents. Over the long run, improved health
is an important factor in the transition countries make from high fertility and mortality
rates to lower levels, and in declining population growth rates. This transition helps to
remove one of the hindrances to the economic
growth of the developing countries—rapid
population growth.
This article examines the World Bank's
lending for health, particularly its experience
since 1980. A similar article on nutrition
appeared earlier; see Alan Berg, "Improving
nutrition: the Bank's experience," Finance &
Development, June 1985.

Health in developing countries
Life expectancy has increased dramatically
over the last two decades in the developing
world as a whole (see Table 1). The largest

gains have taken place in the reduction of
infant and child mortality. Countries in Africa,
Asia, Latin America, and the Middle East
show important gains in life expectancy and
reduced mortality rates as a result of improvements in overall living conditions as well
as in health status. Life expectancy and health
have improved most in Latin America, followed by Asia (especially East Asia) and the
Middle East, with least progress in SubSaharan Africa. But major differences exist
within all regions, and within individual countries, correlating closely with poverty, education, and nutrition levels.
There remain large differences in life expectancy and health status between developed and developing countries as a group,
although with respect to life expectancy there
are exceptions, such as China, Costa Rica,
and Sri Lanka. In developing countries, infant
and child mortality rates are typically 10 times
as high, and maternal mortality rates as much
as 100 times as high, as those in industrial
countries. Children under five years of age
account for almost half of all deaths in developing countries.
Despite recent improvements, health conditions in many developing countries are similar to those prevailing 75-100 years ago in
today's developed countries. Children die
mainly from respiratory infections, malnutrition, and diarrheal diseases. Those who survive until the age of five have a life expectancy
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nearly ten years less than their counterparts
in developed countries today. Endemic tropical diseases, such as malaria, schistosomiasis, and other worm infestations, add to the
economic burden of the developing world,
and in the case of malaria, increase substantially the mortality rate.

Policies in developing countries
Few governments in developing countries
have implemented comprehensive programs
to combat ill health among their populations.
Public expenditures on health programs are
often limited and undertaken on an ad hoc
basis without the benefit of detailed information on the extent of particular problems
and the efficacy of the measures and administrative arrangements to achieve health objectives. Official expenditures on health seldom exceed 3 percent of GDP. In a group of
72 countries for which such data are available,
slightly over one half have per capita expenditures on health of less than $5 a year.
The bulk of official outlays on health in developing countries often are concentrated in
urban areas and on expensive hospital facilities, while rural populations usually have
limited access to modern health services.
Where modern health services are available,
they are usually inadequate for the number
of persons to be covered, and often provide
mainly curative services while neglecting preventive care. Public services tend to be
supported by inadequate administrative structures and training facilities, and inefficient
systems for the production, procurement,
and distribution of drugs and other medical
supplies. Modern private services tend mainly
to serve the well-off urban minority.
For many years a number of international
institutions, including the World Health Organization (the leading agency in this field)
and UNICEF, have helped developing countries tackle their health and related population
and nutrition problems. Since 1980 over 50
developing countries have also asked the
World Bank for assistance in planning, financing, and implementing programs covering
population, health, and nutrition. International
agencies, however, have had insufficient financial resources to meet the needs. Fortunately many bilateral donors are also active
in the health sector. Approximately one third
of Bank-financed projects, for example, have
been cofinanced by bilateral or multilateral
agencies, and frequently by both.

Evolving Bank role
Initially, especially in the early 1970s the
Bank financed health activities within population projects. In 1974 the Bank adopted a
formal policy for such investments. Its Health
Sector Policy Paper of March 1975 concluded
that ill health impeded development in many

countries and that improving health conditions
should be a major development objective.
The Bank then began lending for health
components in agriculture and rural development, and in urban and education projects.
Among other things, these projects financed
the construction and staffing of health facilities
to provide a delivery system for family planning and nutrition activities, and to provide
for the training of health personnel. By 1975,
the Bank had begun preparing health sector
studies for a number of countries in Latin

Table 1
Life expectancy at birth in 95 developing
countries
Life expectancy

Lass than 35 years
35-39
40-44
45-49
60-54
55-59
60-64
65-69
70 or more

Number of countries
1965
1984

2
9
26
11
20
13
8
6
0

0
2
5
16
20
10
19
14
9

Source: World Bank, World Development Report 1986.

projects. Within three years of that decision,
the Bank became the largest lender for developing country health projects. (Both Japan
and the United States provide an average of
$100 million or more a year for health, largely
in the form of grants.) The Bank has approved
health, population, and nutrition projects totaling over $100 million in each fiscal year
since 1982, lending some $1,010 million for
35 projects during fiscal years 1981-86 (see
Table 2). Health components of projects in
other sectors are not included in this amount,
nor are water and sanitation investments
(which affect health conditions).
The shift from lending for health components to direct lending for health projects
signaled a change in the Bank's approach, to
a broader role in health sector planning and
operations, with a view to improving the
management of the health sector as a whole.
The Bank initiated direct lending for several
reasons: (1) To use its experience in country
programming and sector analysis, to help
countries design effective national health systems. (2) To help mobilize international financial resources and technical expertise in
support of primary health care. (3) To allow
the Bank to assist countries in improving the
health and productivity of the very poor. (4)
To provide opportunities for dialogue on population issues and for supporting family planning services through the health care system.

Nature of projects
America, Africa, and Asia. A formal agreement was signed with WHO in 1976 and
arrangements set up with major bilateral
donor agencies to coordinate health-related
lending.
On the basis of accumulated experience
and the perceived needs of its borrowers,
the Bank's Executive Board in 1980 approved
the beginning of direct lending for health

The Bank supports the concept of primary
health care, that is the provision of essential
and appropriate health care at the community
level, as enunciated by WHO and UNICEF
at the 1978 Alma Ata Conference. The 35
health projects financed by the Bank over
1981-86—the first five years of direct lending
for health projects—have a number of common features: all, except one project in Sao

Table 2
World Bank population, health, and nutrition projects
approved, by region, fiscal
years 1981 -861
(In millions of dollars)
Region

South Asia
East Africa
West Africa
East Asia and Pacific
Middle East and North Africa
Latin America and Caribbean
Total
Number of Projects

FY82

FY83

FY84

FY85

FY86

18
7
27
19
34

70
14
17
85
0
58

0

13
0

0
23
0
0
0
13

85
43
0

129
11
70
98
0
96

13

36

120

244

193

404

1

2

7

7

7

11

FY81

0
0
0
0

15

4

61

Source: World Bank, Population, Health and Nutrition Department.
1
Bank fiscal year ends June 30.
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Paulo, Brazil, are primarily rural projects.
Most are designed to expand basic health
services. All include a manpower development component, and the majority include a
substantial effort to strengthen family planning
services. The development of health facilities,
involving the construction or rehabilitation of
health posts and centers, predominantly at
the primary level, figures in all projects and
accounts for 40-50 percent of project costs
financed by the Bank. About two thirds of
health projects include funds to support sector
studies, reflecting the paucity of financial and
epidemiological data in most countries. A
slightly smaller proportion of projects include
components that aim to improve nutritional
status. Of 35 projects, 14 include cost recovery for health services or drugs as a project
objective.
Two other elements are also prominent in
most projects: (1) stressing cost-efficiency
while minimizing the recurrent costs of health
projects, and (2) strengthening pharmaceuticals management. The first is evident in all
the projects approved since 1981, most notably in Sub-Saharan Africa, where economic
conditions are worst. The need to minimize
recurrent costs has been emphasized in various ways. In Jordan and Jamaica, Bank staff
have helped national authorities plan health
sector investments to reduce items, such as
additional hospital beds, that carry high investment and recurrent costs, and have concentrated efforts on low-cost primary care
facilities that emphasize prevention as well
as treatment of disease. The Bank has also
stressed the need to maintain rather than
expand infrastructure when resources are
very limited, for example, in Ghana and
Ethiopia. Rigorous analysis and control over
plans to expand health manpower and to
introduce expensive new technologies, for
example in urban hospital facilities, have helped
keep recurrent costs down. Bank staff have
suggested methods of cost recovery to increase the efficiency and the effectiveness of
investments, as well as permit more rapid
and equitable expansion of health services.
Shortages of drugs and supplies, and inefficient procurement, storage, and distribution systems are major constraints in most
developing countries. In 14 Bank projects,
including 8 in Sub-Saharan Africa, strengthening Pharmaceuticals management and, in
some cases, production, is a major goal.
Adoption of the essential drugs policy advocated by WHO is usually the key to more
efficient and effective Pharmaceuticals management. (See accompanying article by Catsambas and Foster.) This policy emphasizes
assuring the availability of a limited number
of essential drugs. In several Bank-financed
projects, for example in Botswana, Lesotho,
and Malawi, projected savings on pharma28

ceuticals resulting from the essential drugs
policy and better management of drug distribution, should largely offset the incremental
recurrent costs of the projects.

Lending experience
Lending for health, population, and nutrition
accounted for 2.6 percent of total Bank lending
in fiscal year 1986, more than double the
proportion before direct health lending began.
Bank lending for health has increased the
awareness within member countries of the
need to consider health investments within
the context of overall national development
programs. The Bank's involvement in the
health sector also has contributed to the
adoption of clearly defined and well-supported
policies on population and family planning in
several countries (e.g., Malawi, Nigeria, and
Senegal). In Nigeria the Bank's involvement
helped to make population and family planning
an important focal point for discussion and
coordination of assistance from other donors.
The following broad lessons have emerged
from the Bank's early experience with lending
for health.
Health care financing. Substantial expansion of primary health care, a major need in
many developing countries, often is possible
only if the disproportionate share of resources
currently absorbed by hospitals, mainly in the
cities, can be redistributed. Further, health
services are often duplicated, for example,
by ministries of health and social security
agencies in Latin America, resulting in a waste
of scarce resources. Substantial benefits are
likely to accrue if ministries of health, social
security agencies, nongovernmental organizations, and the private sector better coordinate their activities in providing health services. Bank-financed projects in Brazil and
Colombia are helping governments avoid unnecessary investments in new infrastructure
and rationalize the division of labor between
social security and ministry of health services.
Most Bank-supported projects, especially in
Sub-Saharan Africa, endeavor to strengthen
and complement the usually effective health
programs managed by private and voluntary
organizations.
Hospitals. While investments in larger hospitals should not displace support for services
at the primary level, they do have an important
role at the secondary (district) and tertiary
(provincial or national) levels, serving as
referral centers for patients who cannot be
treated at the primary level, and as training
centers. In most developing countries, hospitals are characterized by weak management,
especially in financial matters, that requires
urgent attention. Bank-financed projects in
Brazil, China, Indonesia, and Tunisia are
supporting efforts to rehabilitate district hospitals and strengthen their role in manage-

ment, training, and support to the primary
level.
Urban health services. Appalling health conditions in many cities demand attention. In
some Sub-Saharan African cities, deterioration of physical facilities and lack of drugs and
supplies have brought services almost to a
standstill. Fortunately, urban health services
can be delivered at relatively low cost because
of economies of scale in densely populated
areas. Bank-financed projects, for example,
in Brazil and Ghana, are helping to expand
services for the urban poor. In addition, it
often makes sense to strengthen family planning services in urban areas, where demand
is strongest, the approach taken by the authorities in Zimbabwe in a Bank-supported
project.
Chronic disease. Substantial morbidity and
mortality from heart disease, cancer, stroke,
and respiratory and other noninfectious diseases are evident even in the poorest countries. Smoking is a major cause of all these
conditions. The high cost of treatment of
these chronic diseases makes it important to
support low-cost preventive measures, for
example against smoking and excessive salt
intake, and the development of low-cost systems for treatment, rehabilitation, and terminal care. These chronic diseases—often
thought to be prevalent mainly in developed
countries—account for over three quarters
of all deaths in China, and for the majority of
deaths of those surviving beyond the age of
five in all developing countries.
Support systems. Public health and clinical
laboratories, health facilities and equipment
maintenance, and drug and vaccine quality
control need to be improved in many cases,
since they are essential support systems
without which health care cannot be effectively delivered. Bank-supported projects in
China and Colombia, for example, address
these areas.
Population activities. The importance that
the Bank gives to population lending was
underscored by the Bank's former President,
A.W. Clausen, in a Mexico City speech in
August 1984 that pledged a doubling of Bank
lending for population and related health proj-
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ects. A key question is whether health lending
has afforded opportunities for dialogue on
population issues and for supporting family
planning services through the health care
system—this was part of the rationale for
health lending in the 1980 policy paper. The
answer is unequivocally yes. The best evidence comes from Africa, where 14 projects
in 14 countries have been approved since
1982, and an additional eight to ten are likely
to be approved in the next two years. All of
the projects approved and under preparation
include important population and family planning components, especially in Sub-Saharan
Africa (e.g., in Burkina Faso, Cote d'lvoire,
Rwanda, and Zimbabwe).
Services at the periphery. The difficult challenge of providing effective health services
at the periphery, that is, to the neediest and
least served groups in villages, requires
knowledge of the demand for, and utilization
of, existing services, including those of traditional practitioners, and the needs and attitudes of individual consumers and communities. Only with such knowledge can an
efficient and effective health services structure be designed, and measures taken to
increase the supply of suitably trained health
personnel.
Priorities. The first generation of Bank
health projects confirms the importance of
giving priority to a small number of key
actions, such as immunization, family planning, nutrition education, and control of diarrheal and respiratory diseases and malaria.

Future project work
Most of the projects launched since 1980
are still being implemented and evaluated.
While they have yielded useful lessons, their
overall effectiveness and impact are not yet
known. Nevertheless, some lessons for the
future are clear from the strengths and weaknesses of Bank-financed health projects to
date. While projects to expand basic health
services (including family planning and nutrition) will continue to be important, future
projects will need to be more sharply defined,
given the limited management capacity in
many developing countries. Innovation in
project design will be encouraged and careful
consideration given to sector and policy-based
lending. The Bank will maintain emphasis on
cost-efficient models of health-care delivery,
minimizing recurrent costs, and encouraging
a wide range of institutions (including nongovernmental organizations) to provide health
services. Nutrition, and tropical diseases,
relatively neglected to date, will receive greater
attention in the future. Finally, more attention, supported by research and evaluation,
will be given to the design of projects to
improve the provision and management of
health services at the periphery.
|§D

Spending money
sensibly: the case of
essential drugs

LDCs can better control expenditures, in general,
and make health expenditures go farther by rationalizing
procurement and distribution of drug imports
Thanos Catsambas and Susan Foster
m aced with the prospects of a prolonged
economic slowdown and serious balance of
payments difficulties, developing countries
have begun seeking ways to maximize the
impact of their expenditures in order to meet
the growing needs of their populations. Social
sector expenditures, especially on health,
have attracted official interest because, apart
from their humanitarian implications, they
contribute greatly to the longer-term economic development of countries. How can
governments in the developing world control
their expenditures, in general, and enhance
the value of their health expenditures in a
period of general austerity? This article highlights some major issues facing governments
seeking to curb spending, and indicates the
potential for savings by describing a practical
scheme for making imported essential drugs
available to a larger number of people at much
lower prices than before.

Public expenditures
For a long period after World War II citizens
and governments alike seemed to favor the
expansion of state activities, under the assumption that this would stimulate economic
growth. Occasionally, tax and expenditure
policies were constrained by demand management considerations, but on the whole

there was little debate about the beneficial
effects of additional public spending.
Those views have recently come under
sharp scrutiny, with a fundamental reassessment taking place in the late 1970s and the
early 1980s, when the decline in world economic activity and the emergence of serious
external imbalances lowered productivity and
growth in many countries. For many developing countries deficit spending (an increase
in expenditure without a counterbalancing rise
in budgetary revenues) became the principal
cause of balance of payments difficulties. In
many cases the situation was exacerbated
when a number of budgetary purchases had
a very high import content.
Countries with balance of payments difficulties are constrained by both technical and
political considerations from containing public
spending. Many of them look to public investment programs to reduce government
expenditures. Such an approach is bound to
have detrimental effects on the country's
development prospects if it leads to the
elimination of well conceived and well implemented projects. Governments, therefore,
often seek to curtail their current expenditures. Typically, social security transfers,
pensions, and interest payments are the least
compressible in the short and medium term.
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Often wages and salaries are difficult to trim
because of political considerations. On the
other hand, purchases of goods and services,
and subsidy programs are two classes of
public spending where most governments
usually have a greater margin to achieve a
more efficient production of output. There is
substantial evidence that fiscal restraint in
these areas has frequently been inefficient.
This may be the result of two reasons: (1)
sheer ignorance and lack of incentives for
government officials prevent them from looking for ways of cutting unnecessary or waste-

Table 1
Drug expenditures per capita per
year, selected countries,
selected years1
(In US dollars)

&imlayii&
Brazil
Thailand
Colombia
Senegal
Zambia
Turkey
Pakistan
Swaziland
China
Indonesia
Bangladesh
Philippines
India
Ethiopia
Burkina Faso
Rwanda
Uganda
Guinea

13.13
8.39
S.00
7.56
7.40
6.50
5,42
4.96
4.80
4.35
3.52
3.46
242
2.36
1.47
1 .36
0.93
0.93
0.86

Sources: Scrip World Pharmaceutical News,
PJB Publications, various issues, and World
Bank data.
1
Data are for one year from the period 198284. Uniform data are not available tor all
countries for all years. These data are presented
for illustrative purposes only.

have been scope for a more selective approach. Streamlining of fiscal operations could
greatly improve the efficiency of government
programs in a number of sectors. The following examples, although presented here as
anecdotal evidence, are drawn from the operational experience of Fund and Bank staff:
Agriculture. Countries may be lured by dint
of advertising and other pressures to pay
unnecessarily high prices to import commodities such as pesticides and fertilizers. The
lack of international price comparisons also
often leads to gross overpayments and squandering of foreign exchange on food imports.
A large African country recently paid two to
two and a half times more for rice imports
than the average international price, because
the order was placed at the wrong place and
the wrong time.
Transportation. Although vehicles are usually purchased through dealers at reasonable
prices, spare parts are frequently overpriced,
especially if countries have no option but to
go through dealers instead of purchasing
directly from the manufacturer. Another important cost consideration facing many countries is the compatibility of capital equipment.
In some instances, poor planning or supplier's
inducements to purchase have led to the
acquisition of items from different manufacturers, which are incompatible with each other
and are eventually scrapped. Gasoline and
other petroleum products are also imported
by some countries at prices substantially
higher than current world prices, often because of lack of planning that results in bad
timing of purchases.
These examples refer to imported commodities and equipment under the assumption
that in a period of austerity most developing
countries would be particularly concerned
about the efficient utilization of scarce foreign
exchange.

Essential drugs program
ful public spending; and (2) the high costs of
many public goods and services may be traced
to the special relationship between the legislature, which authorizes budgetary programs, and the government bureaucracy that
has a monopoly on supplying those goods and
services and, therefore, a vested interest in
retaining a high cost level.

Inefficiencies in government
It is conceivable that many developing
countries may not have exploited efficiently
the available means to reduce expenditures
during periods of public sector adjustment.
In many instances, politicians and senior government officials try to reduce recurrent
expenditure across-the-board, whereas a
careful analysis of data reveals that there may
30

In the field of health much work has been
done on the economics of essential drugs,
and interesting results have become available
through a program of the World Health Organization aimed at helping countries reduce
their expenditures on the import and use of
drugs. One of the most important findings of
the WHO program is that many countries do
not adequately meet their health needs, although most of even the poorest among them
spend considerable sums on drugs. It would,
therefore, be instructive to look at this important area more closely.
Most developing countries import essential
drugs, often from a few major multinational
suppliers. WHO describes essential drugs as
those that are most needed for the health of
the majority of the population. There are
about 250 in a model list developed by WHO.

Most of these are no longer under patent and
are thus available in generic form. If purchased
in the most economic way and prescribed and
used rationally, these essential drugs could
adequately meet the need for drugs in developing countries. It has been estimated that
an average of one US dollar per person per
annum is sufficient to cover the needs for
basic drugs in the developing world. Yet most
countries already spend more than that on
their total drug needs, in some cases significantly more (see Table 1). These expenditures range from $0.86 in Guinea to $13 in
Malaysia. Why, then, are there never enough
drugs in the public health facilities?
Prices. One of the main reasons is that
many countries pay too high a price for
individual drugs which prevents them from
buying adequate amounts of all the drugs
needed by their populations. Typically, countries purchase brand-name drugs at a premium price from suppliers with whom they
have well-established links. A 1984 study for
WHO compared prices of brand name drugs
with their generic equivalents and found that,
on average, brand name drugs were ten times
as expensive as their generic equivalents.
Another study published in 1985, of the
pharmaceutical sector of Thailand, found a
wide range of prices for some drugs available
on the market; for one widely used antibiotic,
ampicillin, the highest price was more than
17 times the lowest price in the market.
These price differentials may be the result
of different causes. In many cases, import
restrictions may drive up prices. Alternatively, regulatory agencies may permit pricing
over and above the underlying cost considerations for the supplier. But the most important factor is that for brand name drugs
the price includes the costs of research and
development, as well as the costs of advertising and promoting the company's existing
product line. The same drug may be sold at
different prices even in neighboring countries.
Even when brand name drugs are off patent,
prices may remain surprisingly high, because
they reflect product differentiation, which the
manufacturers are interested in promoting.
For generic drugs, however, the situation
is quite different; pricing is more or less
competitive and reflects primarily the costs
of production. As a result of recent efforts to
publicize prices obtained by UNICEF's procurement and assembly center (UNIPAC) in
its international tenders, there are now
benchmark prices that countries can use to
evaluate the efficiency of their own procurement for a select group of essential generic
drugs (see box for an illustration). Increased
competition and the use of international tenders
have caused prices for these drugs to decline
by an average of some 50 percent over the
past five years, according to UNICEF.
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Costs. At the household level, the cost of
drugs may be a significant burden. A survey
of prescriptions in an urban area of a West
African country found that if the average
patient were to completely fill his or her
prescription for a given illness episode (often
containing 10-12 items) at the prices prevailing in the pharmacies, the cost would
amount to about 10 percent of the annual per
capita income.
Policy makers (both in ministries of health
and in development organizations) often tend
to overestimate the ability of people to pay
for drugs, by assuming private expenditures
on drugs to be a demonstration of "willingness
to pay" and, by extension, "ability to pay."
As a result, expenditures on drugs are erroneously taken to reflect rational preferences
of the population and to justify the demand
for foreign exchange. This can be misleading,
since private expenditures on drugs are often
made in extreme situations of life and death,
and not for routine health care. High costs of
health care and drugs may cause people to
delay seeking treatment until the disease has
advanced to a critical stage, when it may no
longer be treatable.
At the national level, the cost implications
of poor drug selection and procurement can
be quite surprising. A WHO team visiting a
Sahelian country found that three drugs accounted for 40 percent of the drug budget of
a rural health center which serves over 150,000
people. Thirty percent of the budget went
for one drug alone, ampicillin, supplied by a
commercial agency under a brand name at 34 times the cost of the same drug through
UNICEF's UNIPAC service. If this one drug
accounts for a comparable percentage of
national drug expenditures, a switch to a
generic form would free a large part of the
government's drug budget for other uses.
In effect, under the status quo, one observes a limited supply of high quality, high
cost drugs available to only a small portion of
the population, with negligible amounts of
drugs available to the majority. Inefficiencies
in the use of the drug budget often result in
shortages at the peripheral level, particularly
for the urban and rural poor who are least
able to afford drugs from the private sector.
This is because the budget is insufficient to
fill the "pipeline," and higher level hospitals
at central locations, staffed by politically more
influential doctors, have priority access to
available stocks of drugs. When these hospitals are responsible for distribution of drugs
to lower level facilities, they tend to meet
their own needs before sending drugs onto
peripheral units. The intention of the essential
drugs program is to give existing government
health budgets the capacity to significantly
expand the quantity of drugs that can be

purchased and thus strengthen the availability
of drugs to the mass of the population.
There are a number of reasons why countries continue to purchase drugs at high
prices. At the individual level, the major factor
may simply be habit; doctors and nurses are
used to prescribing certain drugs under their
brand names and some may not even know
the generic name of the drug. At the same
time, the demand for brand name drugs by
patients may reflect concerns (rarely justified)
about the quality of generic drugs compared
with their brand name equivalents. UNICEF
routinely checks the quality of drugs it procures. WHO is prepared to assist countries
in arranging for quality control either through
shipping samples abroad to qualified laboratories, or through setting up quality control
facilities at home. Pressure to stay with brand
names may also be applied by the pharmaceutical industry and local pharmacists and
importers, who may feel that the change to
generic products will reduce their profits.
Doctors in particular may resent an attempt
to regulate their "freedom to prescribe" by
limiting the availability of drugs; they are
rarely conscious of the costs of their prescribing habits to either the community or
the individual patient.
In many countries, however, the most
important obstacle to the switch from brand
name to generic drugs is the administrative
and financial complexity of procuring drugs
through international competitive bidding, or
even through UNICEF. Some of the poorest
countries are so far behind in their payments
to drug suppliers that only a few companies
will still extend credit and deliver drugs.
International competitive bidding is out of the
question for them.
To escape from this impasse requires the
combined efforts of the ministries of health
and of finance. The ministry of health must
rationalize its foreign exchange expenditures
on drugs and plan its purchases more carefully. It must try to obtain the lowest possible
prices, through international competitive bidding or efficient procurement. In turn, the
ministry of finance must support the ministry
of health's efforts by making the required
amounts of foreign exchange available when
needed.

Spending money sensibly
The best approach toward a more efficient
utilization by the government of foreign exchange resources is through planning of imports during the fiscal year. This is true not
only in the area of health but also in all other
economic areas where recurrent expenditures are crucial for the operation and maintenance of development projects, and the
ready availability of foreign exchange to government ministries is typically uncertain. In-

ternational competitive bidding can only work
when the availability of foreign exchange is
regular and predictable. In the case of drugs,
for example, the amounts required for their
import are typically not large compared with
other major import items such as food and
petroleum products. On average, drugs currently account for about 2 percent of total
imports of most developing countries (see
Table 2). However, if the allocation of foreign
exchange is not timely or sufficient, the
ministry of health has to buy drugs on a
"crisis" basis at a high cost. There are four

UNIPAC prices for five commonly
used drugs
UNIPAC
Prices1
(In US dollars)

Ampicillin
250 m0., 1000 capsules
Acetylsalicylic Acid
300 mg., 1000 capsules
Chtoroquine
1S0 mg., 1000 capsules
Phenoxymethyl Penicillin
250 mg., 1000 tablets
Tetracycline
250 mg,» 1 000 tablets

26.37
1 .22
6.45
8.60
13 3

-8

Source: WHO
1
Ex-factory prices quoted by suppliers, to which
should be added handling, shipping, and insurance
costs.

important steps in the planning process for
the import of essential drugs that could help
lower costs.
• Selecting drugs and estimating needs.
Based on the health problems in the country
and the type of facilities available to treat
patients, a basic list of necessary drugs and
their quantities should be drawn up and kept
up-to-date by the ministry of health. WHO's
model list of essential drugs, which is revised
and updated on a regular basis, can serve as
a guide in this process. The ministry of
finance, in its capacity as overseeing fiscal
agency for all sectoral ministries, must ensure
that the basic drug needs of the public sector
are met, while at the same time being aware
of the private sector's demands.
• Procurement. The lowest prices can usually be obtained by international competitive
bidding, or by purchase through UNICEF. In
both cases, foreign exchange must be made
available on a regular basis to avoid expensive
"emergency" local purchases of imported
drugs.
• Distribution. Careful planning and purchase of drugs can help meet the basic needs
of the population. However, unless careful
thought is given to distribution, the drugs
may not reach the rural areas where they are
Finance & Development I December 1986
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Table 2
Share of drugs in total imports1,
selected countries

Drug
imports2

Venezuela
Colombia
Peru
Korea
Indonesia
Malaysia
Thailand
India
Swaziland
Sri Lanka
Philippines
Liberia
Japan
Turkey
China
Chile
Rwanda
Bangladesh
Zimbabwe
Nepal
Senegal
Liberia
Brazil
Niger
El Salvador
Pakistan
Ecuador
Ethiopia
Sudan
Uganda
Zambia
Argentina
Honduras
Average:

1983
1982
1983
1983
1983
1983
1983
1983
1983
1982
1983
1982
1983
1984
1983
1983
1982
1983
1980
1980
1981
1981
1985
1980
1983
1983
1984
1982
1980
1981
1982
1984
1983

10.0
14.8
7.5
155.0
109.0
90.0
80.0
122.0
4.0
16.0
76.0
4.3
1,270.0
124.01
227.0
38.0
4.03
34.0
10.0
6.03
19.0
8.5
260.0
12.03
48.0
116.0
42.0
40.0
32.0
13.03
41.0
220.0
38.5

Drugs as
percent of
total imports
(In millions
of US
dollars)

0.15
0.27
0.29
0.62
0.67
0.68
0.78
0.88
0.89
0.89
0.95
1.05
1.11
1.16
1.21
1.28
1.40
1.57
1.67
1.75
1.77
1.89
1.94
2.02
2.15
2.16
2.45
2.46
2.84
4.68
4.76
4.80
5.06
1.77

Sources: For drug imports: Scrip, various issues; World
Bank data; IMS Market Pharmaceutical Letter, IMS
World Publications, various issues; and for total imports:
IMF, International Financial Statistics, various issues.
1
Imports of raw materials could not be disaggregated
and are included.
2
In most cases, includes both prescribed and over-thecounter drugs. Except where noted, data are assumed to
refer to finished products only.
3
Estimate.

needed most. Packing the drugs in preset
amounts in tamper-proof boxes that are then
shipped direct from the central medical stores
to the rural facilities is one way to prevent
theft or misdirection.
• Use of drugs. Doctors and other prescribers must be made aware of the costs of
their prescriptions, both to the community
and to their patients. The use of standardized
treatment schedules for the most common
diseases is helpful, as is the publication of
drug formularies and information sheets by
governments.

Overview
With some modifications, the approach taken
in drawing up and using a list of essential
drugs to lower import costs could be extended
to pesticides, fertilizers, spare parts, and
even food items. The specifics will depend
on the sources and manifestations of the
problem. In some cases, it may be preferable
to allow more private sector competition with
stricter government quality control. In the
case of imported commodities, it is important
for the principal fiscal agency (usually the
treasury or ministry of finance) to streamline
and, if needed, to evaluate the desirability of
centralizing the source of supply.
Within the broad framework of official development assistance, the responsibility for
procurement is almost always left with the
recipient government, although both multilateral and bilateral donors usually insist that
procedures be followed to ensure that procurements will be effected at what the World
Bank calls the "lowest evaluated cost." This
means considering not only delivery price but
also such factors as time of delivery, subsequent operating costs, compatibility of equipment, reliability of technology, and so on.
The basic procedure dictated by multilateral
donors and most bilateral donors for identifying suppliers is open international competitive bidding. But in some cases, as with
proprietary goods (e.g., when buying spare
parts for existing equipment and in emergen-

World Development Report 1986: In our September issue, the articles
by Anandarup Ray on "Trade and pricing policies in world agriculture,"
and by Ajay Chhibber and John Wilton on "Macroeconomic policies and
agricultural performance in developing countries," based on the World
Development Report 1986, should have been accompanied by a note
identifying the team that prepared the Report. The team was led by
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cies), donors will generally permit negotiations with a single supplier.
The lack of operational policy guidelines at
the national level, and also the apparent
absence of inter-country coordination, has led
to a situation where not only do countries
pay prices that are higher than necessary but
different countries also pay a variety of prices
for the same products.
As experience with the essential drugs
program shows, long-term planning and
streamlining of procurement procedures in all
sectors of the economy could help countries
alleviate their balance of payments difficulties
by allowing the ministry of finance to allocate
foreign exchange among sectoral ministries
in a methodical way, thus avoiding overpayments and uncertainties.
HD
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Monetary targeting
in the United Kingdom
The motives for targeting money supply and the UK experience with £M3 targeting
Joanne Salop

D

"uring the 1970s the central banks of
many major industrial countries adopted monetary targeting as a guide to the exercise of
policy. The reasons for the individual decisions differed, but on the whole reflected
practical considerations arising from the high
and variable inflation rates that characterized
the period following the first oil price shock
in 1973. In that environment, nominal interest
rates had become increasingly unreliable as
indicators of financial conditions. The announcement of quantitative targets for the
money supply also informed the private sector
about the authorities' policy intentions for the
ensuing period and, as such, was thought, in
part, to shape expectations. To the extent
that the targets were put in a medium-term
context incorporating a progressive deceleration in monetary growth, the basis was
established for a corresponding decline in
expectations concerning the rate of inflation.
Formal monetary targeting began in the
United Kingdom in 1976. It was launched
amid growing uncertainties regarding the exchange rate of sterling, the rate of inflation,
and the stance of fiscal policy. Published
targets—on the broad aggregate M3 in 1976
and £M3 starting in 1977—were intended to
act as an "overriding constraint" on other
aspects of macroeconomic policy. The newly
elected government in 1979 retained £M3 as
the targeted aggregate and accorded it a
central position within its medium-term financial strategy; it has been supplemented by a
target on a narrower aggregate, MO, since
the 1984-85 financial year. During 1985, in
the face of very rapid growth relative to its
target range, £M3's role as a indicator of
financial conditions was downgraded on the
grounds that, as a result of the relaxation of
controls andfinancialinnovations, its recorded
growth rate appeared to be giving a distorted
signal. With the 1986-87 budget, £M3 was
reinstated with a target range much higher
than that in 1985-86 to take account of these

factors, but even that target range was exceeded in the first half of 1986.

Some theoretical considerations
A stable relation between money and nominal income has generally been the basis for
the idea of monetary targeting. With the
velocity of circulation related to its determinants—real income, interest rates, and expectations about inflation and exchange rates—
in a fairly predictable manner, the growth of
the money stock can be forecast, conditional
on the evolution of those variables. Assigning
specific values to the above variables generates the target range for the chosen monetary aggregates. The actual growth of money,
when measured against such a benchmark,
serves as a leading indicator of the strength
of nominal income, and, depending on how
rigidly the monetary targets are adhered to,
may point to a tightening or loosening of
policy.
The signals for policy are often easier to
read when a narrow, rather than a broad,
aggregate is targeted. For example, an overshoot on a narrow aggregate is typically
interpreted either as evidence that the level
of activity is higher than forecast or as the
consequence of interest rates being lower
than forecast, which in turn suggests that the
level of activity is likely to rise in subsequent
periods. But in either case, assuming that
the previously estimated money/income relationship continues to hold, above-target
growth of narrow money tends to be a
harbinger of expansion, possibly inflationary
expansion, suggesting the possible need for
action to bring about a rise in interest rates.
By contrast, an overshoot on a broad aggregate such as £M3 could reflect higher-thanforecast interest rates which could be aggravated by further tightening, at least in the
short run.
This difference follows from the greater
preponderance of interest-bearing assets in

broad money than in narrow money, which
causes changes in interest rates to operate
in opposite directions on the demand for
money in the two classes of aggregates. Thus,
a rise in interest rates on monetary instruments relative to other financial assets tends
to induce movement out of noninterest-bearing forms of money, unambiguously lowering
the demand for narrow money, while interestbearing accounts with banks are increased
both by the fall-off in narrow money (which
leaves broad money on balance unchanged)
and by movement out of interest-bearing
accounts with non-bank financial institutions
and other assets (which increases broad
money).
Because broad money comprises such a
large part of banks' liabilities, the ultimate
effect of a change in interest rates on its
growth can be determined more readily by
reference to the credit side of banks' balance
sheets. In turn, this would depend on the
extent to which the higher interest rates
were policy induced—in which case broad
money growth would likely slow as higher
interest rates dampened activity—or market
induced, reflecting an exogenous rise in demand for bank credit—in which case broad
money could remain more buoyant than it
was initially, despite some shrinkage from
what it would have been had the authorities
resisted the interest rate rise.
The interpretation of above-target growth
in broad money can be further complicated
by the fact that the demand for broad money
tends to depend on more variables than does
the demand for narrow money. This is largely
because broad money encompasses assets
that are held for portfolio as well as for
transactions purposes, which implies that
gross financial wealth is likely to be an important determinant of its desired level. Hence,
even without a shift of the underlying money
demand function per se, broad money could
exceed its target because of a higher-thanFinance & Development I December 1986
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forecast rise in the level of gross financial
wealth. This would or would not be expansionary, depending on whether demand for
financial wealth had increased commensurately or not.
For example, higher-than-forecast borrowing at unchanged interest rates might imply
a higher-than-forecast increase in gross financial wealth—in the form of broad money,
if the borrowing passes through the banking
system. It would not be expansionary if it
simply represented an increase in desired
portfolios of both gross wealth and debt, held
respectively as bank deposits and bank loans.
By contrast, it would likely be expansionary
if the surge in money and credit was due to
an overshoot on the PSBR (public sector
borrowing requirements) or private spending,
since it would involve an increase in actual
grossfinancialwealth without a corresponding
increase in its desired level. Indeed, any shift
involving a smaller increase in desired relative
to actual financial wealth would have expansionary consequences, continuing over the
time period it takes for economic agents either
to transform factors of production into physical wealth—namely, to invest in plant and
equipment—or to replenish inventories.
In this respect, the behavior of narrow
money can be a useful indicator of whether
or not an above-target rise in broad money
is worrisome. With narrow money on track,
an overshoot on broad money would point to
an upward shift in demand for money and
financial wealth, while an accompanying overshoot on narrow money would tend to
suggest that no such shift in demand had
accompanied the overshoot on the PSBR or
bank lending, and that the attendant increase
in the money stock was spilling over into the
expenditure stream. This, however, presumes a degree of stability for the chosen
measure that may not be justified. Indeed, in
the United Kingdom Ml was targeted alongside £M3 in 1982-83 and 1983-84, but was
jettisoned during the latter year in the face
of distortions arising from financial innovations. In such circumstances, including those
of last year when £M3 targeting was in
suspension, the authorities place more weight
in their assessment of financial conditions on
supplementary indicators, including the exchange rate.

lations in 1971, which reduced the role of past performance (see Chart 1). The official
quantitative limits on bank lending, the pre- view is that the weight of the available eviviously estimated relationship broke down. dence from MO, the exchange rate, and trends
Since that time, the various studies of the in the real economy suggests that monetary
demand for £M3 have shown that the esti- conditions have not been loose, despite £M3's
mated parameters are subject to considerable large overshoot. With hindsight, the target
intertemporal instability. The estimated equa- range for £M3 was seen to have been set
tions have also tended to exhibit dynamic too tightly in 1985, having failed to allow for
instability, in that the coefficient on the lagged the downward trend in velocity that had begun
dependent variable has often been greater in 1980 (Chart 2). This view was endorsed
than one. Different approaches have been in the setting of the 1986-87 target range,
taken in trying to identify the sources of that is 11-15 percent compared with 5-9
instability. These attempts have included percent for 1985-86.
modeling money holdings in a disequilibrium
framework and using wealth as an explanatory
Chart 1
variable. Nevertheless, a satisfactory equa£M3: UK target ranges1 and
tion for £M3 has yet to be identified.
Billions of
actuaI path2, 1981-86
The present equation in the United King- pounds sterling
dom Treasury model relates the demand for
£M3 to contemporaneous and lagged values
for gross financial wealth, expected returns
on £M3 relative to other assets, and final
expenditure in addition to lagged values for
£M3. For forecasting purposes the equation
has a "residual" term which makes it easier
to override, on judgmental considerations,
the equation's simple predicted value for £M3.
In the period of financial liberalization since
1980, the equation has been unable to track
1981
'86
'85
the growth in £M3 closely and is given little
Source: Bank of England data.
1
April 1985, the performance of the targeted aggreweight in constructing the forecast for and, gatesSince
has been evaluated by the authorities in terms of rolling
by implication, in choosing a target range for 12-month growth rates rather than annualized rate of growth
from the start of the target period.
2
£M3. Over the last year, in particular, the
Discontinuities reflect changes in definition of £M3.
equation has significantly underestimated
growth in £M3.
The authorities' continued monitoring of
The trend in velocity can be related to
£M3, despite the failure to isolate a stable
relation with nominal income, reflects, in part, several factors. First, since broad money
the importance attached to the presentational includes a large savings component, the prerole of monetary targeting. This has been sumption is that its velocity should typically
described as the "political economy of a money be declining as the wealth-to-income ratio
supply strategy," as distinguished from the rises. Second, the re-emergence of positive
"practical macroeconomics of a money supply real interest rates in the 1980s has repolicy." In place of the stability or instability established the attractiveness of financial asin the underlying demand for money, the sets as a store of wealth, and indeed the
political economy approach has focused on share of financial assets in personal wealth
the money supply process and used monetary has risen sharply since 1980. Third, the fall
targets as a means of generating support for in velocity coincided with a fall in the rate of
measures to contain the PSBR and the growth inflation and in the savings rate, which—given
of private sector credit, both of whose con- the constraints of institutional savings protributions to £M3 growth can be easily iden- grams adopted during the higher inflation
tified. Of equal importance is the role that period—has meant higher gross borrowings
monetary targeting is seen to have played in by the personal sector matched by higher
signaling to markets the Government's com- wholesale deposits of pension funds and inEmpirical evidence
mitment to maintaining monetary conditions surance companies. Fourth, changes in both
the regulatory environment and the structure
Early studies of the broad aggregates in that will continue to check inflation.
of financial markets precipitated by those
the United Kingdom seemed to show a good Recent behavior of £M3
changes, have led to a relaxation of previous
relationship between these aggregates and
Although the intellectual basis for targeting constraints on borrowing that, in turn, have
nominal income. These studies encompassed
fairly short estimation periods, using the £M3 has not been the stability of an estimated meant a period of rapid growth in credit by
comprehensive monetary statistics that had demand equation, the source of the large banks and by "building societies" (savings
become available in the United Kingdom in overshoot in 1985 and the continued rapid institutions specializing in housing finance)
the 1960s. However, after the introduction growth this year nevertheless remains open and a commensurately rapid buildup of their
of the Competition and Credit Control regu- to interpretation, particularly compared with liabilities.
34
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The present wave of deregulation in the
UK began in the summer of 1979 with the
ending of foreign exchange controls. This
initiative necessitated the removal in 1980 of
the "corset," which had penalized banks if
their liabilities grew above a certain rate and
discouraged them from seeking new loan
business. The removal of constraints on banks'
balance sheets increased the potential supply
of bank credit in general, and to the mortgage
market in particular, and set in train a competitive struggle with the building societies.
This led to a lowering of margins between
Chart 2
Velocity of sterling M31
(First quarter 1972 to second quarter 1986)

1972

74

78

'80

'82

'84

'86

Source : IMF Datafund and staff estimates.
f
Index: First quarter 1973 = 100.

interest rates on mortgages and liquid assets,
that is, it lowered the opportunity cost of
holding precautionary balances. Coupled with
the elimination of quantitative restrictions on
credit availability—both through the ending
of rationing in the mortgage market and the
elimination of official limits on consumer installment loans—this seems to have encouraged a simultaneous buildup of personal sector
debt and gross financial wealth.
The direction of these effects on the velocity of credit and on the wider measures of
liquidity than £M3, such as PSL2, which
includes deposits at building societies, is clear.
However, it is less clear for £M3 itself, whose
velocity may have been raised above what it
would have been without the competitive
effort of the building societies. Nevertheless,
while this may have been a factor in 1983 and
1984, when PSL2 was rising much faster than
£M3, in 1985 and the first half of 1986, £M3
grew at least as rapidly as PSL2, on the
strength of the effort staged by banks to
restore their market shares. Hence, it seems
likely that at least part of the faster-thantrend drop in £M3's velocity in 1985 and 1986
can be attributed to the effects of financial
liberalization.

Alternative targets
In considering whether an alternative aggregate or set of aggregates should be tar-

geted, it should be kept in mind that the
narrow aggregates are useful complements
Monetary terms and
to the broad aggregates in interpreting monexpressions
etary conditions. Indeed, MO appears to serve
as a leading statistical indicator of activity
Broad money. The spectrum of monethrough its large currency component. While
tary
aggregates that include savings deposthere is a technical problem in trying to
its as well as cash and other bank deposits
forecast MO in the light of current financial
that are more clearly related to transactions.
innovations that encourage economizing on
Narrow money. The spectrum of monthe use of currency, all the aggregates are
etary aggregates that purport to measure
beset by forecasting difficulties associated
transactions balances.
with changes in financial markets. The growth
"Corset": The "Supplementary Special
Deposit Scheme." A Bank of England regof the other narrow aggregates, such as Ml
ulation that was in effect on and off during
and noninterest bearing Ml, has been strongly
the 1970s, penalizing banks for faster-thaninfluenced by the spread of interest-bearing
specified liability growth.
checking accounts, with total Ml growing
Desired wealth: Economists'jargon for
very rapidly because of its interest-bearing
the level of wealth that would be attained
component, while noninterest-bearing Ml is
after a number of periods of current prices,
growing very slowly. As a result, neither is
interest rates, and income.
useful as a target at present.
PSBR:
Public sector borrowing
As to the broad aggregates, there is also
requirement.
a considerable uncertainty about the likely
MO: A very narrow aggregate comprising
currency (99 percent) plus bankers' operduration and magnitude of further effects of
ational balances at the Bank of England.
financial innovation and liberalization. Hence,
Noninterest-bearing Ml: A narrow
the setting of target ranges is subject to a
aggregate comprising currency in circulation
greater-than-usual margin of error. Moreplus noninterest-bearing demand deposits.
over, because of their large interest-bearing
Ml: Noninterest-bearing Ml plus intercomponent, the broad aggregates are difficult
est-bearing demand deposits.
to control in the short run with available
£M3 (sterling M3): A broad aggregate
instruments. These difficulties notwithstandthat includes currency in circulation and
ing, if a broad aggregate is to continue to be
residents' sterling bank deposits.
targeted, there would seem to be considerM3: £M3 plus foreign currency deposits
of residents.
able merit in replacing £M3 with an even
PSL2: A very broad aggregate that inbroader liquidity aggregate that includes liacludes residents' sterling deposits at banks
bilities of the building societies. With a target
and "building societies" (i.e., savings instion £M3, shifts in deposits between banks and
tutions) plus money market instruments.
building societies assume an undue importance, inasmuch as financial innovations are
increasingly blurring the lines between them
and making such shifts commonplace.
target variables. While the former tends to
be warranted by technical considerations reConclusions
garding the stability of demand—and its reIn the major industrial countries inflation is lated ability to indicate the economy's turning
no longer the pressing problem it was during points—the latter can help focus public atthe period in which monetary targeting was tention on the sources of excess money
adopted. Moreover, with the recent drop in creation, typically the budget deficit and prioil prices reversing the supply shock that vate credit creation, and thus serve a useful
precipitated the acceleration of inflation during function in the wider arena of public choice.
the 1970s, a continued slowdown of inflation
is likely. At the same time, in these countries
financial innovations have increasingly rendered obsolete the previous relationship between nominal income and the various tarJoanne Salop
geted and nontargeted monetary aggregates.
a US citizen, has a PhD
Against this background, monetary authorifrom Columbia University.
ties have reacted flexibly to overshoots on
Now with the Bank's West
Africa Country Programs
monetary targets, and in some instances
Department, she was a
targeting has been abandoned altogether.
senior economist in the
Nevertheless, the experience with targetFund's European
ing remains relevant to those countries with
Department until July
serious inflation problems still to solve. Fur1986. She has published
thermore, the specific experience of the United
on macroeconomic issues.
Kingdom speaks directly to the issue of
narrow versus broad money as appropriate
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Economic development and
the environment
Sound environmental management is a prerequisite for sustainable development.
How the Bank assists

IL

James Lee and Robert Goodland

Jntil the early 1970s, concern with environmental quality was often regarded as a
luxury beyond the reach of developing countries. During the 1972 United Nations Conference on the Human Environment in Stockholm, India's Prime Minister, Indira Gandhi,
expressed the sentiments of many developing
country leaders when she said, "How can we
speak to those who live in the villages and in
the slums about keeping the oceans, the
rivers, and the air clean when their own lives
are contaminated? Are not the poverty of the
poor and the greed of the rich the greatest
polluters?"
Since that time, prevailing views on the
compatibility of economic development and
36

environmental protection have changed considerably. Sound management of the environment and natural resource base has come to
be seen as a prerequisite, not an obstacle, to
sustainable economic development, and a vital
element in any program designed to raise the
living standards of the poor.

Environmental concerns
Proper management of the natural resource
base is especially important in developing
countries, because these countries can least
afford the opportunity costs of irreversible
loss of their renewable natural resources, or
efforts to remedy environmental damage. But

despite their increasing attention to environmental management, many developing countries still cannot deal effectively with the
serious environmental problems they face.
Important among these are the need to conserve and manage renewable natural resources (including forests, croplands, grazing
lands, marine and fresh water fisheries, and
wildlife); control of industrial and urban air,
water, and land pollution; public health aspects
of development projects (for example, the
need to control diseases such as schistosomiasis and malaria, which can be introduced
and spread by irrigation and hydroelectric
projects); occupational health and safety; involuntary resettlement of people living in
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project areas; the well-being of tribal peoples;
and the preservation or salvage of unique
cultural properties, such as archeological sites.
Many environmental losses are either completely irreversible, or reversible only over
a very long time. Examples are species
extinctions, ground water contamination from
hazardous wastes, soil erosion or degradation, the demise of coral reefs and certain
types of forests, desertification, extreme overfishing and overgrazing, loss of unique
cultural properties, and the loss of tribal and
traditional cultures.
Among the more urgent environmental
problems of developing countries are those
relating to land and water resources. Overgrazing by livestock and the cultivation of
unsuitable soils are causing desertification in
semi-arid areas; worldwide, it is estimated
that six million hectares (an area the size of
Ireland) are lost to desertification each year.
In addition, valuable croplands and grazing
lands are being irretrievably lost to soil erosion. Deforestation is rampant in many developing countries. In some, of which Haiti
and Nepal are extreme examples, much of
the forest cover has been lost and the remainder is seriously threatened. As forests
are lost, so are their beneficial natural effects,
in stabilizing soils and slowing water runoff;
the unfortunate result is often floods and
landslides during the rainy season, along with
rapid sedimentation of hydroelectric reservoirs, irrigation canals, and harbors. Loss of
forests makes it difficult for developing countries to meet their growing demands for
paper, building materials, and, most serious
of all, fuelwood. Clean water supplies suitable
for urban populations, irrigation, fisheries,
and industrial uses are becoming increasingly
scarce and difficult to locate, and more costly
as a result.
Other serious environmental problems also
contribute to problems of human health and
well-being in developing countries. Fisheries,
a vital source of protein and foreign exchange
earnings for many developing countries, are
being damaged by pollution, overfishing, and
the destruction of mangroves, coral reefs,
and their vital life-supporting food chains.
Industrial pollution impairs the health of nearby
dwellers and can even necessitate expensive
and difficult relocation of the offending industries. Developing countries often purchase
out-of-date, "dirty" industrial technologies or
secondhand plants, at "bargain" prices. These
technologies may use unnecessarily large
quantities of water, pollute the air, lose large
amounts of raw materials and recoverable
chemicals in effluent discharges, have high
energy and labor costs, and produce excessive quantities of hazardous wastes, whose
disposal is often uncontrolled. The costs of
add-on pollution control technologies are usu-

ally prohibitively expensive and do not resolve
the basic deficiencies in the industrial processes; moreover, such facilities are most
often operated very inefficiently and with
many health and safety hazards.
The economies of many developing countries depend heavily on the use of their natural
resource base, especially in agriculture, forestry, and fisheries. It is unfortunate that
environmental degradation is generally more
severe in these countries, where the people
live close to the land and water, and make
their living from these resources, than in
industrial countries. Furthermore, many developing countries are situated in the tropics;
tropical ecosystems are vastly more complex,
less well understood scientifically, and more
susceptible to irreversible damage from development than those in temperate zones.
Within countries, the effects of environmental degradation fall most heavily on the
poor. Unremitting poverty, inequitable land
tenure, chronic unemployment, and burgeoning populations compel people to engage in
environmentally unsound farming, grazing,
and fishing or to settle on ecologically fragile,
marginal lands. A vicious cycle of increasing
poverty giving rise to further ecological degradation ensues, in which current needs are
so compelling that potentially renewable resources, including topsoil and fuelwood, are
irreversibly depleted. Particularly alarming is
the extent of environmental deterioration in
much of Sub-Saharan Africa. Vegetative cover
is disappearing, grasslands are deteriorating,
and soil erosion is ripping apart the fabric of
the land. Large tracts once productive with
acacias, perennial grasses, and a rich animal
life are now dry and barren—and the spread
of the desert continues.

Bank environmental policies
The World Bank has historically interpreted
environmental issues broadly, to include the
sustainable management of natural resources,
the urban environment, and human health and
well-being, including that of generations as
yet unborn. These dimensions of development, by their very nature, are not fully
accounted for in the workings of the market,
and are often inadequately addressed by conventional economic cost/benefit analyses. Even
social cost/benefit analysis seemingly cannot
adequately treat them.
The Bank formally began to address environmental concerns in 1970, when its thenPresident, Robert McNamara, established
the position of Environmental Adviser. Today, the Office of Environmental and Scientific
Affairs (OESA) has five permanent professional staff doing environmental work, supplemented by consultants. The Office, in
concert with regional office staff, systematically screens all proposed Bank/IFC invest-

ment projects—about 300 each year—for
potentially significant environmental effects.
Where necessary, it recommends appropriate
modifications in project design, or preventative measures, so as to mitigate perceived
environmental damage or to enhance potential
environmental benefits.
The OESA acts as both an advisory and a
control unit, assisting the Bank's projects
staff to identify and prevent potential environmental problems, to exploit opportunities,
and to monitor implementation of mitigatory
measures. It provides technical assistance
and guidance to projects staff, and at the
same time promotes a growing number of
Bank-supported projects whose objectives
are principally "environmental": some examples include an industrial pollution control
project in Sao Paulo, Brazil ($87 million,
1971); an urban environmental control project
in Sarajevo, Yugoslavia ($68.3 million, 1976);
and a tourism-cum-wildlife management project in Kenya ($36.5 million, 1976). The Bank's
fiscal year 1985 investments in environmental
projects (broadly defined) exceeded $800
million, while $150 million worth of preventative or ameliorative measures were undertaken in other types of projects.
The OESA also develops environmental
guidelines and standards, issues environmental handbooks and computer software in several languages, and assists with the training
of Bank staff and developing country officials
in environmental matters. It maintains active
liaison with the United Nations, other international agencies, a host of nongovernmental
organizations, and the media.
The Bank's environmental policy is summarized in the adjacent box. The Bank has
also issued specific policy statements concerning involuntary resettlement, tribal peoples, management of wildlands, and regulation
of pesticide procurement and use, and is
currently preparing policy statements on the
preservation of cultural properties, and the
prevention of disastrous industrial accidents
and health-threatening pollution. Brief descriptions of these policies follow.
Involuntary resettlement. Involuntary resettlement occurs when people must be relocated to accommodate a development project, such as a hydroelectric dam with its
storage reservoir. The Bank's policy on involuntary resettlement, officially issued in
1979 after years of experience, specifies that
the people resettled should not incur economic penalties from the move, and, preferably, should benefit. This policy goal is
sought through the financing of comprehensive social surveys, and involving the affected
people in the decision-making process in
advance of the construction. Employment
generation forms an important part of resettlement programs, and all such projects make
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detailed provisions for cultural preservation
and provide full financing for these purposes.
Tribal peoples. Tribal peoples are ethnic
minorities who, generally, have not been fully
acculturated within the dominant national society, do not speak the predominant national
language, are often independent of the national economy, and have little or no political
representation. As a result, these people are
often extremely vulnerable to the side-effects
of certain types of development projects—so
much so that whole tribal societies may
collapse unless special provisions for their

illegal encroachment by outsiders, the ex- with other, nonchemical, control methods
pulsion of squatters, and health services to popularly known as integrated pest manageprotect the Amerindians from the introduction ment. It also provides detailed technical guidof diseases to which they lack resistance.
ance for the careful selection of pesticides
Regulation of pesticides. Used judiciously, appropriate for the human and environmental
as in systems of integrated pest management, conditions under which the products will be
pesticides are valuable in reducing crop losses used. Finally, the Bank guidelines provide
and controlling certain diseases. However, standards and criteria for the packaging, latheir improper selection and use is causing beling, transport, storage, and disposal of
serious environmental and human health prob- these chemicals procured under Bank financing.
lems in many developing countries. Pesticides
Wildlands managementWMlands are enoften create agricultural production problems vironmental systems essentially unchanged
by destroying natural predators and the pol- by human activities. These areas, along with
the life they support, are rapidly disappearing
as a result of a variety of development-related
actions. Wildlands in tropical countries are
the last remaining habitats for a vast majority
The World Bank's environmental policy
of the world's plant and animal species, many
of which are currently threatened with extinction. Scientists believe that many of these
The Bank's approach to environmental protection and management is tailored to the particular
life forms may have considerable value in the
conditions at the,site of each of the projects it assists, and to the institutional capabilities of
future. In addition, many responsibly argue
the government agencies responsible for project implementation* However, ail Bank project
that there are important aesthetic and ethical
work is glided by a number of basic principles. Specifically, the Bank:
reasons for maintaining representative sam* Endeavors to ensure that projects affecting renewable natural resources do not exceed
ples of the earth's remaining wildlands in their
the regenerative capacities of the environment. (For exarnple, fisheries projects should seek
natural state.
to prevent oveifisttiig and agricultural projects should avoid unsustainable rateb of soil erosion.}
Many wildlands also perform valuable en* Will notfinance projects that could cause severe or irreversible environmental deterioration,
including te>wtt species extinctions/ without acceptable mitigatory measures.
vironmental services, such as maintaining the
* Will not finance projects that unduly compromise the public's health and safety.
supply of water for irrigated agriculture, in* Wfil not finance projects that displace people or seriously disadvantage vulnerable ethnic
dustry, or human consumption; treating huminorities without implementing acceptable mitigatory measures (as outlined in separate
man wastes; preventing the rapid sedimenpolciei on involuntary resettlement and tribal peoples).
tation of reservoirs, harbors, and irrigation
* Will not tence projects that contravene any international environmental agreement to
works; minimizing floods, landslides, and
which the proposed borrower country is a party*
coastal erosion; improving water quality; and
* Will not finance projects tot cduld significantly alter the environment of a neighboring
providing
essential habitat for economically
country without that country's consent
important
fish species. Despite their dem* Wffi not finance prefects that would significantly modify natural areas designated by
onstrated economic contributions and imporinternationalagreement as World. Heritage Sites or Biosphere Reserves, or by national
tance in meeting human needs, environmental
legislation as national parks, wildlife refuges, or other protected areas.
» Endeavors to ensure that projects with unavoidably adverse envkonnlental effects are
services such as these have often been oversited in areas where the environmental damage is minimized, even at somewhat greater initial
looked by development planners and econofinancial costs*
mists because they cannot, as yet, be adequately accommodated in cost/benefit analyses.
The World Bank has incorporated wildland
management components in at least 40 of its
physical, social, and cultural welfare are linators of crops, as well as by encouraging investment projects within the last decade.
the evolution of resistant varieties of pests. For example, an irrigated rice project on the
instituted.
The Bank's policy on tribal peoples, issued Not uncommonly, pesticides used in agricul- island of Sulawesi, Indonesia, established the
in 1982, is designed to avoid financing de- ture make similar chemical compounds less Dumoga National Park, encompassing 3,200
velopment projects affecting tribal lands un- effective in controlling disease vectors (such square kilometers. By keeping the upland
less the tribal society gives its explicit consent as malaria-carrying mosquitoes) in the same watershed forested, the park benefits the
and adequate measures for its acculturation areas. When used improperly, these chemi- rice project by safeguarding irrigation canals
are taken. Furthermore, the borrowing gov- cals can also kill or contaminate fish and against rapid sedimentation and ensuring a
ernment must demonstrate to the Bank that wildlife, which may be important for local more stable supply of water. Furthermore,
it is politically willing and able to safeguard human consumption. Most significantly, per- it provides a habitat for many of the rare
haps, agricultural workers and others sicken fauna and flora that are unique to Sulawesi.
tribal populations, their society and culture.
About 33 projects since 1982 have used or die each year because of improper storage, The Bank is currently developing a policy on
these policy provisions for tribal peoples. For transport, use, and disposal of pesticides and systematic wildland management, based on
its considerable project experience.
example, the Bank-supported Carajas Iron other toxic chemicals.
Cultural property management. The United
To address these growing problems, the
Ore Project in Brazil includes a component
of $13.6 million specifically to protect the Bank adopted a stringent policy in 1985. This Nations and many governments use the term
interests of 16 indigenous Amerindian groups stresses the importance of viewing these "cultural property" to include archeological,
living in the project's zone of influence. This chemicals as but one form of response to the historic, religious, and unique natural sites,
component provides for the demarcation and build-up of pest populations to economically such as canyons and waterfalls. Loss of
continual safeguarding of tribal lands against damaging levels, and of using them in concert cultural property is irreversible and a dimi38
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nution of national, and sometimes international, patrimony. Many cultural properties
can also become economic assets when appropriately incorporated into a development
project.
Under a recently drafted policy, the Bank
will not assist development projects that
significantly damage cultural property. Projects are to be designed to adequately prevent
or mitigate such damage, and preferably to
enhance the affected cultural property.
The Bank has successfully incorporated
cultural property components in many projects. Examples of loans made principally for
the enhancement of cultural property include
the Nepal Kathmandu Valley Tourism Project
($5.3 million, 1972) and the Egypt Luxor
Tourism Project ($59 million, 1979). Other
project operations included salvage archeology before the construction of a reservoir,
such as in the Lesotho Highlands Water
Project (appraised in 1985) and the planned
Pakistan Kalabagh Dam Project (appraised in
1985-86), or the commencement of a mining
project, as in the Brazil Carajas Iron Ore
Project (1982).
Industrial disasters, pollution. The chemical, petrochemical, and agrochemical manufacturing industries have been (and still are
in some parts of the world) major polluters
of air, soil, and water. However, more stringent environmental control legislation enacted
by some nations since the early 1970s has
had a major impact on reducing pollutant
emissions as well as providing for the safe
disposal of hazardous industrial wastes. The
tragedy at Bhopal, India, highlighted the need
for improved legislation to control major hazard accidents, resulting from acutely toxic
chemical releases and reactive chemicals. A
similar disaster in Mexico emphasized the
need to control flammable and explosive
chemicals at industrial and storage sites, as
well as during transport.
Since in developing countries the enactment and enforcement of environmental control and worker safety regulations vary widely,
the Bank has drawn up a continually updated
series of environmental, occupational, and
health and safety guidelines which must be
met in the industrial projects it finances.
These guidelines represent the best practicable control technology, with emphasis on
pollutant reductions at the source through
process changes or improvements, rather
than add-on control technology. Thus the
Bank is increasingly taking the lead in the
promotion and utilization of safe, clean industrial technologies in developing countries.

Looking to the future
To sustain economic growth and development, policies, regulations, and incentives
need to be established that will induce be-

Problem projects
Some of the more than 3,000 Bank-financed
projects have encountered serious environmental difficulties during their implementation. For example, Polonoroeste, an agricultural land settlement program in Brazil,
faced significant problems involving inadequately controlled deforestation, legal invasion of Amerindian lands, and ecologically
unsuitable agricultural practices. In 1985 the
Bank agreed with the borrower to suspend
disbursements for the project until certain
conditions had been complied with. Major
progress has since been achieved, including
the final official ga^ettement of more than
two miion hectares of protected reserves,
removal of legal squatters from within
nature reserves and tribal lands, and improved measures for ecological research
and demonstration, With the situation improved, disbursements were resumed along
with rigorous supervision and oversight of
the loani* environmental requirements.
In Thailand, a proposed hydropower dam
and access road would have bisected two
large wildlife preserves and game sanctuaries. S0me conservationists feared the
reservoir would bar migrations of the endangered Asian elephant and banteng, and
that the road would allow the influx of illegal
settlers, with further loss of wildland habitat.
The Bank sought a resolution of the problem, limiting the inundation to only three
percent of the nearly 500,000 hectare preserve; it called for compensatory tends of
equivalent size to be added to sanctuaries
elsewhere, and added tods sufficient for
the protection of these and other sanctuaries—& first for the borrowing country.

A broad array of remote sensing and allied
technology, combined with computer-assisted
data-analysis systems, is being employed to
improve the Bank's country economic and
sector work.
The Bank is also pursuing a better understanding of the relationships between ecological forces and economic trends. The environmental indicators of today foreshadow the
economic trends of tomorrow, but economic
theory and ecological principles do not easily
lend themselves to integration. The rapid,
continuing growth of the world economy over
the past half century has occurred without a
good understanding of its effects on the
earth's environmental systems and resources. The collective actions of a rapidly
increasing world population on the earth's
systems now clearly pose a risk to society
that cannot be ignored.
The Bank's project-by-project incorporation of environmental control measures has
been and will be increasingly important as
development-associated environmental problems continue to worsen. Despite its considerable progress since 1970 in addressing
environmental concerns associated with economic development, the Bank continues to
face many challenges. To stem, let alone
reverse, present trends in the destruction of
the environment and natural resources will
require substantially greater attention to their
management not only by the Bank but also
by other development agencies, public and
private, and, most important, by developing
countries themselves in the years ahead. liD

havior that is environmentally rational
throughout national economies. Before this
can become an established feature of development, environmental and natural-resource
accounting needs to become a more systematic aspect of macroeconomic and sectoral
policy analysis. This, in turn, requires a better
understanding of the physical and biological
linkages both within and between economic
sectors, often spanning a much longer period
than is usually considered at present.
The Bank is now working to identify clearly
processes by which environmental degradation takes place, to establish the monetary
costs of activities that degrade the environment, and to use monetary estimates to
determine investment priorities and design
appropriate incentives and regulations. A much
better understanding of the natural resource
base and environmental systems that support
national economies is needed to allow sustainable patterns of development to be determined and recommended to governments.
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From G-5 to G-77: international
Michael P. Blackwell
Economist, IMF Treasurer's Department

Ihe
he International Monetary Fund is recognized by its members as the principal forum
for the discussion of international monetary
issues. As Article I (i) of the Articles of
Agreement states, one of the Fund's purposes
is "to promote international monetary cooperation through a permanent institution which
provides the machinery for consultation and
collaboration on international monetary problems." Many members, however, also find it
useful to discuss such issues in other international forums and, particularly in recent
years, in those smaller and less formal intergovernmental groups which are usually identified only by the number of their original
participants. These groups, which range in
size from the Group of 5 to the Group of 77,
generally function without the benefit of permanent secretariats, staff, or offices. They
bring together countries with broadly similar
economic interests and often meet with a
view to coordinating positions ahead of meetings of the IMF Interim Committee, the
Development Committee, or other formal
intergovernmental institutions.
The prominence given to the debate about
the relative roles of the Group of 5 and the
Group of 7 at the Tokyo Summit in May 1986
provided evidence of the importance attributed to such groups in the consideration of
international economic and monetary issues.
This note identifies the members of the more
important of these groups and briefly describes their history and present role.
The Group of 5 is the term that has come
to be affixed to the meetings of the Finance
Ministers and Central Bank Governors of
France, the Federal Republic of Germany,
Japan, the United Kingdom, and the United
States. The Group's first meeting was in 1967
when, under the initiative of the US Treasury
Secretary and the UK Chancellor of the
Exchequer, the finance ministers from the
five countries came together at Chequers—
the UK Prime Minister's country residence—
for an informal discussion of international
monetary flows and of how to hold down
interest rates. This collective consideration
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of mutual problems was found to be useful
and worthy of repetition. Since then the Group
of 5—as it soon became known—has met on
numerous occasions, often in conjunction with
the Fund's Annual Meetings and the Interim
Committee meetings. The Group also meets
on other occasions, particularly when there
seem to be pressing problems in need of
solution; a recent example is the meeting of
September 1985, when the five ministers met
in New York and agreed to cooperate more
closely to achieve some further decline in the
exchange value of the dollar.
The Group agreed in 1975 that it would be
useful to hold a more formal meeting or
summit where their heads of government or
state could come together to discuss the
difficult international economic situation then
prevailing. It was agreed that for the summit
meeting, held in Rambouillet in 1975, the
Group should be extended to include Italy.
At the second summit, held the following
year in Puerto Rico, the five were joined by
both Italy and Canada and the Group of 7
was born. This appellation has been maintained even though the summit meetings,
which have been convened annually ever
since, are now also attended by the President
of the European Community Council of Ministers, whenever that post is held by a country
that is not a regular member of the Group of
7, and by the President of the Commission
of the European Community.
From 1975 to 1986 the Group of 5 and the
Group of 7 met as two virtually separate
entities. The Group of 5 met informally and
confidentially, while the Group of 7 met amid
considerable publicity and produced widely
quoted communiques. However, the apparent
success of the Group of 5 in bringing about
a decline in the exchange value of the dollar,
following their September 1985 meeting, led
to calls for the work of that Group to be
opened up to other major powers—notably
to those participating in the Group of 7 or in
the Group of 10 (see below). This question
was discussed at the 1986 summit meeting
in Tokyo, and it was agreed that the summit

communique should contain a statement to
the effect that, in future, the Group of 7
Finance Ministers should "work together more
closely and more frequently in the periods
between the annual summit meetings," and
a request that the Group of 5 should invite
ministers from Canada and Italy to join its
meetings "whenever the management or the
improvement of the international monetary
system and related economic policy measures
are to be discussed and dealt with." The
heads of state or government also reaffirmed
at this time an undertaking made at the 1982
summit in Versailles that they would cooperate with the IMF in strengthening multilateral surveillance, particularly among G-5
countries. They stated that such surveillance
would be undertaken in conjunction with the
Managing Director of the IMF and identified
a number of economic indicators that they
felt should be taken into consideration.
The Group of 10 is the name that was
given to the ten major industrial countries
(two of which—Germany and Sweden—were
officially represented by their central banks),
which established the General Arrangements
to Borrow with the Fund in 1962. Through
these arrangements the ten participant countries agreed to stand ready to make loans to
the Fund in their own currencies when the
Fund required supplementary resources to
be used in forestalling or coping with an
impairment of the international monetary system. In addition to the G-7 countries, this
Group included Belgium, the Netherlands,
and Sweden. After having been associated
with the GAB since 1964, Switzerland joined
as a participant in 1983, becoming the eleventh member of the Group of 10. Although
some references to a Group of 11 appeared
in the press at that time, the Group continues
to be known as the Group of 10. The Group
has no staff, but secretariat services are
provided by one staff member each from the
IMF, the Bank for International Settlements,
and the Organization for Economic Cooperation and Development. The Group convenes
meetings not only to consider any activation
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forums for discussion of economic issues
of the GAB but more frequently to discuss growing influence of the Group of 10 in the
important matters relating to the international formulation of international monetary policy.
monetary system. Meetings on general mon- In the Declaration of Lima in 1971, they
etary issues are often held at both Deputy stated that it was entirely unacceptable that
and Ministerial levels immediately prior to "vital decisions for the future of the internaIMF Interim Committee Meetings, and may tional monetary system which are of concern
be held at other times during the year. The to the entire world community are sought to
Managing Director of the IMF generally at- be taken by a limited group of countries
tends the ministerial meetings and is usually outside the framework of [the International
represented by senior staff at the Deputies' Monetary Fund]."
meetings. The press communiques issued at
In the following year in Geneva, the Group
the conclusion of the meetings of the G-10
of
77 established the Group of 24 as a
Ministers serve to draw attention to the major
specialized
body which would be able to
industrial countries' views on outstanding
address
international
monetary questions in
international economic issues.
During 1984-86 the Deputies met quite a specific, detailed, and informed manner.
frequently, among other things, to prepare a The Group of 24 was given the specific
report on "The Functioning of the Interna- mandate to study international monetary and
tional Monetary System" that was discussed financial policies and problems and to suggest
by the Ministers of the Group of 10 and means of coordinating joint actions. Since the
subsequently at the Interim Committee Meet- Group of 24 has assumed these roles the
Group of 77 has not discussed monetary
ing of April 1986.
affairs
in a very detailed manner—the main
The Group of 77 has its origins in the
exception
to this being its 1979 meeting in
"Caucus of 75" developing countries that met
Belgrade,
when the "Outline for a Program
to prepare for UNCTAD I, the first United
Nations Conference on Trade and Develop- of Action on International Monetary Reform"
ment, in Geneva in 1964. After UNCTAD I was launched.
the caucus, having grown to 77 members,
The Group of 24 is made up of eight
evaluated the work of the conference in a participants from each of the continents of
"Joint Declaration of 77 Developing Coun- Africa, the Americas, and Europe/Asia. The
tries." From that time on, the Group has participants from Africa are: Algeria, Egypt,
continued to function as a caucus for the Ethiopia, Gabon, Ghana, Cote d'lvoire, Nideveloping countries on economic and political geria, and Zaire; from the Americas: Argenmatters before various UN bodies. By mid- tina, Brazil, Colombia, Guatemala, Mexico,
1986, its membership had risen to 127, ac- Peru, Trinidad and Tobago, and Venezuela;
counting for almost all the developing-country and from Europe/Asia: India, the Islamic
members of the United Nations.
Republic of Iran, Lebanon, Pakistan, the
In its early years the Group of 77 provided Philippines, Sri Lanka, Syria, and Yugoslavia.
the developing countries with an important
forum for the discussion of international monThe Group's work is led by a Chairman
etary affairs; for example, the Group's "Charter and two Vice-Chairmen, one from each reof Algiers," drawn up in October 1967, con- gional grouping. The Chairmanship is rotated
tained important sections on external indebt- each year. Secretariat support is provided by
edness, supplementary financing, the com- the Fund and assistance with research and
pensatory financing facility, and other Fund- coordination is provided by UNCTAD and
related matters. By the turn of the decade, UNDP. Meetings are generally convened
Group members were becoming increasingly immediately prior to meetings of the Interim
concerned at what they perceived as the Committee and the Development Committee

and, infrequently, on other occasions as well.
Meetings of the Ministers are usually preceded by meetings of their Deputies.
The Managing Director of the IMF and the
President of the World Bank generally attend
the Ministerial meetings and are represented
by senior staff members at meetings of the
Deputies. Officials from various international
agencies can attend as observers, as can
representatives of the Group of 77 countries
that are not members of the Group of 24.
China, which is not a member of the Group
of 77, attends Group of 24 meetings as an
"invitee."
In its early years, the work of the Group
of 24 consisted largely of preparing developing
country positions for the Committee of 20—
the "Ad Hoc Committee of the Board of
Governors on Reform of the International
Monetary System and Related Issues," which
had been established in the aftermath of the
breakdown of the Bretton Woods par value
system with the mandate to propose plans
for reconstruction of the international monetary system. In 1974, with the demise of
the Committee of 20 and the establishment
of the Interim Committee and Development
Committee, the Group extended its focus of
concern and began to address development
as well as monetary questions.
Meetings of the Ministers of the Group of
24 issue press communiques that summarize
the views of its members and provide a
backdrop to the discussions to be held at the
Interim and the Development Committees.
Also like the Group of 10, the Group of 24
occasionally drafts detailed policy recommendations that are officially submitted for the
consideration of these two committees. The
most notable examples are the "Outline for
a Program of Action on International Monetary Reform" in 1979, and "The Functioning
and Improvement of the International Monetary System," completed in 1985 and discussed at the Interim Committee Meeting of
April 1986.
ED
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Negotiating transfer of
technology agreements
Firms acquiring technologies from abroad should consider how their
interests will be served in four basic areas
Shidan Derakhshani

I

nternational agreements on the transfer of
technology can take many forms, from simple
sales contracts for equipment and expertise
to licensing agreements and joint ventures.
In negotiating these agreements a great deal
of attention is often paid, mainly by the
supplier of the technology who is the more
experienced party, to provisions covering
definitions, obligations, royalties and dividends, restrictive business practices, taxation, disputes and defaults, termination, renewal, and so on. The agreements are often
complex and expressed in terminology impenetrable to the layman. Even when the
precise nature of the arrangement between
supplier and recipient is well described by
the agreement, it is often difficult or impossible for the recipient fully to perceive. Because of this, recipients are apt to expend
much energy during negotiations on peripheral clauses, allowing important aspects of
transfer arrangements to be determined by
default.
The literature on technology transfer has
been less than adequate as a source of
guidance, having been much concerned with
the search for "success" in technology transfer. Yet judgments as to success in this field
inevitably depend strongly on the objectives,
points of view, and, often, particular value
systems, of the individuals making them.
This article takes the view that because
different countries present different environmental conditions for the same technology,
and since the characteristics of the actors
42

differ among circumstances, no single type relationship with the recipient firm over time.
of transfer arrangement is likely to succeed This case may be contrasted with a transfer
in all situations, even for a single technology. limited to the purchase of, say machinery and
The discussion draws on research by the equipment. In the latter case, the supplier
author that attempts to provide a contingency would exert much less control over the review of the transfer process, rather than a cipient's operations, personal interaction becategorical opinion of the kind frequently tween the firms would be much more limited,
encountered in the literature. (For a detailed as would the initial involvement of the supdiscussion of the research see the author's plier, and the relationship between them
"Factors Affecting Success in International would not be sustained for long.
Transfers of Technology: A Synthesis, and a
To emphasize how arrangements need to
Test of a New Contingency Model," Devel- vary according to circumstances, even for a
oping Economies, March 1984.)
transfer of the same technology, one may
The research has indicated that four factors consider the case of the transfer, by the same
are basic to the structure of any international supplier, of technology for production of a
transfer of technology. Systematic consider- relatively simple consumer good to two deation of these factors can help provide a veloping countries—one, a newly industrialframework for designing transfer arrange- izing country with a significant industrial base
ments that best meet the objectives of the and the other, a very poor country with a
minimum of industrial tradition. In the first
parties. The factors are:
• The locus of decision making and control; case, the recipient country might have the
• The level of personal interaction in the capability to absorb and adapt the technology
transfer process;
with relatively little involvement, control, and
• The level of the supplier's initial involve- interaction from the technology supplier, perment; and
haps through simple purchase of machinery.
• The stability of the relationship between In the case of the very poor country, where
the technology supplier and recipient.
domestic capabilities are much more limited,
To illustrate, one may first consider a case the technology supplier might have to play a
where the technology supplier owns a large much more active and intense role, with more
share of the equity in the recipient firm, and control, interaction, and involvement over a
one would thus expect it to exert extensive longer period of time, perhaps even through
control, with a good deal of interaction be- equity participation.
Well designed transfer agreements benefit
tween the personnel of the two firms and a
high degree of involvement at the beginning both parties, and thus negotiations should not
of the transfer, and to maintain a stable be conducted as if the relationship between
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supplier and recipient were a zero-sum game.
From the point of view of the recipient, the
capabilities of the technology supplier can be
looked upon as a resource whose use, like
that of any other resource, involves benefits
and costs. The costs are both explicit, such
as royalties, and implicit, such as overpricing
of imported inputs or imposition of restrictions
on business practices. They arise partly because not all the objectives of the recipient
and supplier of technology are the same. The
supplier will need to provide more of its
expertise and resources where the technology is new for the recipient, or the environment for the transfer is unfavorable, or both.
The supplier will be more likely to strive for
the success of the transfer if it has a relatively
high degree of control over the transfer
activities, especially at the beginning of the
relationship, and if the relationship allows for
sufficient personal interaction and is fairly
stable. Along with these factors that increase
the supplier's motivation, however, goes an
increase in the supplier's share of the gains
from the transfer.

The locus of control
Control over the process of a transfer of
technology and its outcome is obtained and
exercised partly, but not only, through property rights. Other channels of control include
contractual control (in the form of licensing
agreements, and contracts governing the provision of, say, engineering, know-how, or
managerial expertise); managerial control
(exercised explicitly through management
agreements or through expatriate managers
employed in the recipient enterprise); and
logistical control (over supplies, information,
marketing, and distribution channels). Statistical analysis and the case study evidence
obtained during the research indicate that
increased supplier control entails significant
costs to the technology recipient. As one
example, increased foreign control was found
to be associated with an increase in the share
of the gains from the transfer that the technology supplier takes through the control of
input sales.
The degree of control is not the only factor
determining benefits to the recipient. These
also depend to a large extent on the supplier's
motivations, as well as the recipient's own
experience, motivation, and degree of involvement in the transfer. The experience of
three firms which manufactured or assembled
diesel engines illustrates this point. Two of
the firms were unsuccessful; one had extensive foreign control and the other much less
foreign control. The third firm was successful,
and the contribution of the technology supplier
was generally acknowledged to have been
central to its success; the degree of foreign
control was low in the case. The key to this

fruitful relationship was the choice of a wellorganized supplier, experienced in the transfer of technology, whose actions were closely
monitored by a recipient which already had
some experience in this industrial activity.
The case of a chinaware manufacturing company is also illustrative here. At first this
company was completely managed by expatriate managers and technicians. The managers were unfamiliar with the local culture
and did not understand local working conditions; as a result, significant labor problems
arose and the firm ran into major difficulties.
A management shake-up followed, and local
managers took control of all aspects of the
operations. Problems continued, and another
management shake-up occurred. Six expatriate technicians were brought back to work
in certain technical areas, while overall management remained in local hands. Quality and
production levels of the operation improved
markedly. The lesson to be drawn from this
is that the appropriate level of supplier control
is not the same for all aspects of the operation.
In negotiating international transfers of
technology, the recipient thus must first assess the motives of the supplier and how
strongly it desires to control the operation.
The supplier may need to retain a relatively
high level of control, as, for example, where
operations and the components to be manufactured must fit into the supplier's worldwide
system, or where products must maintain the
standards associated with a known trade
name. If there are such legitimate reasons
for the supplier's insistence on a high degree
of control, a negotiating strategy can be drawn
up whereby the gains conceded to the supplier
can be more than offset by benefits provided
for in other aspects of the agreement. (This
will be particularly useful where changes in
the locus of control are more important to
one party than the other.) On the other hand,
a supplier's insistence on tight control could
be due to other, less acceptable, motivations,
such as desire for increased latitude for
transfer-pricing or even for keeping technology secret. Such a situation should serve as
a warning to the potential recipient, which
should then adjust its negotiating strategy
accordingly.
In negotiating and structuring international
transfers of technology, each party should
examine, for various aspects of the proposed
operation, where the locus of control will be,
whether by agreement or by default, and
whether it will be exercised through ownership or other means such as contractual,
managerial, and logistical control.

Personal interaction
A strong case can be made that personal
interaction between the supplier and recipient
will be more important for more sophisticated

and more fluid technologies, where the technology to be transferred may be embodied in
particular people. Personal interaction will be
less important where the technology is routine
and has been, or can easily be, codified and
embodied in blueprints, physical inputs, and
capital goods.
There are important differences between
occasional visits and travel between supplier
and recipient personnel, and continuous interaction, particularly the permanent employment of foreign personnel. Visits are often
preferable to hiring foreign employees on a
long-term basis. The research cited above
showed that interaction through visits reduced the international production cost disadvantage of the recipient operation—that is,
the difference between its production costs
and those of the supplier operation—and
improved its overall performance. By contrast, an increase in the recipient's number
of foreign employees was associated with a
higher international cost disadvantage, and no
consistent improvement in overall performance indicators. In general, visits can be
expected to address higher-priority issues
than the employment of expatriates, who will
typically spend part of their time addressing
lower-priority and routine issues.
Short
visits also entail less foreign control than the
assignment of supplier personnel to the recipient operation. The long-term secondment
of expatriates is often extremely costly; indirect costs (from high fringe benefits, overseas service premiums, various allowances,
and costs arising out of divided loyalties) are
often so high as to make this option less cost
effective than it initially might seem. It has
also been argued that suppliers are less likely
to post high quality personnel for extended
work in developing countries—that the most
competent are retained in the larger and more
important markets.

Initial supplier involvement
The evolution of the relationship between
the supplier and recipient is central to the
structure of the transfer activity and should
receive explicit attention in negotiating and
structuring international transfers of technology. The evolution of the relationship can be
described in terms of the supplier's initial
degree of involvement in the transfer activity
together with the stability of the relationship.
As an example, consider the contrast in
the suppliers' degree of involvement in the
following two cases:
• Technology transfers involving an international shoe manufacturer involve the detailed transfer of management tools and guidelines that deal with the complete range of
enterprise activities: market surveys, product
mix, shoe design, production plan, plant layout, machine and equipment selection, maFinance & Development I December 1986
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terial testing, quality control procedures,
manufacturing processes and procedures, operational procedures and norms, material purchasing and inventory control, and production
and financial control.
• The general technology for pulp and
paper is not proprietary, and a large number
of firms can supply the technology. One large
international pulp company acts as a consultant-broker, arranging for engineering with
local firms. Only occasionally will it invest in
a manufacturing plant, preferring only to
assure itself of a supply of pulp for the world
market.
In international transfers of technology there
is an explicit or implicit agreement on the
degree of participation of each party in such
preliminary activities as feasibility studies,
market surveys, other preinvestment services, industrial process choice, engineering
design, plant construction and installation,
and personnel training. If the supplier is
heavily involved in these activities the recipient avoids several problems that arise when
components have to be obtained from a
variety of different sources. Similarly, if the
technology being transferred is "packaged,"
as it often is, the recipient can avoid the
problems associated with market failures and
imperfections, uncertainty, and the time lags
in assembling the elements needed for the
transfer that can arise when the technology
is unpackaged. Quick adaptation to changing
or newly perceived needs in the transfer
process is facilitated. Thus in cases where
there are many unknowns and many problems
to solve, greater involvement by the supplier
would be appropriate.
However, the costs to the recipient associated with a high degree of packaging can
be substantial. Packaging makes it easier for
the technology supplier to price various elements of the technology freely, perhaps extracting profits from sales of peripheral or
fictitious technology, and also to control the
extent and duration of the recipient's dependence. Thus, where there is a choice, the
costs and benefits of a high degree of initial
supplier involvement should be carefully assessed before recipients begin negotiations.

then begin to appear less indispensable and
there is a power shift in the relationship in
favor of the technology recipient. This power
shift has been recognized by some developing
countries, and many recipients of technology
now insist that agreements with the technology supplier specifically provide for renegotiation or termination of the agreement within
a stated period. Some countries now have
laws that limit the duration of acts, agreements, and contracts, or of specific clauses
therein, governing the transfer of technologies.
In international contractual agreements,
the terms initially agreed upon are often more
favorable to the technology supplier than the
terms actually realized over the life of the
contract. As a hedge against expected future
erosions, technology suppliers often bargain
defensively, insisting on tougher terms than
they really would be willing to accept.
How flexible an agreement should be depends upon the firm in question. In some
cases, a flexible relationship has been used
to the recipient firm's advantage, especially
with respect to the prices of imported inputs
and the removal of restrictive contractual
clauses. In other cases, rather unstable relationships seemed to have led to excessive
disruptions in the flow of information. The
recipient can benefit if its relationship with
the supplier changes to reflect its improved
bargaining position over time. But the advance
provisions made for adapting the relationship
should safeguard against the disruption of
flows of information and goods from the
supplier and should try to avoid weakening
the supplier's incentives to provide optimal
support to the operation.
The technology supplier may not be averse
to a shift in relationship that reduces its share
of the equity if it has already established an
effective degree of control regardless of its
equity position. This was true in the case of
a television tube maker, whose foreign partner did not participate in an increase in equity,
allowing its equity participation to drop from
20 percent to 11.5 percent. The partner's
small share allowed it to keep a director on
the board and to sell inputs, machinery, and
spare parts without increasing its exposure.

Stability of the relationship

,

The relationship between the supplier and
recipient of technology changes over time.
The bargaining power of the technology supplier can be expected to be greater at the
beginning of the relationship when the need g
for its resources and expertise is greatest, ^
and especially before the actual facilities have e
been put into place. Once the facilities are in J
operation, the recipient becomes more and |
more familiar with the technology being trans-1
ferred, and the uncertainties regarding the
process are reduced. The supplier's services
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In another firm, a compressor manufacturer,
the supplier disinvested its equity completely,
but still made gains through sales of inputs
which it effectively controlled through product
specifications. The technology recipient was
operating at a loss and, by disinvesting, the
supplier effectively increased its gains from
the operation.
The degree of flexibility needed in a transfer
of technology agreement will depend on how
much change is expected in the relative
bargaining power of the parties and on the
need to safeguard the flow of information and
other inputs from the supplier. Both these
considerations must be analyzed carefully and
on a case-by-case basis before and during the
negotiations. Once the agreement is operating, it is useful to make a periodic review of
the various aspects of the relationship between the recipient and supplier of technology, pinpointing any divergences between the
actual content and the contractual form of the
relationship.

Implications for negotiators
Many factors can affect the bargaining
power of parties in the relationship, from the
importance to each party of setting up the
operation to aspects of the negotiations such
as the negotiators' competence and background, and the structure of negotiating teams.
But perhaps the most important determinant
of their relative bargaining power is the
availability and costs to the recipient of alternative sources of technology. Recipients must
therefore be as well-informed as possible
about alternative potential suppliers and their
merits.
It is clear that various configurations of the four basic variables discussed in
this article can be used to reach the same
desired end. If, for example, a high level of
supplier control and involvement is not acceptable to a host country, it can compensate
by creating more favorable transfer conditions, by improving the transfer environment,
helping the recipient to improve its capabilities
through direct and indirect support, and by
increasing the level of short-term personal
interaction and the stability of the relationship.
What is required of the negotiators is first
to ask themselves, with regard to each clause
in the agreement, how that clause will affect
each of the four basic variables and whether
the effect is in the direction that is most
appropriate for their case. At the end of this
exercise, the negotiators should review the
basic variables to determine whether they
have each been addressed in the agreement,
and if so, through which clauses, in which
direction, and to what degree. This exercise
will go a long way toward reducing the
possibility of outcomes that prove undesirable
once the provisions of the agreement are
implemented.
HD
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The sharp fall in commodity prices, 1984-86
1986 (nine-months average) compared with 1984, measured in US dollars, and each commodity's share in country export earnings (1981-83 average)
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Over the past two years, the prices of most primary non-fuel
commodities have fallen sharply: from the second quarter of 1984
to the third quarter of 1986, commodity prices, as measured by
the IMF index of prices for 34 non-fuel commodities, fell by nearly
one fourth in terms of US dollars and by more than one third in
terfns of SDRs. In the third quarter of 1986 these indices were at
their lowest levels since the first half of 1976, when prices were
low in the wake of the 1975 recession. It is difficult to make
precise comparisons for longer term movements of commodity
prices in real terms, that is, prices adjusted to take account of
changes in the price of manufactured goods, because of the
difficulties in obtaining consistent series of data. However, it
seems clear that real commodity prices in the third quarter of
1986 had fallen to a level not experienced since at least the
1930s.
The charts illustrate the extent of the fall in the price of
individual commodities and the countries most affected by this
drop.
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Books
Richard E. Feinberg and contributors

Between Two Worlds
The World Bank's Next Decade
Transactions Books, New Brunswick, NJ, USA, 1985,
viii + 184 pp., $12.95 (paper).

This collection of essays addresses important issues for the future of the World
Bank. Its overview chapter, by Richard
Feinberg, is in the form of an open letter
to the Bank's President and offers recommendations on a wide range of topics,
including the Bank's role in the debt crisis
and in poverty alleviation, collaboration
with the Fund, and detailed suggestions
for reforms within the Bank.
The book's basic perspective is supportive of the Bank and an expanded role for
it in the development process. Many of its
recommendations, such as a role for the
Bank in support of the design of development strategies and as a catalyst for private
capital flows, are sensible and useful. Others, though well intentioned, miss the mark.
A key theme of several papers is the
need for greater attention to poverty issues.
The overview specifically recommends that
the Bank's conditionality address the distribution of the costs and benefits of adjustment. At the same time, it urges establishing target figures to reduce the resource
drain upon heavily indebted countries.
Undoubtedly the Bank should focus more
on the distributive implications of policy
reforms and technological change. These

Kazushi Ohkawa and Gustav Ranis (editors)

Japan and the Developing
Countries
Basil Blackwell, New York, 1985, viii + 456 pp., $45
(cloth).

Studying the Japanese economic "miracle"
has become something of a growth industry
in recent years. Unlike many others in its
genre, however, this collection of 18 essays
is a serious attempt to examine issues
confronting developing economies, particularly in South and East Asia, through the
lens of Japan's economic history. Each
essay draws upon a country or sector case
study which uses as a benchmark Japan's
experience during a similar period in its
development. The essays are grouped into
46

are clearly complex and sensitive issues,
however. They are certain to complicate
and prolong discussions over desired adjustment programs. In any case conditionality based on any kind of reform can not
be reconciled with targeting levels of net
resource flows by country.
The overview perpetuates the myth that
the World Bank "stood on the sidelines for
two years" while many Latin American and
African countries lost ground in their development efforts. Yet the paper also notes
that the Bank's gross disbursements to 14
highly indebted countries jumped 44 percent in 1982-85, while commercial bank
lending was shrinking rapidly. Also the
Bank mobilized the Special Sub-Saharan
Africa Fund in 1983-84, following donors'
unwillingness to fund IDA-6 at the level
needed to permit increases for Africa. Perhaps even more could have been done,
but it must be recognized that through
most of this period many important member
countries, for different reasons, opposed
significant expansion of Bank nonproject
lending.
The quality of the essays is uneven.
They range from thoughtful and sensitive
treatments of difficult subjects to casual
generalizing based on limited analysis.
Joan Nelson, for example, correctly concludes that reforms undertaken primarily
to obtain badly needed funds, without the
understanding and commitment of political
leaders, "are likely to wither for lack of

essential and complementary measures."
Similarly, she finds that loan conditionality
is most effective when it focuses on a few
key measures.
Compare this with Gerald Helleiner's
recommendation that even when a country's overall strategy is not consistent with
the Bank staff's recommendations—considered too "pro-market"—the Bank should
"consistently and flexibly support step-bystep policy change in the appropriate direction." But how can the Bank go against
the recommendations of its own staff? And,
what could the above-quoted phrase possibly mean in practice?
Charles Blitzer makes an effective argument for expanding the Bank's capital
base. But his recommendation to replace
IDA with an interest-subsidy facility has
serious drawbacks: for least developed
countries, the grant element of the subsidized facility is small. If interest rates rise
in the future, such a facility would face a
difficult choice: either raise the cost of
borrowing or subsidize more, and hence
require far more funding. Perhaps the severest drawback is one the author recognizes: legislatures are unwilling to commit
budgetary resources on a rising scale many
years in the future.
In sum, this is a timely volume, but the
uneven quality of the collection detracts
from its potential contribution.

five sections—initial conditions, agricultural
development, technology choice in industry, intersectoral resource flows and finance, and foreign trade and development.
The broad message from these essays
seems to be that except for the Republic
of Korea and Taiwan Province of China,
which have trodden a similar path to Japan's, other developing economies have
pursued less successful development
strategies than Japan's. The book argues
that besides having enormous initial advantages in agricultural productivity, education, and cultural cohesion, the Japanese
were very successful at managing their
transition from an agricultural to an industrial society. Fundamental changes in political and economic institutions during the

Meiji era (1868-1912) and the Government's early emphasis on infrastructural
development, education, and the transfer
of western technology triggered Japan's
rapid progress. Land-saving technological
change in agriculture toward the end of the
nineteenth century and stable intersectoral
terms of trade encouraged the flow of
material, financial, and foreign exchange
resources to industry. By adapting borrowed technology to conform with factor
availability, industry quickly developed along
the contours of its comparative advantage.
A relatively competitive financial sector
before World War II ensured that factor
prices remained relatively undistorted and
domestic savings were mobilized effectively and channeled to industries yielding

Constantine Michalopoulos
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high economic rates of return. The entrepreneurial and technological skills gained
in the pre-war period yielded rich rewards
in the post-war years, particularly in the
engineering and automobile industries. The
book serves as a timely reminder that
successful industrialization begins with appropriate policies in surplus producing sectors, is aided by effective channels for
transferring savings to industry, and requires industrial and trade policies that
encourage the efficient use of resources.
Though the book's objective is to present
"some potential lessons for contemporary
developing countries," the few very broad
policy conclusions that are pulled together
in the introduction will be of little help to
policy makers or their advisors. Nevertheless, several essays will make good back-

Peter Burnell

Economic Nationalism in the
Third World
Westview Press, Boulder, CO, USA, 1986, x +
294 pp., $30 (cloth).

Kindleberger wrote in 1969 "The nationstate is just about through as an economic
unit," and Raymond Vernon entitled a book
in 1971 Sovereignty at Bay. Yet the nation
state and nationalism have proved tougher.
A reading of political scientist Peter Burnell's useful book prompts a number of
thoughts. One is that any discussion of
nationalism is strewn with paradoxes. It is
paradoxical that the governments of the
developing countries assert that they should
have permanent and inalienable sovereignty over the God-given natural resources that happen to be located inside
their frontiers, but they insist that the industrial countries' technology, which is manmade and costs money, time, and effort,
should be freely available to them.
The paradox does not stop here. For the
same governments also complain that the
technology of the advanced countries is
inappropriate; causes unemployment, poverty, and inequality; pollutes the environment; uses scarce, exhaustible resources
rapaciously; is large scale, alienating, and

Sanjaya Lall and Frances Stewart (editors)

Theory and Reality in
Development:
Essays in Honour of Paul Streeten
St. Martin's Press, New York, 1986, xii + 291 pp.,
$29.95.

ground reading for economists concerned
with policy issues. For example, Odaka's
excellent analysis of automobile parts production in East and Southeast Asia indicates several reasons why most developing countries have failed to develop
internationally competitive automobile industries, though even his policy conclusions are curiously muted and do not do
justice to the analysis. Yamazawa and
Kohama's essay on trading companies in
Japan, Korea, and Thailand recounts the
early development of these institutions and
the policies that were employed to encourage their growth. It will interest those
involved with middle-income developing
countries that are embarking on exportoriented manufacturing development. And
economic historians will enjoy the skillful

manner with which Mody, Mundle, and Raj
construct a mosaic of data to analyze
resource flows from agriculture in Japan
and India to conclude that while savings
from agriculture contributed significantly to
industrial development in Japan in the early
twentieth century, Indian agriculture was a
net recipient of resources during the 1950s.
As is inevitable in a collection of essays
of this kind, the quality of analysis is very
uneven. Indeed, a few essays are merely
case studies of a particular developing
country with only cursory and superficial
comparisons with Japan as if to justify their
inclusion in this volume. Perhaps this motivated the editors to write the useful, albeit
lengthy, introduction.

culturally corrupting; and even causes wars.
"And, moreover, the rich countries charge
us so much for it." The complaint is reminiscent of a scene in a Woody Allen film.
Two ladies, returning from a holiday in the
Berkshires, encounter a third, who asks
them what it was like. First Lady: "Oh, the
food was absolutely poisonous." Second
Lady: "Yes, and the portions were so
small." There is a moral to the story. The
developing countries wish to be politically,
economically, and culturally independent,
yet also wish to participate selectively in
the international system. They wish to
maximize the benefits of the good impulses
propagated by it, but to exclude the bad.
Larger helpings with less poison.
Then there is the paradox that economic
isolation, which was forced on countries
by war, sanctions, embargoes, blockades,
and other hostile measures of foreign powers, has come to be propagated as the
ideal solution: the call is for uncoupling,
delinking, unshackling, and unhinging. Selfreliance (entirely consistent with a diversified pattern of foreign trade) is confused
with self-sufficiency (which can lead to
greater foreign dependence), whereas in
fact one can be bought at the expense of
the other. More generally, in an interdependent world, national objectives are often

more effectively achieved by sacrificing
some national sovereignty.
Nation states, each acting in its selfinterest, end up in prisoners' dilemma situations which impoverish everyone (competitive exports of unemployment or inflation, mutually destructive protectionism, or
a nuclear war are examples). At the other
extreme, if it were possible for these states
to agree that either the injurer compensates
the injured for an injury (in which case both
would be better off than in a mutually
destructive situation) or that the injured
compensates the injurer for forgoing the
injury (again with both better off), the world
would be approaching a Pareto optimum.
In fact, neither is the case, which suggests
that we do have procedures, rules, and
institutions that prevent us ending up in
prisoners' dilemma situations, but that these
institutions are not perfect.
Burnell advocates judiciously and fairly
the advantages of participating in the international system. In addition to a careful
discussion of terms such as nationalism,
autonomy, self-reliance, and self-determination, there are good chapters on agricultural self-sufficiency, industrialization, and
direct foreign investment.

As an ex-pupil, I welcome this volume. All
those who have known Paul Streeten will
have been struck by his protean intellect,
clarity of thought, felicity of expression, and
lack of dogma. In addition he is a delightful
companion, and a warm, generous human

being. As an economist, he was part of the
great wave of post-war development economists whose ideas flourished in most
universities and a great many development
ministries in developing countries. Many of
the notions that were characteristic of this

Vikram Nehru

Paul P. Streeten
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group of economists—in particular those
promoting a strong role for the public sector
in development—are now unfashionable
and there is a tendency (even among
development economists) to emphasize
private enterprise, market pricing, and so
on.
What has been Paul Streeten's contribution to the discipline and to the profession? First, he has been an excellent teacher,
one with patience, clarity, and sympathy.
Second, he has relentlessly cautioned
against taking theories hatched within the
experiential framework of industrial countries and applying them uncritically to LDCs
with totally different socioeconomic settings. Third, in numerous books and articles—not only on development economics
but also on public finance, international
trade, and inflation theory and methodology—he has made important contributions
to the corpus of economic literature, even
if he has not bequeathed eponymic theo-

retical constructs to posterity—a rarity nowadays in any case.
The essays in this book are a mixed bag
and cover a broad range of development
issues. Stretton, in a fulsome appreciation,
traces the development of Streeten's
thought. Sen follows with an amusing vignette about Smithsonian prudence. More
topically, Beckerman relates the recent fall
in inflation in industrial countries to the fall
in commodity prices, though I think he is
insufficiently appreciative of increased labor market flexibility in industrial countries.
Given the title of the book, one is led to
wonder about the "reality" of Mahbub ul
Haq's proposal to address debt problems
with an IMF Debt Relief Subsidiary funded
by SDRs, or Frances Stewart's suggestion
that LDCs form small groups to negotiate
with the North. Curious indeed, given
OPEC's current travails! Bhagwati and
Brecher have a brief theoretical piece (with
a long title) on free trade in investment.

Sanjaya Lall has an interesting and timely
piece on trade in services, a thorny issue
in the forthcoming GATT negotiations.
Helleiner (without whom, apparently, no
collection of essays on development would
be complete) underscores the importance
of stabilizing import volume (through the
provision of greater exchange reserves),
rather than increasing outward orientation.
The late Carlos Diaz-Alejandro's contribution, comparing the similarities and contrasts of the Latin American economies of
the 1930s with the 1980s, is revealing.
Keith Griffin clearly favors communal land
tenure systems, while Nural Islam underscores the importance of stabilizing food
supplies, nationally and internationally. Jeffrey James, on the choice of appropriate
technology, touches on an important issue,
and the volume is rounded off with Nayyar's
analysis of trade between LDCs and Eastern Bloc countries.
Bahram Nowzad

Mary Pat Williams Silveira (editor)

absence of the necessary infrastructure,
both financial and human.
The Silveira volume seems to suggest
that government should become a major
direct financier of activities linking research
and development with production. It inadvertently underrates the contributing role
of nonfinancial instruments, including fiscal
ones, and tends to overlook the fact that
such a heavy reliance on government direct
financing would promote centralized decision making at government levels rather
than decentralized decision making by
the
concerned
actors, particularly
entrepreneurs.
The volume also gives little if any attention to three critical aspects: (1) the need
for scientific and technological institutions
to engage in techno-economic analysis and
project marketing to make their research
and development programs more relevant
and amenable to eventual application to
production; (2) the need for financing institutions to serve as a major link between
research and development institutions and
production and the way some developing
countries (i.e., Brazil, Israel, the Republic
of Korea, and Spain) have created financing institutions and mechanisms to promote
these linkages; and (3) the role of the
human factor in establishing these links,
which in essence are human rather than
mechanical or procedural processes.
Most of the second volume deals with
the formulation of appropriate indicators to
gauge the level and nature of scientific and

technological inputs in economic and other
activities and the use of science and technology to attain socioeconomic development objectives. These are indeed formidable objectives and this volume highlights
the complexity of, and the inherent difficulties in, devising such indicators. The
volume does make clear that science and
technology indicators can be misleading
when applied in developing countries Where
commonly used data bases, including the
Science Citation Index, fail to account for
actual scientific and technological activities. Such indicators also fail to capture
the multidimensional objectives of development efforts.
In this regard I believe the most important
guideline to follow in formulating science
and technology indicators is to relate objectives of scientific and technological capacity with determinants for establishing
that capacity. When we see how distorted
or unrepresentative international bibliometric indicators of scientific output or
productivity are, we recognize that ways
and means must be found to correct such
inconsistencies as a first step toward creating a comparable intercountry data base,
at least for scientific research in the developing countries. In this regard, there is
an evident need to adapt such measurement manuals as the Fracasti Manual
(OECD) and the Nordic Manual (the Scandinavian Council for Applied Research) for
use in the developing countries.
Hyung-Ki Kim

Research and Development
Linkages to Production in Developing
Countries
Westview Press, Boulder, CO, USA, 1985, 316 pp.,
$30 (paper).
Airoki Morita-Lou (editor)

Science and Technology
Indicators for Development
Westview Press, Boulder, CO, USA, 1985, 207 pp.,
$18 (paper).

These two publications are part of a series
produced under the auspices of the UN
Center for Science and Technology for
Development. The Silveira volume offers
several illuminating cases, in both developed and developing countries, of the several approaches to linking research and
development with production.
One successful example is the contract
research system used for the last four
decades by the Foundation of Scientific
and Technological Research at the Norwegian Institute of Technology in Trondheim to promote interaction between a
university and a production system. Another is the establishment of a research
center at Hindustan Lever in India which
not only helped find local substitutes for
imported raw materials but also opened up
new business opportunities based on new
processes and products. More troubled has
been the commercialization of local technologies when this has taken place in the
48
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Patrick Guillaumont

the role of international trade and international finance.
Volume 1, Le sous developpement, 464 pp.,
Guillaumont evinces an unusually extenF 135 (paper).
sive knowledge of the literature, with the
Volume 2, Dynamique interne du
accent on concepts and interrelationships.
developpement, 605 pp., F 155 (paper).
He does display an impressive grasp of
Volume 3, Dynamique Internationale du
developpement, 367 pp., F 120 (paper).
the lessons of experience, but the emphaPresses Universitaires de France, Paris, 1985.
sis remains on theory.
I particularly appreciated Guillaumont's
Is there indeed an economics of development worth defining, expounding, and de- efforts to deal with the nature of underbating? Guillaumont makes a strong case development, to define and discuss its
structural characteristics, and to differenfor one in this book.
Guillaumont's first volume covers the tiate clearly between the essential chardefinitions, characteristics, and varieties of acteristics of underdevelopment—that is,
development and underdevelopment. The the lack of satisfaction of fundamental
focus then shifts, in volume two, to the human needs—and its secondary charinternal dynamics of development, the acteristics which are embedded in particprocess of capital accumulation, population ular socioeconomic structures. In this reand its characteristics, and the structures spect, the author's treatment of
that control, at the national level, the proc- underdevelopment closely resembles in
ess of development. (Under this last head- emphasis and method that of another
ing, he examines the role of the state in prominent European economist: Paolo Sydevelopment and the internal methods of los Labini, who has recently completed a
organization of the development process: major essay on underdevelopment and the
public sector participation, land regimes, contemporary economy.
Guillaumont's treatment of international
community participation, and development
planning.) The final volume analyzes the trade and development is also impressive,
international dynamics of development and though quite traditional. He places fairly

Economie du Developpement

strong emphasis on subjects that have
been on the North-South agenda for quite
some time and have yet to yield much in
the way of practical results: export-revenue
instability, terms of trade development, and
international policies for primary products.
The author does, however, deal effectively
and clearly with the critical issues of domestic trade policies and their relationship
with development.
In treating external finance and development, the author rightly emphasizes the
history of international capital movements
between different groups of countries, the
structural evolution that has taken place,
and the effects of external capital on the
economic development of borrowing countries. In relatively simple and straightforward terms, Guillaumont deals with complex and hotly debated issues such as the
direct and indirect effects of external finance on the internal economies of developing countries, their growth and
development.
In its clarity, evenhandedness, and broad
scope, Guillaumont's book makes very
useful reading for both students and practitioners alike.
Enzo Grilli

A WORLD BANK POLICY STUDY

Population Growth and Policies in Sub-Saharan Africa
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• Describes population policies and programs, assesses the prospects for policy
changes to help slow population growth.
• Examines the consequences of population growth on labor productivity, the environment and social spending, and the health of mothers and children.
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Books in brief
Roy Bahl, Chuk Kyo Kim, Chong Kee Park

Public Finances During the
1
Korean Modernization Pirocess
Council on East Asian Studies, Harvard University Press,
Cambridge, MA, USA, 1986, xxiii + 340 pp., $15 (paper).

This study, jointly undertaken by the Harvard
Institute for International Development and the
Korea Development Institute, traces the evolution of the Korean fiscal system during 19541975, a period of dramatic developments. Although the authors admit that the government
was the moving force behind Korea's modernization, they continuously stress that public finance policy played a supporting, rather than a
leading, role. Throughout the period, fiscal policies were adjusted to support other policy measures. The striking features of this atypical path
to fiscal modernization include the choice of a
small government sector for a country with its
characteristics; a relatively low tax effort and
government expenditure ratio to GNP; no noticeable shift toward direct taxes and continued
heavy reliance on indirect taxes; the onus for
supporting social services, like education and
health, borne by the private sector; and an
unusual financing pattern after 1964 with little
borrowing or foreign aid. The authors' detailed
analysis of the distributional effects of the Korean
budget finds a net transfer of benefits to future
years; a significant intersectoral transfer to the
rural sector; and a slightly progressive redistribution in both urban and rural sectors. A few
provocative questions, however: Would the size
of the government sector still be small if we
include all state enterprises? What difference
would it make if an arbitrarily assumed very low
5 percent return on capital investments were
adjusted upward? Would some of the findings
change, particularly with the now-known increases in tax efforts and ratios of government
expenditures to GNP, if the book had covered
data beyond 1975?

ance, the author finds that import controls can
be compatible with strong export growth and
have a beneficial role in development. This is
especially so when there are trade distortions
in world markets, heavy indebtedness, or infant
industries in need of protection. For countries
"gripped by liberalization fever"—or those advising them—this book may have a timely
message.

V. N. Balasubramanyam

The Economy of India
Westview Press, Boulder, CO, USA, 1985, xiv + 241 pp., $25
(cloth).

A valuable feature of this survey of India's
economic performance and policies over the
past three decades is its discussion of the
internal debates over various aspects of development strategy, such as the initial emphasis
on heavy industry and the persistent bias in
favor of import substitution. The central concern
for Balasubramanyam is why growth has been
so disappointing in a country relatively well
endowed with natural and human resources and
enjoying an impressive rate of savings. The
author believes that industrial and trade controls,
associated with the policy of import substitution,
have contributed significantly to the low productivity and growth of the Indian economy. Balasubramanyam proposes instead an outwardlooking strategy in which the price mechanism
would play a greater role in resource allocation.
The book is intended to help students to sift
through the vast literature on India's economic
problems. It does this well.

Robert W. Kates, Christopher Hohenemser, and Jeanne X.
Kasperson (editors)

Perilous Progress
Managing the Hazards of Technology

Richard Luedde-Neurath

Import Controls and ExportOriented Development
A Reassessment of the South Korean Case
Westview Press, Boulder, CO, USA, xiv + 249 pp., $26.50
(paper).

The Korean experience is often used to show
how liberal import policies can fuel export-led
growth. Dr. Luedde-Neurath reexamines Korea's import policies from 1962 to 1982, and in
a chapter that is the book's main strength, argues
that the Government used many indirect controls
to keep imports on a short leash throughout the
period. Trader licensing, foreign exchange allocation, settlement methods, advance deposits,
and customs procedures, as well as quantitative
controls, were all in use. But importantly, goods
for export industries were let in quite freely, with
controls bearing most heavily on goods for the
home market. In assessing Korea's perform-
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Westview Press, Boulder, CO, USA, 1985, ix + 489 pp.,
$33.50 (cloth).

For anyone concerned about the increased risks
to health and welfare occasioned by rapid developments in science and technology during
this century—and an escalation in these risks
over the past 10-20 years—this book provides
an excellent overview. The authors are wellknown experts in the field of hazard and risk
assessment, and in this treatise they cover the
risks involved in chronic or long-term accidential
exposures—such as exposure to toxic chemicals, PCBs, or mercury—and in acute or sudden
accidents—such as the recent Chernobyl incident or airplane crashes and automobile or
industrial accidents. The book addresses the
social, moral, and economic implications of these
risks, as well as government's role in managing
aspects of these technological hazards. The
book is presented in such a way as to appeal
to the technical, as well as the lay, reader.

P.M. Snowden

Emerging Risk in International
Banking
Origins of Financial Vulnerability in the
George Allen and Unwin, London, 1985, 146 pp., $29.95
(cloth).

This concise little book reviews the various
factors in the 1970s that led to "over-indebtedness" in certain developing countries and "overlending" by some international banks relative to
their capital. The author's analysis breaks no
new ground but rather surveys the literature on
both the international debt crisis and bank lending behavior, drawing especially on the FisherMinsky thesis of financial cycles. The survey
work is very good, balanced, and provides a
quick introduction to the subject, but unfortunately, the book is too brief to explore issues
fully, which leaves the reader with several unanswered questions. One example is the financial cycles thesis, which has not been developed
in a convincing fashion. Certainly, there has
been a boom and a bust in bank lending to
developing countries, but it is perhaps too early
to characterize this behavior as the first in a
series of lending cycles.

Marie-France I'Heriteau

Le Fonds Monetaire International
et les pays du Tiers-Monde
Presses Universitaires de France, Paris, 1986, 277 pp., F 155
(paper).

This well-written and reasoned book explores a
complex topic that is frequently subject to misunderstanding. The first part offers a straightforward account of the modalities of using Fund
resources, including some historical perspective
and a chapter on conditionally. The second part
provides an analysis of the policy aspects surrounding the use of Fund resources, and includes a critique of the role of the Fund in LDCs.
The author has read, with a perceptive and
intelligent eye, most of the relevant literature on
the subject (although her book appeared too
early to profit from a number of major studies
undertaken by the Fund staff on the effects of
Fund-supported programs). The exposition is
lucid and the judgments, on the whole, balanced.
These virtues notwithstanding, one can take
issue on a number of points. For instance, the
characterization of Fund-supported programs as
being based on "the Fund model" is oversimplified: the Fund's approach is much more flexible and eclectic. The author does not always
explore the reasons why particular policy measures are proposed (such as expenditure reduction, rather than revenue increase, to improve
the budgetary balance). On a different plane,
she might have recognized more forthrightly the
catalytic and coordinating role of the Fund in
recent years as proof of the Fund's adaptability.
Unlike many other writers, I'Heriteau recognizes
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the constraints that have to be faced in dealing
with payments disequilibria and she is aware of
the lack of any credible or realistic alternatives
under existing conditions. The book is a delight
to read and to quote: "the road to economic hell
is paved with good social intentions" (p. 151).

United Nations Non-Governmental Liaison Service

Directory of Development
Education Periodicals
NGLS/Geneva, 1986, 523 pp., first copy free.

A handy guide to periodicals from the United
Nations system, international nongovernmental
organizations, and national NGOs from Australia, New Zealand, and Europe. Many of the
publications listed are available without charge,
a boon for developing country readers and
agencies seeking ready access to development
information. A free copy of the directory may be
ordered from the United Nations Non-Governmental Liaison Service/Geneva, Palais des Nations, CH-1211 Geneva 20, Switzerland.

Alan V. Deardorff and Robert M. Stern

The Michigan Model of World

Production and Trade: Theory and
Applications
MIT Press, Cambridge, MA, 1986, xiii + 274 pp., $30 (cloth).

The Michigan Model of World Trade and Production is the product of a project that has
involved Deardorff and Stern for more than a
decade. The model is large—34 economies and
29 industries—and fairly complex; in this detailed
description of the model, the authors have made
the reader's task as simple as could be expected
by providing an excellent theoretical chapter at
the outset. The exposition is clear and the
authors are forthcoming about the model's limitations and, when discussing simulations, about
several anomalies that appear. The model is
particularly well designed to analyze the effects
of tariffs on trade and production. Simulations,
for example, provide a number of interesting
results, including suggestions that the final effects of the Tokyo Round tariff reductions have
been relatively small, that the true effective rate

of protection is typically less than calculations
made with partial equilibrium models, and that
taxes, as opposed to tariffs, might have a considerable impact on trade. In estimating the
resource costs of the tariff structure, the book
eschews the typical approach—that of indirect
estimates made under strong assumptions, such
as perfect substitutability between home and
foreign goods, and exogenous exchange rates.
Instead, the Michigan model uses its own welldeveloped structure to make these calculations
directly. The book concludes with several chapters designed to show the effect of exchange
rate changes on trade and the effect of trade
on employment. The results must be used with
care. The authors are obviously aware of the
difficulties in analyzing the effect of one endogenous variable on another; readers of the book
are well advised to remind themselves of the
potential pitfalls before using these results.
Nevertheless, this is a serious book that deserves a place on the bookshelf of the specialist.
All in all, a valuable and informative work.
Unfortunately it contains no index.

Letters
Guinea: a private view
I read the March 1986 issue of your quarterly
with great interest. I was especially struck
by Edward Jaycox's "Africa: Development
challenges and the World Bank's response."
The World Bank's Joint Program of Action
has the same objectives that I envisage for
my own country.
After 26 years of independence Guinea's
anticipated economic growth has failed to
materialize; the once dynamic private agricultural sector has retreated into self consumption; the educational system constitutes
a heavy burden; the anti-inflationary pricing
policy and the inflationary expansion of credit
to the public sector have made exchange
rates more and more artificial and discouraged
exports and import substitution; and, finally,
weaknesses in planning and scheduling investments have given rise to poor resource
allocation which, in conjunction with mediocre
results in mobilizing domestic savings, have
resulted in the accumulation of external debts.
Given Guinea's large rural population (70
to 80 percent), a progressive agricultural
policy must promote food self-sufficiency before it can concern itself with earning foreign
exchange by means of export crops. Smallscale agriculture has been so overlooked in
recent years that it is very difficult to revitalize
production, and especially exports. In the

short term, Guinea must reform its system
of incentives (both domestic and external)
and, in the long term, provide structural
measures that make it possible to increase
productivity, improve product quality, and
find effective distribution channels and external markets.
Almany Ibrahima Seek
Prague, Czechoslovakia

from the industrial and commercial sectors—
rather than increased production levels per
farmer. This is anything but a positive development, since the relationship between
the concerned sectors of the economy should
be the reverse, assuming advancement of the
agricultural sector.
Subsidies have not worked in Nigeria basically because of corruption and because illiteracy and ignorance have limited the ability
of the farming population to use the opportunities at their disposal.
U. Chinedum Nwajiuba
Nsu, Nigeria

Nigerian agriculture
Shlomo Reutlinger's article in the December
1985 issue, "Food security and poverty in
LDCs," was of much interest to me. My
undergraduate research indicated that Nigeria's small peasant farmers (who dominate the
Nigerian agricultural sector) produced little
above subsistence needs for their households.
Poverty is a limiting factor; by their orientation and ability it is nearly impossible for
peasant farmers to increase food production
beyond certain levels.
Over the past two years Nigeria has experienced a noticeable increase in aggregate
agricultural production, but this is a result of
increased farm hands—workers retrenched

Coordinating aid coordination
I thoroughly enjoyed reading Robert Cassen's
stimulating article "The effectiveness of aid"
(Volume 23, No. 1; March 1986), and can
only agree with his call for increased donor
coordination in dealings with individual
countries.
However, the same plea has been made
for several years by central planning offices
throughout the developing world without any
concrete action being taken by the aid agencies; meanwhile the problem of donor coordination had become more acute.
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A useful first step in overcoming the probProfits of oil
tankers were a small part); and, not least,
lem would be the explicit incorporation into
from
a well-guarded oligopolistic sorority sanJahangir Amuzegar in his article "The oil price
all project appraisal reports of a section distioned
by major governments.
turmoil," June 1986, is correct when he states
cussing interventions by other agencies in the
that oil prices have never been free from
particular sector/field with which the project
market management. For 30 years after the
in question is concerned. Merely to list its
Second World War crude oil was stable around
own previous investments in the country
$2 a barrel. With Middle East crude costing
Why Africa can't privatize?
(rarely with any objective review of their
only cents to produce, the oil majors took
impact)—as is currently the practice in most
heavy profits via their offshore tanker com- I read Samuel Paul's article on privatization
donors1 project appraisal reports—is not
panies, paying little tax either to the exporting (December 1985) with interest. It appears,
enough. It does little to focus the attention
however, that the author completely lost sight
country or to the importing country.
of either the donor or the recipient on the
The rise of OPEC changed little for the of some developing countries in Africa, parneed to coordinate aid agency interventions. consumer. The tax free profits of the majors ticularly where there are unemployment probWithout some action along the lines probecame the excessive taxes of producing lems. Privatization in any of these countries
posed above, the increased effectiveness of countries. Even in high cost areas like the will lead to retrenchment, thus aggravating
aid, which has rightly become a major concern
North Sea, government take has exceeded the unemployment situation there. Furof donor agencies and recipient countries 85 percent of each barrel lifted.
thermore, many African countries are comalike, will remain a pipe dream.
A totally free market approach to oil price prised of various ethnic groups, who would
determination would lead to prices even below tend to demand a geographical spread in the
M. H. Fowler the current $10, yet still cover costs and give distribution of privatized industries. Where
Oxford, England moderate profits to the companies and modest this is not met, there will be discontent in
the management of those privatized industax income to governments.
In the March issue Robert Cassen notes that
tries, and the envisaged efficiency may not
the exchange of information on why aid projT.M. Lillico be achieved.
ects succeed or fail has been inadequate within
Mallorca, Spain
Sam Oniah
aid agencies, and even worse between them.
Enugu, Nigeria
How can one explain this silence? It would
seem that industrial countries refrain from
furnishing information on failures in order to
avoid putting obstacles in the way of other Jahangir Amuzegar responds:
Three-legged development
agencies wishing to channel their aid in the T. M. Lillico's argument that a "free-market"
same direction. My country's unfortunate oil price would fall below $10 a barrel, and The countries of Africa, considered to be
experience with television education justifies would be a boon to consumers, may be valid among the world's least advanced, have three
this view. Before Cote d'lvoire, developed under two (unlikely) circumstances. First, if institutions that can accelerate the process
countries had failed in this area. But that did governments did not raise taxes on oil con- of growth and development: (1) the armed
not prevent aid agencies from encouraging sumption for fiscal or protectionist purposes. forces, which can provide support for infrasthis country of modest means to venture into Second, if the oil price plunge were to occur tructural programs; (2) the universities, which
television education. Substantial sums have while other things remained the same.
must promote know-how and innovation by
Past experience and current foresight, how- training entrepreneurs and specialists in every
been used and the result can only be called
catastrophic: a lowering of the level of teach- ever, give no such assurances. Oil at below discipline; and (3) the central banks. V.V.
ing. The authorities have now decided to give $10 a barrel would in all probability lead to Bhatt's article, entitled "Improving the finanan oil import fee in the United States, and cial structure in developing countries" Qune
it up. What a waste!
While the silence of donor countries is provide a heaven-sent opportunity to raise gas- 1986), agrees that central banks cannot limit
justified by the safeguarding of their interests, oline taxes elsewhere. Cheap oil may also themselves to their regulatory role. They
it is difficult to understand the silence of provide a temporary boost to consumers' pur- must maintain a financing system linked to
recipient countries. The silence between those chasing power now. But the bonanza would the development of enterprises.
countries is culpable and reprehensible. A be at the cost of expensive socioeconomic and
Without these three pivotal organizations—
country receiving external aid should, before political disruptions, and at the expense of the Central Bank, the Armed Services, and
committing itself, inquire about other coun- future generations who may have to pay op- the University—society cannot sustain growth
tries' experiences. One must rely on one's pressively higher prices for energy.
through steady capital accumulation, and the
Incidentally, the oil majors' "heavy profits" effect of international assistance on human
own forces. And I agree with Machado: there
were not from their "offshore tanker compa- development can only be perverted.
is no path—the path is made by walking.
nies" as is alleged. Profits came from clever
Mohammed Tahey Conde
MafKassi concessionary arrangements with host counEvry, France
Abidjan, Cote d'lvoire tries; vertically integrated operations (of which

Letters to the Editor
Readers are reminded that only letters addressed to the Editor can be considered for publication.
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New from the International Monetary Fund . . .
World Economic and Financial Survey Series
World

Economic Outlook,
October 1986
Revised Projections
by the Staff

of the International
Monetary Fund

This study updates the April 1986 short-to-medium-term prospects for
the world economy compiled by the staff of the Fund. The report includes
individual country and global analysis, and a comprehensive statistical
appendix.
The World Economic Outlook, October 1986, is published as part of the
Fund's World Economic and Financial Surveys series.

* * **

Export Credits:
Developments
and Prospects
by the
Exchange and Trade
Relations Department

With the continued decline of international bank lending to developing
countries, export credits are becoming an increasingly important means
of external finance for debtor nations. This paper, based on discussions
with export credit authorities in ten major industrial countries, provides
current information on the policies and practices of export credit agencies
and assesses near-term prospects. It points out that the demand for
export credits and cover will grow rapidly over the next several years,
intensified by a projected renewal of investment spending in developing
countries, and a consequent increase in the demand for capital goods
imports.

Available from: Publications Unit • Box A-864
International Monetary Fund • 700 19th Street, N.W.
Washington, D.C. 20431 U.S.A. • Telephone: (202)623-7430
Price: US$10.00 each (WEO only: $6.00 to university libraries, faculty members, and students)
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