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Reducing Poverty:
Spreading the Word
JOANNE SALOP

n keeping with its renewed
emphasis on helping the
poor escape from poverty,
the World Bank has recently issued two publications
aimed at disseminating information about policies and practices that work best. The message is clear: Countries should
invest in basic social services,
promote efficient and sustainable growth, and eliminate policy distortions that prejudice the
poor's interests.

I

Reflecting the progression of development
thinking and the lessons of experience, the
World Bank's approach to poverty reduction
has evolved over time. During the 1970s, theBank's focus on economic growth ex
panded to include first, redistribution
iritk growth, and then, satisfaction of
basic human needs. World Development
Report (WDR) 1980 stressed that increasing incomes and reducing
poverty would also require investments in human resources. In keeping
with the Bank's project orientation
throughout this period, investment
projects were the main development instruments under consideration. Then, during the
1980s, the focus on adjus*
ment highlighted the im2

portance of macroeconomic policies for
growth; it provided evidence that such policies also matter for poverty—and for poverty
reduction.
World Development Report 1990 pursued
the connection between policies and poverty.
Based on cross-country analysis, it concluded that the countries thai had been
most successful in reducing poverty had
pursued a two-pronged approach, consisting of (1) policies that promote
efficient growth, making use of the
poor's most abundant asset—labor; and (2) public expenditures and institutions that
provide equitable access to
education, health care,
and other social services. It also emphasized the desirability of having in
place a social
safety net for
the most
vulnera-

ble groups in society.
How the 1990
WDR's approach
to country policies,
public
expenditures, and institutions should be applied by the Bank in
the policy dialogue,
analytic work, lending, and donor coord:nation was established
in the Bank's policy paper, Assistance Stralegtes to Reduce Poverty. It
recommended that poverty assessments (see box)
be prepared for all active
borrower countries as a basis for the design of Ranksupported programs. In mid1992, the Bank also issued an
operational
directive on
poverty reduction and a
Poverty Reduction Handbook.
Together, these documents provide guidelines, tools, and information to help the Bank implement the accroach spelled out in
WDR 1990. The directive provides practical guidelines for
strengthening the focus of Bank
operations on poverty reduction;
and the handbook surveys operational examples of how this can best
be done.

Analytic framework
Sustainable poverty reduction is the
Bank's overarching objective. Given
limited resources, more poverty reduclion can be achieved if pursued through
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Poverty assessments
In its simplest form, the poverty assessment addresses three questions: (1) who is poor; (2) why are they poor; and (3) what should
policymakers do about it?
W)to is poor? The assessment starts with a poverty line (the
level of income associated with -A minimum acceptable level of nutrition and other necessities of everyday life) and a count of the
people whose incomes fall below it. Depending on the availability
of data, it identifies the poor by gender, age, and ethnic characteristics; where they live; and how they fit into the consumption and
production activities of the economy. It summarizes the available
social indicators (child mortality, nutrition status, female and
male literacy, fertility, maternal mortality, etc.) and income indicators (per capita income, unskilled wages, etc.). It indicates the
poor's ownership of assets, including land; the food security and
other risks they face: and special environmental issues.
Why are they poor? The second step is to use the profile to
help diagnose the constraints to poverty reduction. While the specific focus is determined by country circumstances, assessments
normally (a) analyze the effectiveness of economic management in
promoting efficient, labor-intensive growth; (b) evaluate
government efforts to develop the poor's human resources; and (c)
examine the extent and cosl-effectiveness of the social safety net.
What should policymakers do about it? The third step is
to recommend actions to strengthen the poverty-reducing impact
of country policies, public expenditures, and institutional development. The prescription is based on a realistic assessment of (a) the
government's capacity—both financial and institutional- to implement poverty reducing programs and policies, and (b) political
economy considerations. In the context of adjustment, the assessment considers the impact on the poor of measures to stabilize
and restructure the economy, as a basis for the design of compensatory programs.

economically efficient policies, programs, and expenditures. Economic
stability and policies that allow
prices to reflect relative scarcities
and environmental impacts are
thus essential. But the causes and
solutions to poverty go beyond
macroeconomics and efficiency
pricing. The framework must
therefore incorporate the behavioral context in which poverty persists in a particular setting. To this
end, it is essential to understand
the motivations and constraints of
poor men and women and those
who interact with them—such as their higherincome neighbors, potential employers,
providers of credit, and landlords—in evaluating the impact of policies, programs, and
projects.

What policies work?
The bad news that emerges from this approach is that many policies often considered
pro-poor are not so, in practice. Well-intentioned programs often provide benefits for
some poor individuals and groups, while making the situation worse for the vast majority
of the poor. For example, by placing a ceiling
on rents, rent controls create a situation in
which the demand for housing exceeds the
supply. Those who gain access to the rentcontrolled housing get a good deal. But those
who do not are required to seek shelter in informal markets, where rents are boosted by
the spillover demand from the formal sector.
Meanwhile, rent controls make formal-sector
housing less attractive to investors; hence,
less housing gets built and existing housing is
not maintained. Price controls work in a similar fashion. Those lucky enough to get access
to the product at the controlled price benefit.
But others are forced to do without or to pay

the street price, which—based on analysis
and experience—is typically higher than
without price controls.
In some cases, the situation is even worse,
since those with higher incomes may preempt
most of the benefits of programs, leaving only
the costly side-effects for the poor. This tends
to happen where credentials matter. For example, with interest rate ceilings, the demand
for credit tends to exceed the supply. In such
circumstances, banks ration credit to those
borrowers with the lowest risk of default.
This tends to be higher income applicants
who can pledge assets as collateral.
The good news is that policies that work
with incentives can succeed in improving the
poor's situation. Such solutions focus on opening up the economic system, so that the poor
can use prices and market signals to compete
with those with higher incomes; they simultaneously promote efficiency and poverty reduction. Thus, instead of setting interest rate ceilings, which lock in the poor's disadvantage, it
is better to ensure that financial regulations
permit risk-reducing strategies—such as joint
risk sharing, where community members
guarantee each other's loans, and leasing of
equipment or its use as collateral—so that the

poor are not barred from credit
transactions by their lack of land or
property ownership. Providing water to the poor through financially
autonomous water companies with
an economic stake in satisfying the
poor's market demand is another example of a "win-win" solution (see
"Poverty and Water Supply: How to
Move Forward," in this issue).

Public spending strategies

The above examples suggest that
the preferred approach to poverty
reduction is to let markets work and
to address redistributive goals through transparent public expenditure programs. Thus, instead of rent controls, it is better to establish
an adequate regulatory framework, coupled
with infrastructure services targeted to poor
areas. Instead of price controls or general food
subsidies, it is better to restrict food subsidies
to products consumed exclusively by the
poor. Where administratively feasible, such
targeted approaches help to minimize the
costs and distortions associated with safety
net programs.
Public expenditure strategies for reducing
poverty also need to address the dynamic context of poverty and poverty reduction programs. Most of all, the poor need the means to
escape from poverty. Public expenditures
should thus ensure access to basic education,
health care, and family planning services—to
enable the poor to develop their talents, improve their productivity, and achieve economic independence and autonomy. Such expenditures also tend to be politically more
sustainable than narrowly targeted programs,
whose budgetary virtue in excluding those
with higher incomes is often costly in terms of
political support. Nevertheless, in some countries, even basic social services are starved of
Finance & Development / December 1992
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funds, while programs with lower returns and
higher income beneficiaries flourish.

Designing the program
These kinds of policy and public expenditure issues are important for the policy dialogue. They are central to the poverty assessment and the design of the country assistance
strategy. Here, the handbook and directive
mirror Assistance Strategies to Reduce
Poverty in stating that the volume and composition of Bank lending should be linked to
country efforts to reduce poverty. Stronger
government commitment to poverty reduction—as measured by the adequacy of the
policy framework for growth plus human development—warrants
greater
support.
Meanwhile, the composition of lending
should support and complement country efforts. For example, the poverty assessment
may suggest the need to increase basic social
services. This can be achieved by additional
Bank lending to these sectors, or by linking
Bank lending to shifts in public spending.

ever, both the urban and rural poor tend to
lose from rising food prices.
Even if, for the poor as a group, the benefits
from adjustment outweigh the costs, some
poor people will be hurt by adjustment policies and their short-run effects. The directive
and handbook therefore indicate that the design and implementation of Bank-supported
adjustment programs should seek to protect
the most vulnerable from declines in basic social services and consumption—with particular attention to food and nutritional security—in the context of the public expenditure
program. In Latin America, for example, support for targeted nutrition programs has been
a central feature of a number of adjustment
programs.

Poverty reduction projects
Experience suggests that projects that yield
high on-the-ground returns and benefit the
poor involve the participation of the poor
throughout the project cycle. In line with this

Growth and adjustment programs
Internal and external balance is a prerequisite for sustainable long-term growth and
poverty reduction. Macroeconomic policies
therefore must prevent the emergence of imbalances and adjust quickly to external
shocks. Once in a disequilibrium situation,
adjustment policies are needed to restore balance. They typically begin with a tightening
of monetary and fiscal policies to bring aggregate demand into line with available resources, and exchange rate depreciation to
equilibrate the market for foreign exchange.
Over time, as efficient and sustainable
growth resumes, the poor will gain. They will
be in a better position to gain if spending programs to develop their human resources have
been protected during the adjustment process, and if the policy package eliminates distortions that prejudice their interests in labor,
asset, and product markets.
But adjustment policies also affect the poor
more immediately. Determining the net impact requires a careful analysis of the activities in which the poor are engaged, what they
consume, how prices change with the exchange rate or other events, and the public
expenditure program. On the production side,
the outcome depends mostly on whether the
poor are net producers of tradables or of nontradables—since currency depreciation tends
to raise relative prices, wages, and employment in the tradables sector. In sub-Saharan
Africa, for example, the poor are mostly rural, and as producers, they tend to benefit
from currency depreciation's positive impact
on the agricultural sector; as consumers, how4
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finding and the analytic framework described
above, those who are designing and implementing projects should have an understanding of how the poor make decisions; the constraints, risks, and incentives they face; and
their preferences. Production-oriented projects
must consider the likely financial returns for
poor participants. If, for example, the poor
perceive that a new agricultural technology is
too risky, they will not adopt it, and the project will fail. For projects and programs designed to enhance the poor's human resources, satisfactorily addressing the poor's
demand is likewise decisive for the project
outcome. Benefits simply will not materialize
if, for example, girls will not attend projectsupported schools or women will not visit project-supported family planning clinics. During
implementation, to determine whether targeted project beneficiaries are being reached
and whether midcourse corrections in project
design are needed, appropriate performance
and participation benchmarks should be

tracked and evaluated. Supervision of poverty
reduction projects should also include contact
with clients to assess service delivery.

Is it working?
To monitor its poverty reduction programs,
the Bank has used different methods corresponding to its evolving operational approach.
In the 1970s, for example, the Bank monitored
the poverty focus of individual projects. That
focus increasingly gave way in the 1980s to a
more programmatic emphasis, paralleling the
evolution of the Bank's operational approach
to poverty reduction. The logical extension of
this trend would be to monitor Bank effort by
results—as measured by country performance
on poverty reduction. But exclusive reliance
on results would be difficult to square with
the fact that Bank involvement has only a partial and variable impact on country poverty
outcomes. Input measures of the Bank's contribution are also flawed. They require arbitrary distinctions between resources directed
at poverty reduction and at other Bank objectives, such as growth, that are essential for
sustained poverty reduction.
Recognizing that there is no perfect measure, monitoring the Bank's impact currently
relies on three kinds of information:
• estimates of what is happening to
poverty in countries, including progress on
key social and economic indicators;
• qualitative judgments about the Bank's
contribution, based on the poverty assessments, country assistance strategies, and operations; and
• the relative importance of total lending
on projects with a specific mechanism for targeting the poor and on projects for which the
proportion of the poor among project beneficiaries is substantially larger than their proportion in the overall population.

Next steps
Implementation is now the key. The Bank
is preparing country poverty assessments as
the basis for the design of country assistance
strategies, and regular progress reports. But
the Bank is only a small part of the story. A
strong development partnership is needed,
centered around country efforts. To facilitate
consensus-building on operational approaches
to poverty reduction, the discussion draft of
the handbook was shared with member governments, UN agencies, the IMF, multilateral
development banks, and nongovernmental organizations (NGOs). The current edition reflects their comments and suggestions. Future
editions will reflect ongoing discussions and
new lessons learned about poverty reduction.
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Family Planning:
The Unfinished Revolution
RODOLFO A. BULATAO

\oluntary family planning
programs in the develop\ing world help reduce
•population growth and
contribute to better maternal
and child health and to poverty
alleviation. Despite the notable
success of family planning programs in a number of regions,
population growth remains high
in many areas. The challenge
lies in the better design and implementation of programs—
whether new or ongoing—to
ensure wider reach.

V

Family planning makes a difference. In 1960,
Ethiopia's population was 10 percent smaller
than that of the Republic of Korea. Over the
next three decades, Ethiopia recorded almost
two-and-a-half times as many deaths as
Korea, but by 1990, Ethiopia's population was
20 percent larger. At least as significant, by
1990 each Korean of working age (15-64

years) had 0.44 dependents to support,
whereas each Ethiopian of working age had
1.04—more than twice as many—dependents
to support. Ethiopia had 26 million people in
the dependent ages, compared with only 13
million in Korea.
Partly responsible for the contrasting demographic trends was an effective family
planning program that Korea started in the
early 1960s. Contraceptive prevalence (the
proportion of married women 15-49 using
contraception) climbed from under 10 percent
to over 70 percent—a level comparable to
that in developed countries—and fertility fell
correspondingly. Almost within a generation,
Korean parents went from having six children to having barely enough, and lately not
quite enough, to replace themselves in the
population. This substantial secular decline
in fertility, which paralleled but was faster
than earlier changes in developed countries, is
often referred to as the fertility transition.
In countries spread over every region of the
world, family planning is seen as a means of
reducing high rates of population growth and
of helping to improve the living conditions of
individuals and families. Family planning has
contributed to lower fertility, and at the same
time to better child survival, lower maternal
mortality, and reduced burdens for parents.
The spread of family planning has now

reached a tipping point: half of all couples in
developing countries—about 365 million—
are using contraception.
Family planning programs have especially
benefited the poor. They typically have larger
families, and commercial contraceptives are
often priced beyond their reach. Contraceptive pills and condoms cost more than 5 percent of per capita GNP in the majority of subSaharan African countries, as well as in at
least a few countries in every other region.
This makes it difficult for poor women to
avoid pregnancy. That they want to do so is
suggested by the substantial unmet need for
contraception, which ranges from 10 percent
to as high as 70 percent of women of reproductive age.

Program experience
Family planning programs started slowly
in the early 1950s, expanded rapidly in the
1970s and 1980s, and now exist in almost one
hundred developing countries around the
world (see table). These programs basically
provide contraceptive services and counseling
on the use of a variety of contraceptive methods. Communication campaigns to reach potential users, which explain the benefits of
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tended household
smaller families and
Room for improvement
was common, and
ease concerns about
Strength of family planning program. 1989
the patrilineal famcontraceptive techily structure alnology, are an essenVery weak
lowed parents to
tial part. Some proWeak
Strong
or none
Moderate
influence their chilgrams also provide,
Madagascar
Korea. PDR Afghanistan
Chile
Bangladesh
Cambodia
dren's
reproductive
or are linked with, a
Mali
Lebanon
Chad
Algeria
Colombia
Botswana
Mauritania
Angola
Malaysia
Cosla Rica
Gabon
decisions. Political
variety of other serChina
MozambiQue Iraq
Argentina
Morocco
Cuba
El Salvador
opposition to family
vices, such as materC6te d'lvoire
Niger
Benin
Nepal
Dominican
India
planning also apnal and child health
Kuwait
Bhutan
Pakistan
Nigeria
Republic
Indonesia
peared, often based
services and income
Lao PDH
Papua New
Bolivia
Panama
Ecuador
Koiea. Republic of
Liberia
Guinea
Brazil
Peru
Mauritius
Egypt
on religion.
generation activities.
Libya
Paraguay
Burkina Faso
Philippines
Ghana
Mexico
Family planning
But some desire
Malawi
Rwanda
South Alrica Burundi
Guatemala
Sri Lanka
for smaller families
programs, in country
Myanmar
Cameroon
Senegal
Singapore
Taiwan Province of China Guyana
Central African Srerra Leone Namibia
Venezuela
Honduras
Thailand
did exist, and inafter country, have
Oman
Syria
Republic
Zambia
Iran
Trinidad & Tobago
creased over time.
encountered similar
Saudi Arabia
Tanzania
Congo
Zimbabwe
Jamaica
Tunisia
Near the start of ferobstacles:
initial
Somalia
Togo
Ethiopia
Kenya
Viet Nam
Sudan
Turkey
Guinea
tility transition in
skepticism that a soUnited Arab
Uganda
Guinea-Bissau
cial program can
Indonesia, Korea,
Emirates
Uruguay
Haiti
and
Thailand, wochange highly perYemen
Jordan
Zaire
Lesotho
men reported their
sonal behavior; shortideal families to be
ages of resources,
Source. W. Patlter Mauldin and John Ross. Tlia Populalion Council
around four chilparticularly skilled
dren. Over the next
management staff;
East and Southeast Asia. This region two decades, this number fell by one child evideological opposition, sometimes religious
and sometimes political, as the program be- had some of the earliest family planning pro- ery 12 years in each country. As ideal family
comes more visible; jurisdictional quarrels be- grams and showed rapid increases in contra- size declined, socioeconomic conditions—estween health providers and family planners, or ceptive use. The chart shows dates when na- pecially income and infant mortality—were
between ministries and nongovernmental or- tional family programs started in selected improving rapidly.
Family planning programs in these counganizations, or among various donors eager to countries and subsequent trends in contracepput their mark on a program; stalls in perfor- tive use. Contraceptive prevalence increased tries succeeded by taking advantage of oppormance if programs focus narrowly on particu- steadily by around 3 percentage points annu- tunities to mobilize political support, meeting
lar client groups; and an increasing concern ally in Indonesia, Korea, and Thailand. the existing demand for contraception, and
with costs, as the number served grows and Prevalence increased much more slowly in the developing innovative ways to deliver serPhilippines, by only 1.7 points annually on av- vices. Political stability and strong governdonors turn their attention elsewhere.
ments created conditions in which such social
At the same time, the fundamental viability erage (see chart).
Initial conditions in these East and programs could be run effectively, although
of a family planning program in any culture
and at any level of socioeconomic develop- Southeast Asian countries were not particu- political upheaval sometimes provided some
ment has been increasingly established, as larly favorable to fertility transition. initial impetus. In Korea, the program started
shown by the experience in selected countries Socioeconomic conditions when programs in the context of a massive reconstruction efin two regions—East and Southeast Asia and were established—income, infant mortality, fort begun by a new administration a decade
sub-Saharan Africa. The experience of these female education, and urbanization—were after the end of the Korean War. Widespread
countries demonstrates the elements of pro- roughly comparable to conditions in the aver- existing demand for contraception was
gram successes, as well as the obstacles that age low-income economy today. The cultural demonstrated by pilot projects, such as the
barriers to reducing fertility included, for in- Jakarta pilot project in Indonesia, and by prifrequently prevail.
stance, Confucian traditions in Korea that vate voluntary organizations, such as the
Parenthood
Federation
of
stress the centrality of the family. The ex- Planned
Korea—which was instrumental in laying the
groundwork for the government program.

6
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delivery systems have
A remarkable increase in contraceptive use1
The contribution of
Selected Asian and African countries
been quite different.
programs to the rise in
Botswana, with presumcontraceptive use was
ably stronger demand
substantial in all the
because of socioecocountries. For instance,
nomic factors, as well as
40 percent of the fertila public health system
ity decline in Korea in
that covers the country
1963-73 was contributed
fairly evenly, has relied
by program-supplied
contraceptives, as opon health posts and
health centers to proposed to other proxivide
contraceptives.
mate determinants (for
Zimbabwe has placed
example, abortion) or
primary emphasis on
other sources of contracommunity-based
disceptives.
tribution to the rural
Fertility transition is
population. Kenya has
far from complete in the
also emphasized outregion, however. A
reach, but has relied to a
number of countries,
much greater extent
such as the Philippines
than Zimbabwe on priand Viet Nam, remain
vate voluntary organimired in slow fertility
zations to complement
transitions. Even in the
1
public services.
more successful counPercent of married women between the ages of 15-49 or spouse using family planning methods.
Source: The World Bank.
In contrast, Ghana,
tries significant numRwanda, and Zaire have
bers of people still do
not have adequate access to contraception. In quate explanation. Socioeconomic conditions not started fertility transition. They differ
Indonesia, the Outer Islands are well behind when programs started were slightly behind from the other three countries not in initial soJava and Bali. Provincial total fertility rates conditions in Korea and Thailand, but better cioeconomic conditions—they actually had
range from 2.4 in Bali to as high as 5.3 in than conditions in Indonesia. Relative to slightly higher GNP per capita at the time
Asian countries, these countries experienced their programs started—but in socioeconomic
South East Sulawesi and Irian Jaya.
Sub-Saharan Africa. Family planning relatively slower income growth but compara- trends since then. They have had negative
programs have made much less headway in ble improvements in social indicators—infant economic growth and relatively small imsub-Saharan Africa. Even in this region, how- mortality, female education, and urbanization. provements in social indicators. Nevertheless,
The cultural barriers to family planning in family planning programs have had some efever, some countries show unmistakable
signs that fertility transition is underway, and these countries, and elsewhere in sub-Saharan fect in small areas.
In the city of Kananga, Zaire, the Institut
in other countries, small-scale successes in Africa, parallel in important ways those in
particular communities demonstrate the po- Asia. For both regions, children are seen as Medical Chretien du Kasai reoriented its two
assets to the older generation, providing assis- family planning clinics to make their services
tential for family planning programs.
Programs in Botswana, Kenya, and Zim- tance and security—strong motives for the more accessible; provided apprenticeships for
babwe started in the late 1960s or early 1970s, extended family to encourage high fertility. nurses from a dozen other clinics and helped
but prevalence did not exceed 10 percent until As in Asia, these motives have not proven to improve their procedures; and marketed subsidized contraceptives through 30 pharmacies
the 1980s. When fertility transition started, be absolute barriers to fertility transition.
contraceptive prevalence increased at widely
What was distinctive about Botswana, and shops. Visits to the Institut's clinics indivergent rates: 1.7 points a year in Kenya, 2.1 Kenya, and Zimbabwe was the nature of ex- creased 15-fold, and the prevalence of modern
points a year in Botswana, and 3.1 percentage isting demand for contraception, which was methods went from 4 to 8 percent in 18
largely to space births rather than to reduce months.
points a year in Zimbabwe.
In Ghana, the midwives association proBoth socioeconomic and cultural influences the total number. Programs attempted to adhave been used to explain the delay in the dress this demand by emphasizing the bene- vided its members with framing in family
start of transition, but neither provide an ade- fits of child spacing and providing temporary planning, supervision, and assistance with
methods, often birth control pills. However, supplies. After one to two years, the first 130
midwives trained reported an average of 100

Finance & Development / December 1992

©International Monetary Fund. Not for Redistribution

1

new family planning clients each, 80 percent
of them using contraceptives for the first time.
In the Ruhengeri region of Rwanda,
Abakangurambaga (wakers of the people),
who provide information on development topics to small groups of households, were used
to provide family planning information and
referrals to clinics. In the commune where
they were most active, a survey showed the
prevalence of modern methods rising to 29
from 5 percent in 16 months.
Each of these approaches suggests a different way family planning can be effectively delivered in a relatively unfavorable socioeconomic setting.

Program challenges
By the year 2000, the number of contraceptive users in developing countries will have to
be 40 percent higher if fertility declines are to
match projections. New programs will be
needed where family planning has received
little attention so far, and new approaches
must be invented for mature programs to enable them to expand their clients. Social development will also have to proceed apace:
women need more education to appreciate the
benefits of smaller families, and they need
firmer assurance that their children will survive. Both new and ongoing programs will
have to emphasize some basic approaches
that research and experience have shown can
contribute to wider contraceptive use.
Improving quality of services. Programs need to focus on providing quality services that attract clients. A good program provides access to a range of appropriate
contraceptive methods and facilitates their
continued use; provides adequate counseling,
respects client sensibilities, and responds to
client concerns; and is run by technically competent providers according to proper medical
standards.
These elements of quality are not always
present. About half of almost 100 national
programs rated in 1989 were judged to provide inadequate access to each of five contraceptive methods. When methods are available, counseling may be unsatisfactory: large
numbers of birth control pill users in such
countries as Brazil and Egypt have been
shown to be using them incorrectly. Client
sensibilities are often offended by long waiting times and rude and impatient staff.
Quality services, on the other hand, attract
clients. Providing an additional contraceptive
method, for instance, appears to add an additional layer of contraceptive users. Reducing
waiting times allows a clinic to serve more
users. A clinic in Ecuador reduced waiting
times with additional staff and experienced a
8

more than proportional increase in clients
served. At the same time, quality services can
be more efficient. The Matlab project in
Bangladesh stressed quality, offering more reversible methods than the government
program, recruiting workers with higher credibility who were more intensively supervised,
giving clients better counseling about side effects, adding more intensive follow-up
through home visits, and providing added maternal and child health services. Because it attracted more users, the cost per birth averted
through contraception was two thirds that of a
comparison area with less intensive services.
Ensuring accountability and strategic management. Programs must be managed strategically. A program manager must
be responsive to its environment, taking advantage of cultural tendencies and social factors and negotiating its way through the polit-

Rodolfo A. Bulatao
a Philippine citizen, is a
Senior Demographer with
the Population Policy and
Advisory Staff of the
Bank's Population and
Human Resources
Department. He holds a
PhD from the University of
Chicago.

ical and other obstacles that arise. Programs
typically develop in three ways: from seeking
clients among those already disposed to contracept to focusing on the large disadvantaged majority among whom the small-family
norm must be cultivated; from heavy reliance
on donors and volunteers to reliance on a network of agencies and eventually on the public
at large; from services provided passively in a
few sites to active outreach and eventually to
services carefully differentiated by market
segment. Programs need to recognize the challenges posed by this evolution.
Management responsibilities are varied,
from mobilizing public support for a program
to managing staff. Most critical are ensuring
reliable logistics and providing adequate field
supervision. The logistical systems for handling contraceptives are often weak. Supply
shortages contribute to contraceptive discontinuation and user dissatisfaction, damage
morale among staff, and contribute to a poor
program image. Supervision of the field staff
who actually distribute the contraceptives and
provide counseling is critical, because it
strengthens their motivation and helps them
apply their skills to program tasks.

Encouraging the private sector.
Programs need greater involvement of the private sector. In family planning, this sector is
quite varied, including nongovernmental organizations, private practitioners, and commercial outlets for contraceptives. The sector can
provide additional resources and is sometimes
more flexible and efficient than public services.
Private services may be useful in introducing family planning generally, or in introducing specific services. They may reach specific
populations, not only through their own clinics but also through networks of private practitioners and commercial distributors for the
marketing of subsidized contraceptives.
Involving the private sector often requires reform of laws or regulations that limit them,
such as import duties on contraceptive supplies and prescription requirements that unnecessarily restrict contraceptive availability.
Designing effective promotion campaigns. The creative promotion of programs—both government and private—is essential to their success. Like any new product,
contraceptives have to be brought to the attention of potential users, made attractive,
and shown to be safe. This effort is essentially
educational, aimed at producing satisfied and
effective users willing to encourage others.
Interpersonal channels and the mass media
can be effective tools. Both must be used with
all the skills and techniques of modern public
relations and advertising, so that family planning messages are able to compete in the
noisy marketplace.
Obtaining official assistance. Government and donor support must be constant.
By the standards of large-scale social interventions, family planning programs are not
expensive. In 1990, programs cost about $4
billion-$5 billion. Donor assistance in population was about 1.2 percent of official development assistance, barely 2 percent more (in
constant dollars) than it was in 1985. If individuals themselves had to pay for family
planning, the cost could have been beyond the
means of many. Commercial prices for contraceptives are such that, for over 60 percent of
sub-Saharan countries, a supply of contraceptive pills would cost more than 5 percent of
average annual income.
Political commitment is also essential to
allow programs to recruit essential staff, obtain the cooperation of other agencies, and
free programs from webs of regulation that
could otherwise severely hamper their opera-

For an in-depth study of the evidence, see "Effective
Family Planning Programs" to be published as a
"Best Practice"paper by the WorldBank.
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Population Patterns: Components of Change
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Unorthodox Adjustment and
Poverty in Peru
PAUL GLEWWE AND GILLETTE HALL

Teed with economic stagnation and decline during the 1980s, many de\ veloping countries
adopted macroeconomic and
structural adjustment programs
that were recommended and
partially financed by the World
Bank and the IMF. A few countries that were anxious to avoid
the perceived economic and social costs of structural adjustment, however, experimented
with alternative "unorthodox"
(the so-called heterodox) programs. While designed to encourage rapid growth, along
with a more equitable distribution of welfare, such alternative
approaches did not always succeed and, in fact, may have hurt
the poor more than the general
population.

F

10

The social consequences of World Bank and
IMF-supported structural adjustment programs have been widely discussed and criticized in recent years. But whether countries
adopting alternative policies have been successful in protecting the poor while reviving
economic growth has not been subject to the
same scrutiny. The case of Peru, where Bank
and IMF-supported structural adjustment
policies were deliberately avoided from 1985
to 1990, offers an opportunity to undertake
just such an examination. Two unusually rich
household-level surveys for Peru provide
unique insights into changes in living standards under an "unorthodox" program. The
findings are quite sobering; not only did the
economy as a whole deteriorate but the policies also failed to protect the poor.

Unorthodox approach, 1985-90
The APPvA (Alianza Popular Revolucionaria Americana) government that took office in 1985 inherited an economy that had not
weathered the debt crisis well. Despite two stabilization programs between 1981 and 1985,
inflation had soared, with prices more than
doubling each year after 1982. At the same
time, real output declined by 27 percent and
gross domestic investment fell by 62 percent.
These depressed conditions reflected both
international and domestic factors. Certainly
the bankers' panic ignited by the 1982
Mexican default had a negative impact; although Peru had been meeting debt payments
on schedule (and even early) through 1983,
loans from international private capital mar-

kets were virtually unobtainable by the end
of 1982. From 1982 to 1985, Peru's net capital
inflow (public and private) fell by 78 percent,
with net private capital flows negative in
1984 and 1985. The lower demand for Peru's
exports, owing to the world recession, produced a 50 percent decline in their unit value
between 1980 and 1985; despite an increased
volume, total export revenue declined by 24
percent over that period.
The World Bank and IMF approach to adjustment in countries experiencing such deteriorating economic conditions has emphasized
immediate stabilization—getting trade and
budget deficits under control—followed by a
restructuring of the economy to promote sustainable, long-run growth. Such growth is to
be achieved by removing price and other market distortions (such as trade barriers), and by
encouraging private sector investment.
In the early to mid-1980s, the short-run impact of adjustment policies on poverty was often not explicitly addressed by the Bank/IMF
approach. The implicit presumption was that
growth would reduce poverty in the long run,
and that short-run negative consequences
were an unavoidable cost of adjustment. Only
in the late 1980s was poverty recognized as a
central issue of the adjustment process; incorporating poverty concerns into adjustment
policies then became the topic of the World
Development Report 1990.
In contrast to Bank/IMF policies, Peru's
unorthodox approach taken in 1985 did not
focus on immediate stabilization. Rather, policies were aimed at "jump-starting" consump-
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Table 1

A profile of Peru's macroeconomic deterioration
Index of annual:
GDP per capita
Average real minimum wage, Lima
Consumer prices1
Exports (dollars)2
Net international reservesa

1980

1985

1990

100
100
100
100
100

87
54
3,474
76
89

70
21
40,216,592
83
-13

Source: Gtewwe and Hall, 1992.
'June of each year, through June 1,1990.
Estimated from data through September 1990.
3
June of each year.

tion and investment through large injections
of government resources into the economy.
Macroeconomic stabilization, it was thought,
could only be attained after an initial period of
growth. The government introduced price
controls, along with broad-based subsidies
and transfers, with the explicit aim of protecting the poor while encouraging demand-induced growth. Further measures included a
unilateral reduction in foreign debt payments,
which would finance the process of "economic
reactivation," redirecting funds toward domestic expenditures, with priority given to
meeting the needs of the poor through wage
increases, jobs programs, and investments in
education and health.
While these policies fostered rapid economic growth in the short run, their unsustainability was evident by mid-1987, when inflationary pressures and widening budget
deficits appeared. Reactivation policies nonetheless continued until September 1988, when
the government announced "El Paquetazo," a
severe readjustment of prices that increased
consumer prices by 114 percent. Ad hoc adjustment, consisting primarily of price increases without real wage increases, characterized the last two years of the APRA
administration. Annual inflation rates
(December-December), compared with a base
of 158 percent in 1985, rose 1,720 percent in
1988, 2,776 percent in 1989, and were still accelerating when the government changed in
late July 1990. From 1987 to 1990, per capita
production declined by 25 percent, and the
real minimum wage by 60 percent.
Recent appraisals of the Peruvian experience highlight the severe deterioration between 1985 and 1990 in virtually all indicators
of macroeconomic performance (see Table 1).
Briefly, the country was virtually blacklisted
by both public and private international
lenders, and thus had no access to foreign
credit. Domestically, the use of government
funds (generated in part through the diversion
of debt payments) to subsidize consumption
and investment brought the government to

the brink of bankruptcy by 1988.
At that point, the government financed expenditures by effectively printing money, and inflation soared. However, none of
these studies conclusively examined changes in inequality and
poverty during that period.

Table 2

The poorest suffered the biggest drop
in consumption
Decile1

Lima 1985-86

Lima 1990

1

2,258.6

848.9

2
3

3,181.1
3,808.8

1,345.2
1,731,9

4
5

4,386.9
5,164.7

2,015.2
2,349.7

6

6,098.9

2,739,6

7

7,128.5

3,218.5

Percent change

-82,4
-57.7
-54.5
-54.1
-54,5
-55.1
=-54.9

8

8,669.9

3,970,8

9
10

11,451.5
25,657.8

5,311.0
11,796.0

-54.2
-53.6
-54.0

All Lima

7,774.4

3,531.7

-54.6

Source: Gtewwe and Hall, 1992,
Note: Figures are valued in thousands of constant June 1, 1990
Intis ($1 = 50,000 Mis) for Tables 2 and 3.
'Ranked from poorest to richest.

The measure of household welfare used
here is the value of consumption of goods and
Living standards
services. Very careful procedures were used to
Four Living Standards Surveys (see box) convert nominal amounts reported in the
have been conducted in Peru. This article com- questionnaires to real monthly values, yieldpares data from the 1985-86 survey, which ing real household consumption per month.
covered all of Peru, with the 1990 survey that These values are then adjusted for the number
was conducted in metropolitan Lima only and ages of individuals in each household to
(covering 33 percent of the country's popula- provide an adjusted per capita consumption
tion). Our discussion of the survey results is, figure that reflects the variation in consumptherefore, limited to Lima, the capital.
tion levels of adults and children.
The overall results of the two surveys reveal an average decline in .consumption of
Table 3
over 50 percent from 1985 to 1990 (see Table
Identifying the poorest families
2), which is without doubt one of the most
in Lima
rapid and severe deteriorations in living standards ever recorded.
Percent change
Changes in overall distribution of
in per capita
monthly consumption
consumption expenditures. To examine
since 1985-86
changes in inequality from 1985-86 to 1990,
Sex
both surveys divided the population of Lima
Male
-54.5
into ten expenditure groups. As shown in
Female
-54,9
Table
2, decile 1 contained the poorest 10 perEducation level
cent of the population (defined by adjusted per
None
-58.7
Primary
-S9.1
capita consumption expenditures), decile 2 conSecondary general
-55.1
tained the next poorest 10 percent, and so on.
-46.4
Secondary technical
Several conclusions can be drawn from
University
-54.0
Table 2. First, all deciles experienced declines
-38.9
Other post-secondary
in their consumption that left them at about
Occupation of head
one half of their 1985-86 levels. Second, the
-50.4
Agriculture
-56.7
Sales/services
poorest decile lost the most, experiencing a 62
Industry/crafts
-52.3
percent decline in consumption, and the secWhite collar
-54.1
ond poorest decile experienced the next
Unemployed
-65.9
largest decline, a drop of 58 percent. Thus the
Retired
-50.2
data
from these two surveys indicate that the
All Lima
-34.6
distribution of consumption expenditures in
Source: Glewwe and Hall, 1992.
Lima became less equal between 1985-90, deNote: Population percentages do not add to 100 due
spite policy goals to the contrary.
to missing information for 0.3 percent of observaBons in
1985-88.
Changes in consumption expenditures by household characteristics. One
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ditions, based on housing conditions and the
provision of social serPercent of population below
vices, is also a good indi, • pevertx,sB<jirtiflj|
cation of how the poor
Value of poverty line,.
Poverty line'
June 1,1990 Intis
tws-te ,
^°
fared. The quality of
homes deteriorated sig1,447i,6SO
1. Poverty line 1
Wa
'OJS
.(based on total
nificantly in Lima over
expenditures)
1985-86 and 1990 for
lir
households in the poor2. Poverty line 2
1447,680
,54i7
(based on food
est 20 percent of the popexpenditures)
ulation, where the incidence of housing made
Source: Glewwe and Hall, 1992.
Based on monthly real adjusted food and total expenditures.
of improvised materials
(straw, cane, and mud
shacks) qua- drupled beway to examine the change in consumption tween 1985-86 and 1990. Access to public serexpenditures from 1985-86 to 1990 is to look vices, such as public water and sewage sysat gender, education level, and employment tems, also deteriorated most significantly
characteristics of household heads. Table 3 among the poorest. This decline was particularly evident in the impoverished areas of
highlights three results.
(1) The position of female-headed house- Lima—Conos Norte, Este, and Sur—whose
holds relative to male-headed households in residents also suffered the greatest declines in
Lima changed very little from 1985-86 to consumption.
1990.
(2) In Lima, households headed by someone Measuring the change in poverty
Our findings also show significant changes
with no education or only primary education
experienced the largest declines in expendi- in poverty in Lima from 1985-86 to 1990, altures relative to those with better educated though quantifying such changes is someheads. The percentage declines in expendi- what difficult. We use the standard "headtures of these two groups were larger than for count" definition of aggregate poverty, that is,
any other population group classified by the fraction of the total population whose conhousehold head characteristic (with the sole sumption is below the given poverty line.
exception of the unemployed). Only house- There is no official or widely accepted poverty
holds headed by those with secondary techni- line in Lima. But it is clear, as will be seen becal or other post secondary education exhibit low, that poverty in Lima increased substandeclines in consumption significantly smaller tially between 1985-86 and 1990. This implies
than the average for all of Lima. This suggests
that technical education helps reduce vulnerability to severe welfare loss. The fact that
Paul Glewwe
those with higher education and technical
a US citizen, is an
training also began the period with relatively
Economist in the World
higher consumption is consistent with the findBank's Population and
ing in Table 2 that the distribution of expendiHuman Resources
tures became less equal from 1985-86 to 1990.
Department. He has de(3) Persons living in households where the
grees from the University
head was unemployed experienced by far the
of Chicago and Stanford
largest drop in consumption, and expanded
University.
from 2.9 percent to 5.1 percent of the population. Further, absolute consumption levels for
these households in 1990 were lower than for
Gillette Hall
all employment categories. This contrasts
a US citizen, is a
sharply with the economic status of the unemConsultant with the Bank's
ployed in Lima in 1985-86, when households
Poverty Analysis and
headed by the unemployed had higher conPoverty Division of the
sumption levels than all other occupational
Population and Human
Resources Department. She
categories except white collar employees.
is a PhD candidate at
Thus, unemployment rose substantially beCambridge University,
tween 1985-86 and 1990, and the bulk of the
England.
newly unemployed were among the poorest.
Other indicators of living standards.
Examining changes in the physical living conTable 4

The extent of poverty in Lima

1

12

that poverty indexes that take into account
the depth of poverty (the "gap" between the
poverty line and each household's actual expenditures), as well as distributionally sensitive indexes (those that account for inequality
among the poor), would show large increases
in poverty regardless of how the poverty line
is defined.
To assess the extent of poverty in Lima in
both years, we used two poverty lines based
on the cost of a minimum basket of food for a
family of six in Lima (see Table 4). The daily
cost of this basket in June 1, 1990 Intis was
154,416, which implies a cost of 4,632,480 Intis
per month. Adjusting the resulting per capita
value of the food basket for household composition implies a poverty line of 1,477,650 Intis
per "adult equivalent." If one defines as poor
any household for whom per capita adjusted
consumption is less than this figure, so that
even if all household income money were
spent on food it could not purchase the minimum basket (Poverty Line 1), only 0.5 percent
of the population of Lima was poor in
1985-86. But if one defines as poor all households where per capita food expenditures
were below this amount (Poverty Line 2), 12.7
percent of Lima's population was poor; in
1985-86.
The percent of the population with expenditure levels below the amount required to purchase the basket according to Poverty Line 1
jumped from 0.5 percent in 1985-86 to 17.3
percent in 1990—an unprecedented increase.
Alternatively, according to Poverty Line 2, the
incidence of poverty quadruples between
1985-86 and 1990; in 1985-86, one out of every eight residents of Lima were poor; by 1990
more than half were poor.

Some lessons
The Peruvian Government opted for a policy of "unorthodox" adjustment during
1985-86 to 1990 in an attempt to encourage
rapid growth and improve living standards.
While it is very difficult, and beyond the
scope of this article, to prove that the increase
in poverty was caused by the specific macroeconomic policies adopted between 1985-90,
the findings do provide a stark example of the
difficulty of using unorthodox policies to simultaneously encourage growth and reduce
poverty. Our research shows that the hoped
for improvement in growth rates and living
standards did not materialize. In fact, the incidence of poverty in Lima increased dramatically and the distribution of consumption became more unequal.
Further investigation provides a clearer picture of what happened between 1985-90.
• Households headed by individuals with
relatively low levels of education experienced
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greater declines in consumption level than the
better educated. Thus the poor, who have
lower education levels, suffered disproportionately because the returns to human capital
were more stable at higher levels of education.
In terms of identifying the poorest, the level of
education is probably the best indicator. This
suggests that long-run social investment
plans would do well to give priority to education of the poor.
• Unemployment rose significantly and became a distinct characteristic of the poor.
Thus social expenditure programs designed to
increase low-wage employment opportunities
may be an efficient method to target the poor.
• The provision of public services, particularly potable water and sewage services, deteriorated across the city, but most severely in
the three poorest regions—Conos Este, Norte,
and Sur. Investment in public water and sanitation services directed at these three areas
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would significantly improve living standards.
Perhaps the most important lesson to be
drawn from these conclusions is that there are
no quick fix macroeconomic solutions when
addressing the twin problems of economic
stagnation and poverty in developing countries. "Unorthodox" alternatives to structural
adjustment, while designed to encourage
rapid growth along with a more equitable distribution of welfare, may not succeed in this
endeavor and may, in fact, hurt the poor more
than the general population. The orthodox
policies that were rejected in Peru in 1985
were adopted in 1990 after a change of government. Peru now faces the task of reviving
economic growth with much higher poverty
rates that those prevailing in 1985.
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hy are women not fully
participating in the
work force? Why are
they paid less than men?
Understanding the reasons why
can lead to policies that will
increase women's welfare and
improve efficiency.

w

Over the past decade, increasing recognition
has been given to women's contribution to the
development process. But, despite the
progress that has been made in Latin
American countries in improving women's
circumstances and opportunities, the proportion of women entering the labor market continues to be well below that of men, as are
their average earnings. Understanding the
reasons for this can assist in the development
of policies that would allow women to perform to their full economic potential.
This article discusses the findings of a recently completed study of women's labor
force participation and earnings in 14 Latin
American and Caribbean countries. The
study examines women's labor force participation rates, identifies the principal factors affecting women's participation decisions, and
looks at women's earnings relative to men's.
Based on the findings, it also suggests appropriate social policy measures most likely to
improve women's welfare.

Participation rates
Women's labor force participation rates remain low in Latin America, with approximately one third of working age women en14

tering the labor market. However, there has
been a clear trend toward greater female involvement. In Brazil, Mexico, and Venezuela
the ratio of female to male workers increased
from around 0.21 in the early 1960s to approximately 0.38 in the 1980s. Although female participation rates increased more
rapidly during the economic crisis of the
1980s, when women sought to supplement declining family incomes, these increases have
been largely maintained following the crisis.
Why women's participation rates have
grown so rapidly is not clear, but there are
several possible reasons. First, various laws
prohibiting women from working in particular occupations or during certain work shifts
have been repealed in these countries. In addition, public sector employment opportunities
have expanded for women; Latin American
governments are now well-established as the
principal employers of women. Finally,
women's access to all levels of education has
improved greatly.
Despite the trend toward increasing female
participation, a large proportion of women of
child-bearing age continue to withdraw from
the labor force, presumably to care for their
young children and, unlike many women in
the United States, do not re-enter employment
once their children are in school. This drop in
participation rates has important welfare implications because these women have acquired human capital, which they may not be
able to use if they do not re-enter the labor

This article is based on a study entitled "Women's
Employment and Pay in Latin America," Part I:
Methodology and Overview, Part II: Country Case
Studies, edited by George Psacharopoulos and
Zafiris Tzannatos, Latin American Technical
Department, Regional Studies Program, World
Bank, Report No. 10, October 1991.

market. It is thus important to understand the
factors influencing women's decisions to both
enter and re-enter the labor market.

Determinants of participation
Data from household surveys in the 14
countries studied were used to identify some
of the principal factors affecting women's decisions to enter the labor force. Because many
of these factors can be influenced by government policy, there is considerable potential
both to increase the countries' productive
work force and improve women's economic
status.
Education. Education is one of the most
powerful determinants of labor force participation among women. In Argentina, a woman
with less than primary education has a ceteris
paribus 28 percent probability of participation
compared with a 58 percent probability if she
is a university graduate. In Venezuela, the
probability of participation increases to more
than 85 percent from about 30 percent across
the same education levels. In addition, education has very strong effects on women's earnings; a woman who has completed primary
school in Brazil, for example, makes 91 percent more than her uneducated counterpart in
the formal sector, 116 percent more than an
uneducated co-worker in the informal sector,
and 100 percent more than an uneducated
woman in self-employment.
Family characteristics. A woman's
family characteristics—whether she is married and has young children—also exerts a
strong effect on her propensity to participate
in the labor market. In most of the countries
studied, married women are much less likely
to participate than single women. In Costa
Rica, for example, married women have only
half the probability of participating compared
to single women (see chart). The probability
drops substantially among women with
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Female earnings increase
with educational level

capital endowments. These findings strongly suggest that the labor market rewards productive
characteristics differently in a
male versus a female worker. It is
interesting that the proportion of
the wage gap attributed to discrimination is substantially
higher in Latin America than in
industrialized countries, where
up to two thirds of the gap is attributed to differences in human
capital endowments.

Influences on female
labor force participation

Policy options
Economic efficiency and equity
considerations are best served if
men and women are treated as
equal factors of production.
There is no economic justification
Source: Psacharopoulos and Trannatos, 1991.
for treating equally qualified and
experienced workers differently
and, to the extent that such pracyoung children of preschool age—by about 26
The study used econometric techniques to tices exist, concern for overall economic (alexamine what proportion of the wage gap is locative and distributional) efficiency calls for
percent in Honduras, for example.
Being the head of a household is also one of attributable to gender differences and what their elimination. Policies to reduce inequities
the stronger determinants of female participa- proportion is attributable to differences in hu- and increase women's participation should fotion. In Colombia, for example, the probability man capital endowments. In most of the 14 cus on the following:
of participation jumps to 47 percent when the countries, differences in human capital ex• First, in view of the finding that educafemale is head of a household, significantly plain only about 20 percent of the observed tion strongly affects women's employment
above the 21 percent for females who are not wage gap. The remaining part is generally and pay, policies to increase women's access
heads of households. Similarly in Uruguay, considered to be a gross measure of discrimi- to education, including better-quality educathe probability is 66 percent for female house- nation, although it may also reflect the effects tion, are warranted. Additional years of eduhold heads and 34 percent for nonhousehold of factors not included in the analysis on cation increase the probability that a woman
heads. Residence is another significant factor women's earnings (e.g., type of education or will participate in the labor force and that her
affecting women's decision to participate: career interruptions). Even after correcting for lifetime earnings will be higher.
Women in urban areas also have a much selectivity effects, that is, the wage offer a
• Second, policies that relieve women from
higher probability of formal sector participa- woman gets relative to the value of her time at some of the burden of child rearing may facilihome, over 60 percent of the wage differential tate their re-entry into the labor force after
tion than their rural counterparts.
Discrimination in the labor market. remains unexplained by differences in human having children. Efforts to stimulate provision
A woman's present and potenof adequate quality preschool
tial earnings—and her percepand childcare facilities, for
Increasing participation despite wage differential
tions of future employment
example, may make it easier
(percent I
prospects—will also play an
for women to remain in emimportant role in her decisions
ployment. Improving woLabor lorce participation
Female (o male pay
about entering or remaining in
men's ability to plan their
19SOsand 1960s
1980s
1980s
the labor market. This study
families will clearly also as27
37
65
shows that in all 14 Latin
Argentina
sist them in completing their
21
61
Brazil
37
American countries, men, on
education and entering long33
47
Chile
35
average, earn more than
er-term employment.
Colombia
22
85
48
women, even when women
• Finally, the identifica19
28
81
Cosia Rica
have the same human capital
tion
and repeal of labor legis64
Ecuador
19
26
endowments, such as educalation
that is discriminatory
77
Guatemala
13
17
tion and work experience. The
in
its
application
is likely to
14
81
18
Honduras
size of the male pay advantage
improve women's access to
58
Jamaica
36
36
differs significantly across
certain occupations and in21
86
Mexico
38
countries; in Mexico and
crease
their
earnings.
24
80
Panama
38
27
66
Peru
33
Colombia, the advantage is
Improved enforcement of the
34
49
57
Uruguay
small (around 16 percent), but
established equal opportu71
Venezuela
21
38
in Argentina, Bolivia, Ecunity and equal pay legislation will also work toward
ador, and Jamaica, it is more
Source Psacharop0ui05 ana Tzannatos, 1991
than 40 percent.
this end.
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Poverty and Water
Supply: How to
Move Forward
JOHN BRISCOE

m

early 1 billion people in
the developing world are
still without access to
clean water for drinking
and bathing, and 1.7 billion
must contend with inadequate
sanitation facilities. World
Bank experience shows that new
approaches are urgently
needed—including changed
roles for government, the private
sector, and users' groups; and,
paradoxically, levying higher
charges.
16

A daily occurrence in the pueblos jovenes of
Lima: A poor family, living in an illegal
squatter settlement, waits for the water truck
to arrive. When it does, the family members
fill a few buckets with water of dubious quality, paying $3 per cubic meter, which often
amounts to 10 percent of household income.
Because the price is so high, they use little
water, cutting down, particularly, on "discretionary uses," such as washing and bathing.
They defecate in a fly- and insect-infested
open toilet. The economic, health, and human
consequences of these miserable sanitary conditions are tremendous. As a result of diarrhea and other hygiene-related diseases, for
example, almost one in ten children dies before its first birthday.
Five miles away in the upper-class district
of Miraflores, the situation could not be more
different. Elegant houses have dishwashers,
washing machines, and, in a city where it
never rains, luscious gardens that are watered
several times a day. The publicly run water
supply company is supposed to charge its
customers about 30 cents for a cubic meter of
treated water available on tap in the house,
but the actual amounts paid are much lower.
Many households pay a low flat rate because
the meters do not work or are not read, and
many simply ignore their bills.
With variations of degree and detail, the
Lima story—and the challenge implicit in
it—is one that faces most developing countries:
• In many cities of the developing world,
large numbers of poor people depend on water vendors, paying at least ten times what a

middle-class person pays for a liter of water;
• At the end of the 1980s—the International Water Supply and Sanitation
Decade—the number of urban residents without an adequate water supply was about the
same as at the beginning of the decade; and
• Most poor people, in both towns and villages, do not have an adequate excreta disposal system.
This article takes a look at why past policies have failed and, drawing on World Bank
studies, which new policies appear promising.

Shortcomings of past approaches
For decades, governments have tried to upgrade water quality and sanitation services
by using public funds to invest in water and
sanitation services. On the surface, this approach seems both sensible and humane. To
the poor, it holds the promise of better services at lower cost, and the middle class are
satisfied, since their water bills are small. To
water company officials, it means funds for
expansion and investment. To water company workers, it means secure jobs. To contractors and equipment suppliers, it suggests
contracts will be awarded. And for politi-

For a more detailed discussion, see "The demand
for water in rural areas: determinants and policy
implications," by the Bank's Water Demand
Research Team, World Bank Research Observer,
Vol. 8, No. 1, January 1993, and the Bank's World
Development Report 1992, Chapter 5, by the author.
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cians, it means largesse to distribute to con- sponded to this predicament over the years by
deciding that the poor should be provided
stituents.
In a few developing countries (including with a lower level of services, as the costs of
Botswana, the Republic of Korea, and conventional services in industrialized counSingapore), the level of public administration tries (piped water in the house, and wateris sufficiently high that the government can borne sewerage) are too high. The standard
ensure that these competing interests are har- "appropriate technology" package has inmonized and efficient services provided to cluded water from a shared water point (either
most people. For the most part, however, such a handpump or a public standpipe) and an imlarge public investment schemes become a proved pit latrine.
vehicle for the interests of powerful groups—the upper- and
middle-class-consumers,
the
How reliability of supply affects
contractors, the workers in the
willingness to pay for piped water:
water utility, and the politi-: , Punjab, Pakistan
cians. The results are predictable:
• Public resources are used
on unnecessarily expensive construction projects (the combination of corruption and overdesign has been shown to
quadruple the costs of sewerage
infrastructure in some cities);
• Operating efficiency is
very low (in Manila, 58 percent
of water produced by the utility
is not accounted for);
• Employment in the public
companies is maintained at
very high levels (over 30 workers per thousand connections in
most developing country utiliSource; World Bank Water Demand Research Team (forthcoming). ,
ties versus about five in an efficient developing country operation); and
But while reducing costs is, indeed, an in• Subsidies for water and sanitation are
highly inequitable, especially for sewerage dispensable element if the poor are to be
and especially in poorer countries. This is un- served, there are two serious flaws in this rederscored by a recent study in Latin America sponse: It ignores the inefficiencies and inthat compares the subsidies accruing to the equities in the existing system, and it is paterpoorest 20 percent of the population with nalistic. Little, if any, account is taken of what
those accruing to the richest 20 percent. For services (poor) people want, and how much
water, in a poor country (the Dominican they are willing to pay.
As it turns out, both research and practical
Republic), the poorest segment receives a subsidy that is only 29 percent of that received by experience increasingly show that in many
the richest segment. In a middle-income coun- circumstances—far more than had previously
try (Costa Rica), however, the figure is 75 per- been thought—poor people want and are willcent. For sewerage, the figures are 13 percent ing to pay for services of a relatively high
for the Dominican Republic and 59 percent for quality, and they will pay substantially more
if the service is reliable (see chart). This is unCosta Rica.
In most cases, these inefficiencies are crip- derscored by a recent Bank study of Brazil,
pling, leaving no money to extend services to Haiti, India, Pakistan, Tanzania, and
the unserved—almost always the poor. Thus Zimbabwe, which revealed four types of rural
investments designed in the name of the poor communities:
• Type I Communities: willingness to pay
often end up providing them with nothing, but
since they cannot do without water, they pay for private connections is high and willingness
an exorbitant price, both in money and health. to pay for public water points is low. This surprisingly large group probably includes many
The poor are willing to pay
communities in Southeast Asia, South Asia,
What alternative approaches are there? Latin America, the Middle East, and North
Many governments and donors have re- Africa. The appropriate strategy is to offer and

even encourage (specifically by amortizing
connection costs into monthly water bills) private connections, recover all costs via the tariff, and deliver a reliable service. In these communities, public taps can provide free water
without affecting the demand for private taps.
• Type II Communities: only a minority of
households are willing to pay the full costs of
private connections, but the majority are witting to pay the full costs of public water points.
With a heavy reliance on public
water points, there must be some
charge for water from these to finance the system. Kiosks appear
to be an attractive and flexible
option in many settings. Those
who wish to have house connections should be able to do so, but
must have metered connections
and must pay the full cost. Many
of the better-off communities in
Africa and poorer communities
in Asia and Latin America probably fall into this category.
• Type
III Communities:
households' willingness to pay for
improved service is high, but not
enough to pay the futt costs of an
improved service. These are typically arid areas in South Asia
and Africa. Willingness to pay
for improved water service is
high (as a proportion of income),
but the costs of supply are so
steep that improved systems
cannot be built and operated
without subsidies. If transfers are available
from the government or from foreign donors,
the community chooses to spend some of the
funds on an improved water supply. The primary services offered are public taps, wells, or
boreholes, although metered yard taps should
be allowed where possible, with tariffs set to
recover full costs.
• Type IV Communities: willingness to pay
for any kind of improved service is low. These
are typically poor communities in which (a)
traditional water supplies are considered more
or less satisfactory by the population, or (b)
water supply is seen as the financial responsibility of the government. For the time being,
the appropriate rural water supply policy is
simply to do nothing, although once government paternalism ceases, those who fall in (b)
might express a willingness to pay, thereby
becoming a Type II community.
Indeed, this type of movement from a "lowlevel equilibrium trap" (in which a low level of
services is provided, willingness to pay and,
thus, revenues are low, and the operation consequently deteriorates) to a "high-level equilibrium" (in which users get a high level of
Finance & Development / December 1992

©International Monetary Fund. Not for Redistribution

17

contracted out to private comservice, pay for it, and mainInnovative sewerage in a
panies are one fifth of those
tain the desired system) is exhandled
by the public water
actly what happened in rural
Karachi squatter settlement
supply company.
northeast Thailand over a 20In the early 1980s, when Akhter Hameed Khan, a |sr«W-renow|ied comOffering a greater range
year period. Early project failmunity organizer, began working in the Karachi sjums, the stee^ were
of services. This is a vital eleures with handpumps, and
filled with excreta and waste water, making movement difficult and crement of a demand-driven stratthen motorpumps, were iniating enormous health hazards. "The local residents asked him to peregy. In some instances, it will
tially attributed to technolosuade the Karachi Development Authority (KDA) to provide a tradimean offering a quite different
gies too complex to maintain
tional sewerage system for free, as it did (or so they perceived) to the
type of service—say, an imand the inability of the vilricher areas. But after months of petitioning the KDA, he realized that
proved pit latrine as an alternalagers to pay for improved
this would never happen.
tive to a sewer. In others, it will
supplies. But gradually it beDr. Khan then turned to the community to help hjm find altwsatifes,
mean developing options in
came clear that the main
a step he would later describe as fee riiost important Wring he did in
which small reductions in the
problem was a failure to offer
Orangi—liberating the. people from the d^rtobiMng'myths of governlevel of service result in large
the villagers the service they
ment promises. With a small amount of core external funding, the
cost reductions. These effects
wanted. Subsequently, yardOrangi Pilot Project (OPP) was started. The goal: to make the desired
can be very dramatic. For extaps were allowed, with the
sewerage system affordable and to develop organizations flat could
ample, the modified sewers in
users paying the full costs
provide and operate the systems.
Orangi cost about one tenth of
of connection—treating the
On the technical side, the achievements of the OPP architects and enthe conventional sewers propoor as "Type I" instead of
gineers were remarkable and innovative. Thanks partly to the eliminavided by the Karachi Develtion of corruption and the provision of labor by community members,
"Type IV." The project was a
the costs (for an in-house sanitary latrine and house sewer on the plot,
opment Authority.
success and the low-level cyand underground sewers in the lanes and streets) were cut to less than
Rethinking institutional
cle broken.
flOO/household.
arrangements. But it will be
The story is much the
The organizational achievements were equally impressive. The OPP
difficult to reduce costs and exsame in most urban areas,
staff played a catalytic role—explaining the benefits and technical pospand the menu if the various
both for water and, to the sursibilities to residents, conducting research, and providing technical asactors lack the incentives for
prise of many, sanitation.
sistance.
The households financed their share of the costs, participated
providing these services. A
Experience shows that people
in construction, and elected lane managers (representing about 15
starting point for the assessliving in dense settlements
households), who, in turn, elected neighborhood committees (typically
ment of any arrangement, then,
are willing to pay a substanaround 600 houses), which manage the secondary sewers.
is to assess the interests of partial amount for the removal of
As the power of the OPP-related organizations increased, they were
ticular stakeholders, and the
excreta and sanitation from
able to convince the municipality to provide funds for the construction
opportunities they have for
the vicinity of the household.
of primary and secondary sewers. In the end, the OPP has led to the propursuing these interests.
(They are not, however, typivision of sewerage to over 600,000 poor people in Karachi, besides in• Users. Rich and poor users
cally prepared to pay for
spiring at least one other municipal agency in Pakistan to try the same
alike
have an interest in gettreatment and safe disposal.
approach.
ting the services they want at
Public funding should, acthe minimum possible cost.
cordingly, be applied primarily to treatment and disposal, services that the simpler, more autonomous technology to Accordingly, where the institutional environment is such that subsidies can be obtained
be more reliable.
have wider communal benefits.)
through lobbying, powerful interest groups
In Orangi, a squatter settlement of Karachi
An innovative approach
will inevitably lobby for such subsidies.
with severe sanitation problems, over half a
• Providers of finance. Where this is public
Clearly, the way forward is to give people
million people have self-constructed, self-financed, and self-maintained water-borne sew- choices. This means switching from a supply- finance, the requirements for returns on
ers (see box). In low-income urban areas in driven mentality to one in which house- capital are often weak, with, consequently,
northeast Brazil, households were given the holds—rich and poor alike—are offered a relatively little attention to using such capoption of low-quality services at low cost, and menu of levels of service, with associated ital efficiently. Where this is private fimodified sewerage systems at moderate cost. price tags. To do so, suppliers will have to nance—whether it be for tanker trucks in the
Virtually all families chose the latter option take on the challenges of minimizing costs pueblos jovenes of Lima, or for the water supand have continued to pay the agreed-upon and expanding the range of services available. ply in Abidjan, Cote d'lvoire—the investors
charges and meet their obligations for main- And the government can help by creating the correctly expect a reasonable return on their
investment.
taining the network of feeder sewers.
right enabling environment.
• Utility staff. In the private sector, the perMinimizing costs. Poor people want and
One caveat on this general theme, however,
is that it is not always simple to judge what are willing to pay for good services. What formance of managers is largely in terms of
poor households might consider relatively they cannot and should not pay is a premium the returns they secure on investments. They
high levels of service. Detailed assessments of for overdesigned and inefficiently delivered thus have a strong interest in efficiency (and
the demand for sanitation in Kumasi, Ghana, services. The key to minimizing costs is incen- innovation that will result in efficiency).
and Ouagadougou, Burkina Faso, for exam- tives and accountability. Most public utilities Public utility managers, however, are often
ple, have shown that poor families consider a in developing countries have few incentives to political appointees, who inevitably give a
ventilated improved pit latrine to be a compa- reduce costs and are high-cost providers of high weight to serving the interests of the
rable level of service to a water-borne sewer- services. In Bogota, Colombia, for example, the politicians that appointed them. Professional
age system, probably because they perceive unit costs of those parts of the billing system utility workers are often strongly influenced
18
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For the poor, the paternalby conservative "professional
Participatory politics and water
standards." And nonprofesism of the past has meant a
sional utility workers, who oflarge number of unfulfilled
in Sao Paulo
ten receive their jobs as a repromises and continued misFor the residents of the Brazilian city of Sao Paulo, the 1980s meant exsult of political patronage,
ery. The worst of all possible
traordinary progress in the provision of water supply and sanitation
tend to become an effective poworlds is that many poor peoservices. At the start of the decade, just 32 percent of favelas (low-inlitical bloc. The effects are alple remain unserved. Better,
come, informal settlements) had a piped water supply, and less than 1
most universally detrimental
but not yet good, is a situation
percent had a sewerage system. But by 1990, these figures had jumped
to performance. A widespread
in which the poor are provided
to 99 percent and 15 percent, respectively! How was this possible?
problem is that large investservices but at unreasonably
Interestingly enough, the story is one of how the rules of the game
high costs, because of the inefments generate opportunities
change as political participation by the poor ttcwased.
for utility staff to supplement
ficiency
and inertia of the supUp until the early 1980s, the state water utility serving S&a
their formal incomes through
ply
institutions.
The ideal is
Paulo—known as SABESP—carried out its duties in a narrow, technokickbacks.
that they are provided services
cratic manner. That meant not providing services to the favelas—de• Politicians. In an effective
that they want and are willing
spite community pressures to do so—as the settlements were not "legal"
to pay for, by institutions that
political system, politicians
and did not permit the provision of services according to the SABESPs
have incentives to be efficient
have a central role in articulatconventional technical standards.
ing priorities and directing reand responsive. In a word,
TMs left a void for a small municipal agency, called COBES, to fill
sources to programs addresswhat poor people need is not
And it did, by experimenting with new technical and institutional ways
ing these priorities. In Sao
charity but a choice of services
of providing water and sanitation services to the poor. On the technical
side, this involved reducing the cost of providing in-house services by usat a fair price.
Paulo, for instance, progresing plastic pipe and servicing narrow roads where access -was
sive politicians played a major
In summary, as argued in
limited—rather than just providing "second-class" service On the instirole in ensuring that a technothe Bank's World Development
tutional side, this meant the community assuming significant responsicratic water supply agency
Report 1992, large gains—in
bility for facilitating community relations and supervising the contracprovided services to the poor
environmental quality, equity,
tors' work.
(see box). But there are enorand direct economic reBut with the emergence of democratic politics in the early 1980s, the
mous dangers in giving polititurns—can be realized by
picture changed, reflecting the growing pressures on SABESP to serve
cians the ability to directly inadopting an approach that
the favelas. Part of the reason was that the community organizations
fluence the operations of
comprises four key elements:
strengthened their impact by channeling their efforts through the muservice providers, for instance,
(1) managing water resources
nicipal agencies and through responsive officials and politicians (includby setting personnel policies
better; (2) providing, at full
ing the mayor and governor). In addition, since CGBBS had shown how
and appointing staff.
cost, those "private" services
it was, in feet, possible to serve the favelas, SABESP had no option but
Thus, there are no pre-dethat people want and are willto respond.
fined, ready-made, universal
ing to pay for (including water
The lesson from S§o Paulo is that democratic politics can play a funsupply and the collection of exsolutions. But, clearly, supplidamental role in both allowing the demands of the poor to be expressed
ers need incentives to reduce
creta
and wastewater); (3) usand transforming a sophisticated technical agency from being part of
costs and be accountable to
ing
scarce
public funds prithe problem to part of the solution.
users. The necessary restrucmarily for those services
turing will often reduce the di(treatment and disposal of
rect role of public agencies as a supplier of potential abuse of monopoly power. It must, wastes) that provide wide communal benefits;
services, and increase the roles of the private therefore, concentrate on the things that it, and (4) developing flexible and responsive insector, NGOs, community groups, and users and only it, can do. Its job is to define and en- stitutional mechanisms for providing these
force an appropriate legal, regulatory, and ad- services, with a larger role for community orthemselves.
Private sector involvement in the water sec- ministrative framework. This includes tasks ganizations and the private sector.
tor is increasing rapidly, in both industrial as fundamental and diverse as: rewriting legThe good news is that many developing
and developing countries. SODECI, the pri- islation so that water markets can come into countries are undertaking reforms along these
vately run utility in Abidjan, is considered existence; rewriting contract laws so that the lines.
one of the best-run water companies in Africa. private sector can participate with confidence;
Guinea, which recently let a lease contract for building a capacity for environmental and,
supplying water to its principal cities, experi- where appropriate, economic regulation; and
enced dramatic improvements in the financial developing financial mandates for utilities
John Briscoe
condition of the utility in just the first 18 that encourage conservation.
from South Africa, is
months as a result of raising the efficiency of
Chief of the Water and
The way forward
bill collection from 15 percent to 70 percent.
Sanitation Policy Unit in
EMOS, the utility that serves Santiago, has
Providing water and sanitation services to
the Bank's Infrastructure
used private sector contracts for functions the poor in developing countries is a daunting
and Urban Development
such as meter reading, pipe maintenance, challenge. Costs are rising as plentiful sources
Department. He has a PhD
in environmental engineerbilling, and vehicle leasing, and is one of the of water of adequate quality become more difing from Harvard
most efficient utilities in Latin America.
ficult to find. Exacerbating matters, over the
University.
The government, however, has a vital role next 40 years, the urban population in these
to play by devising the rules of the game, with countries will rise threefold, and the domestic
special attention to protecting the public from demand for water fivefold.
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Combatting the "Greenhouse Effect"
BJORN LARSEN AND ANWAR SHAH

A

s countries worldwide de-

batehowstronglytore-

spond to the threat of
I global warming, cutting
energy subsidies and levying
carbon taxes rank high on the
list of possible tools. Recent
World Bank studies show that
getting energy prices right
makes good economic as well as
environmental sense, and a
modest domestic carbon tax
would be appropriate for a large
number of countries.
We are still no closer to answers on whether
the buildup of "greenhouse" gases in the atmosphere could trigger a significant warming of
the earth's surface. Nor do we know with any

precision what the social and economic consequences of global warming might be. Yet
countries all over the world are increasingly
showing a willingness to act now, rather than
wait for further scientific evidence:
• At the June 1992 "Earth Summit" in Rio
de Janeiro, more than 150 countries signed a
treaty aimed at stabilizing greenhouse
gases—mainly carbon dioxide (CCy, which
is by far the largest contributor to the greenhouse effect.
• Most industrial countries have adopted
national targets of stabilizing 0)3 emissions
at 1990 levels by the year 2000.
• Between January 1990 and January 1991,
Finland, the Netherlands, and Sweden imposed "carbon taxes"—that is, taxes on the
carbon content of fossil fuels.
• The European Community (EC) is considering levying a Community-wide tax on both
carbon and energy in general.
• Many developing countries are beginning
to weigh the various options , because although industrial countries account for
around 43 percent of total 0)3 emissions from
fossil fuel consumption, the developing world
is fast contributing an increasing proportion.

Chart!

How much do we subsidize fossil fuels?

20

But given the uncertainty surrounding the
likelihood and possible consequences of a
global warming, what steps should nations
take that they could at least justify on economic or local environmental grounds? This
is the question the Bank tried to answer in
two recent studies, one on the potential benefits of removing energy subsidies and the
other on the desirability of carbon taxes.

Pricing energy properly
Economists have long argued that subsidizing energy distorts consumption and production decisions, hurts government revenues,
and harms efforts to protect the environment.
Yet such subsidies are pervasive in emerging
market economies and developing nations.
How much do these subsidies add up to? Our
study shows that global annual fossil fuel
subsidies exceed $230 billion—roughly 25
percent of the total value of world fossil fuel
consumption at world prices—with subsidies
to petroleum products accounting for 55 percent of total world subsidies; coal, 23 percent;
and natural gas, 22 percent.
The biggest subsidizers in dollar terms are
the states of the former U.S.S.R. (accounting
for as much as 75 percent of world subsidies),
China, and Poland (see Chart 1). Indeed, domestic prices are only 10 percent of world
prices in the states of the former U.S.S.R.,
while domestic prices are much higher than
world prices in industrial countries (see Chart
2). Other large subsidizers include a number
of energy exporters (Venezuela, Mexico, Indonesia, Saudi Arabia, South Africa, Argentina,
and Egypt) and a few energy importers
(Czechoslovakia, Brazil, and India.) Some
smaller energy exporting nations (Ecuador
and Peru) also subsidize most petroleum products. But most smaller Central and South
American, as well as a number of Asian nations (Myanmar, the Philippines, Sri Lanka,
and Thailand), tend to tax gasoline and price
fuel oils close to world prices.
If these huge subsidies were removed,
would it really make that much difference for
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greenhouse gas emissions? The answer is
yes, although not by as much as many might
hope. We found that the removal of fossil fuel
subsidies could reduce annual carbon emissions by nearly one third in the states of the
former U.S.S.R. in about ten years (see Chart
3). For most developing countries, however,
the reduction would be more moderate,
around 10-20 percent. In total, global emissions would drop about 9 percent. But this
drop in consumption would be expected to reduce world prices of fossil fuels, inducing increased consumption and higher carbon emissions in nonsubsidizing countries by as much
as 4 percent of global emissions. This means
that net global carbon emission reductions
from the removal of subsidies would be about
5 percent.
This 5 percent figure may not seem like
much, but our calculations show that industrial countries would have to adopt a
$60-$70/ton carbon tax to achieve an equivalent global reduction. Such a tax would reduce
emissions by about 20 percent in industrial
countries, or 9 percent of global emissions, ignoring changes in world energy prices. But if
the price changes were included, the emission
reduction in industrial countries would be only

13 percent, or 5 percent of global emissions.
As for the welfare implications—that is, the
impact of relative price changes on real incomes—both subsidizing and nonsubsidizing
countries would be affected. This would occur
because of (1) the improved efficiency of production and consumption decisions from subsidy removal, and (2) the expected fall in
world prices if subsidy removal induced a sufficiently large reduction in consumption. The
first component is expected to be positive for
all countries, and the second would be positive for importers but negative for fossil fuel
exporters. Thus, if losses in export revenues
were larger than the gains stemming from
more efficient production and consumption
decisions, the net welfare effect would be negative for exporters.
Our study shows that the states of the former U.S.S.R. would see their welfare increase
by $22 billion, on top of local and global environmental gains from reduced fossil fuel consumption. The large net fossil fuel importers—Brazil, Czechoslovakia, India, and
Poland—would see their welfare increase by
more than $2 billion. Other importing developing countries would also experience welfare
gains, because of lower import prices. Of the

Chart 2

How large are energy subsidies?
(Ratio of domestic price to world price)

net exporters, welfare effects in Saudi Arabia
would be a negative $1.5 billion, and in the
range of a negative $150-$350 million in
Egypt, Indonesia, Mexico, and Venezuela. But
Japan, the United States, and Western Europe
would see their welfare increase by $15 billion, because reduced fossil fuel prices imply
lower import prices.
In sum, adjusting subsidized energy prices
to world prices is the first step in an environmentally responsible and fiscally prudent development strategy. The emerging market
economies and developing nations that adopt
such policies sooner rather than later will reap
rich economic gains, besides helping the
global environment.

Global carbon tax
Given that carbon emissions contribute
nearly three fourths of the long-run warming
potential from all greenhouse gases, a global
carbon tax has been advocated in recent years
as the single most important way for the international community to combat global climate
change. The arguments in its favor are several. When properly implemented, it can be a
low-cost insurance against a potentially large
environmental threat; it is more desirable than
an energy tax, because it better targets carbon
emissions; and it would represent a more flexible, lower-cost alternative to regulatory responses—in fact, some studies show that
there would be substantial cost savings of a
move from regulatory responses to marketbased incentives.
But most global carbon tax regimes in practice appear unworkable, in view of the difficulties of getting nations to agree on (1) a common framework for determining the level and
base of such a tax; and (2) institutional arrangements for tax collection and administraCharts

Removing energy subsidies would sharply
cut carbon emissions

1
For developing countries, selected petroleum products are mainly fuel oils (gasoline
is often taxed and in those cases not included). For industrial countries, however,
all petroleum products are included. Petroleum products: ALL-weighted average of all
petroleum products; F-fuel oils; K-kerosene; L-liquified petroleum gas; G-gasoline;
D-automotive diesel.
2
Difference between domestic and world prices is due to both taxes and other distortions.

Source: Larsen and Shah," World Fossil Fuel Subsidies and Global Carbon Emissions."
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tion, as well as revenue distribution among
nations.
Thus, the prognosis for the acceptance of a
global carbon tax regime is slim, given the
high degree of uncertainty surrounding global
warming, the anticipated trade-offs with
growth, and the inability of a uniform tax to
take into account the differing local pollution
problems at the sectoral and national levels.
The critical question then becomes whether a
strong enough case can be made for the adoption of a national carbon tax on economic and
local environmental grounds.
National carbon tax
The idea of imposing a national tax on carbon—the first tax ever to be aimed specifically at global warming—has found increasing favor of late, perhaps because
governments would welcome a politically
popular way of raising revenue. Such a tax
would fall most heavily on the fossil fuel with
the greatest carbon intensity per unit of energy. This would mean a relatively higher
percentage price increase for coal than for alternate fuels (petroleum and natural gas), because coal not only has the highest carbon
content per unit of energy but it also has the
lowest price. For example, a $50/ton carbon
tax in Western Europe would on average increase end-user prices of coal by 35 percent,
natural gas to households by 8 percent, and
gasoline by 5 percent. This compares with
22

price increases in the United States of 90 percent for coal, 13 percent for natural gas, and
12 percent for gasoline.
The carbon-cum-energy tax now being considered by the EC would start at $3/barrel of
oil equivalent and increase by $1/barrel each
year in real terms until it reached $10/barrel
(roughly equivalent to a carbon tax of
$70/ton) in the year 2000. Since the tax is supposed to be "fiscally neutral," governments
would be expected to lower other taxes by a
similar amount. But the chances of the EC
adopting this tax anytime soon look poor, as
the EC might well wait for others (the United
States and Japan) to act, worrying about being
at a "competitive disadvantage"—although to
date no empirical work has been done to support such a fear.
Revenue potential. The revenue potential of carbon taxes is extremely large. Indeed,
a moderate $10/ton carbon tax, if imposed individually by all nations, could raise $55 billion just in the first year. For some countries
(China), such revenues could account for
about 2 percent of GDP, enough to wipe out
the central government's budgetary deficit. In
countries where 1987 per capita GDP was less
than $900, such a tax would yield revenues
worth an average of more than 1 percent of
GDP and 5.7 percent of government revenues.
For the OECD countries, the numbers are
lower, but still significant—0.21 percent of
GDP and 1 percent of government revenues.

Moreover, carbon taxes tend to be easier to
administer in developing countries than personal and corporate taxes and thus less prone
to tax avoidance and evasion.
Distributional implications. The literature on industrialized countries typically
portrays carbon taxes as regressive, because
outlays on fossil fuel consumption as a proportion of current annual income falls with income. But a recent study (by MIT Professor
James Poterba) using US data shows that carbon taxes are considerably less regressive relative to annual consumption expenditures
than to annual income, at least for industrial
countries. Moreover, there is reason to believe
that the same holds true for the rest of the
world, although for quite a different reason:
in developing countries, institutional factors
also play an important role.
Auguring for progressivity, or at least low
regressivity in the developing world, are:
• If there is a significant degree of foreign
direct investment from countries where investors are allowed foreign tax credits
against domestic liabilities, then a significant
tax burden could be passed on to foreign treasuries, producers, and consumers;
• If price controls apply, producers often
cannot pass the tax on to consumers in terms
of higher prices;
• With binding import quotas or rationed
foreign exchange, a tax would reduce the excess profits made by the privileged class.
Auguring for regressivity would be factors
such as full market power. In this situation,
the producer could increase product prices to
fully pass on to consumers the carbon tax.
As it turns out, in most developing countries, there is some combination of the above
elements, creating a situation where taxes can
be only partially shifted to consumers. This
means that a carbon tax would either be progressive or much less regressive than most
people believe. Further, it is likely to be regressive only for the lowest income groups,
which could be protected through direct subsidies or alternate measures. In addition, the
overall tax structure could be made even less
regressive by using the carbon tax to reduce
personal income taxes (the latter are not necessarily progressive because of high tax evasion and urban-rural migration).
Efficiency costs. By their very nature,
taxes in general distort decision making, creating losses for both consumers and producers. But can carbon taxes contribute to economic efficiency by replacing other, more
distortionary taxes? To answer this question,
we examined four scenarios, using a sample
of five countries (India, Indonesia, Japan,
Pakistan, and the United States). Welfare loss
(efficiency costs) was measured in terms of
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additional income required to make the consumer indifferent to a package of policy
change, not counting any benefits of reduced
global warming or local pollutant reductions.
Case A: Revenue neutral introduction of a
$10/ton carbon tax that displaces a personal
income tax. In this case, we found an overall
deterioration in welfare, ranging from a low of
1.5 cents per dollar of carbon tax revenues in
Indonesia to a high of 17.5 cents in Pakistan
(see table). The differences stem mainly from
variations in pre-existing fossil fuel taxes, labor income taxes, carbon prices (market value
of total fossil fuel consumption divided by
carbon emissions), and energy price changes
from the carbon tax.
The study indicated that a country with a
relatively low level of pre-existing energy
taxes (Indonesia) would do much better than a
country with a high one (Pakistan). Although
energy taxes are even higher in Japan than in
Pakistan, welfare loss is lower in
Japan—mainly because of lower carbon reductions, which would stem from the very
high pre-existing carbon price. The loss for
India compares well with that for the United
States, even though pre-existing taxes in India
are much lower, since India has a high consumption of coal and thus its carbon price is
only half that of the United States.
Case B: Revenue neutral introduction of a
$10/ton carbon tax that partially replaces a
corporate income tax. Under this scenario,
with the major exception of the United States,
the sampled countries would be better
off—lending support to a widely held view
that corporate income taxes are far more distortionary than labor income taxes, because
higher corporate income taxes reduce investment. The estimated net welfare gain varies
from a high of 16.9 percent of carbon tax revenues for India to a low of 8.7 percent for
Indonesia. The US welfare loss—about 6.2
percent of carbon tax revenues, or 0.017 percent of GDP—may result from the country's
relatively lower marginal taxation of corporate income.
Case C: Introduction of a $101 ton carbon
tax to raise additional revenues, with no
change in existing taxes. In this case, we assume that tax revenues are redistributed as a
lump sum. Here, again, we find a deterioration
in welfare. But the losses—ranging from a
low of 1.5 cents per dollar for Indonesia (0.005
percent of GDP) to a high of 17.7 cents per
dollar for Pakistan (0.07 percent of GDP)—although significant, represent only a small
fraction of carbon tax revenues. The welfare
losses for India, Indonesia, and Pakistan are
only slightly higher than those obtained in
Case A, because income tax evasion in these
countries is pervasive, meaning that changes

in the income tax would have little bearing on
the labor supply. The difference in the two
cases is larger for the United States and Japan
because of the higher pre-existing labor income taxes and higher tax compliance.
Case D: Introduction of a $101 ton carbon
tax to raise additional revenues, with no
change in existing taxes but accounting for fossil fuel subsidies. In this scenario, the outcome
depends on the level of existing subsidies, underscoring the point that efficiency costs of
carbon taxes are overstated if subsidies are ignored. By incorporating existing energy subsidies into the analysis, the tax would not hurt
aggregate welfare in India and Indonesia,
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where fossil fuel price subsidies are high.
Thus, these four scenarios show that a case
for carbon taxes on efficiency grounds alone
rests upon introducing them in a revenue neutral manner, either as a replacement for corporate income taxes or when fossil fuel subsidies
exist. Such taxes do not fare so well as a substitute for personal income taxes, at least in
countries with pre-existing energy taxes and
no subsidies.
Local environmental benefits. Economic benefits aside, however, can carbon
taxes be justified on local environmental
grounds, particularly through the reduced
emissions of pollutants such as nitrous oxides,
carbon monoxides, particulates (soot and
smoke), and sulphur dioxides? To answer this,
we compared the efficiency costs of carbon
taxes to the potential health benefits of local
pollutant reduction in the same five countries.

We determined the benefits by using estimates
from three studies, adjusted by purchasing
power parity indexes to afford a rough measure of comparability across countries.
Here, too, we found evidence that developing and developed countries alike stood to
gain, especially if they already had low or
nonexistent energy taxes. Our calculations
suggest that Indonesia, India, and the United
States could benefit substantially from a carbon tax on local environmental grounds alone,
as benefits exceed costs under all three health
benefit estimates (see table). For Pakistan and
Japan, however—in view of high pre-existing
energy taxes and thus high welfare costs of
carbon taxes—the benefit-cost ratios are significantly lower.

Policy options for the 1990s
Faced with the uncertainty of global warming and the economic costs that concrete actions to stem global change would impose on
this and future generations, policymakers
must find tools that can be justified purely on
economic and local environmental considerations. For any nation with energy subsidies,
the first priority must be the elimination of
these subsidies. This would release $230 billion in revenues for developing and emerging
market economies, reduce global carbon emissions by 5 percent, improve the allocation of
economic resources, and make scarce public
funds available for development projects.
For countries that have eliminated energy
subsidies but have little or no taxation of energy, or for countries that cannot overcome
political obstacles to removing the subsidies,
small carbon taxes would be in order. Such
taxes would discourage fossil fuel consumption and reduce local pollution, while raising
large amounts of revenues at lower administrative costs than the prevalent taxes entail.
They would also impose lower economic costs
for the society as a whole than do corporate
income taxes, without unduly hurting the
poor.
Thus, eliminating energy subsidies and
levying small carbon taxes are shaping up to
be critical elements of an environmentally responsible development strategy for the 1990s.

This article is based on papers by the authors
prepared as background for the Bank's World
Development Report 1992. For afutter discussion,
see "Carbon Taxes, the Greenhouse Effect and
Developing Countries," (World Bank Policy
Research Working Paper No. 957,1992) and
"World Fossil Fuel Subsidies and Global Carbon
Emissions," (No. 1002), available from the World
Development Report office.
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GUEST ARTICLE
Protecting the environment and pursuing profits are normally perceived as being at odds with
each other. But Stephan Schmidheiny, a Swiss industrialist, has long disputed this view. In the
summer of 1990, he was asked by Maurice Strong, the secretary general of the then planned
"Earth Summit" in Rio de Janeiro, to develop a business perspective for the Summit and to interest fellow business leaders around the world in the concept of "sustainable development."
Mr. Schmidheiny responded by forming the Business Council for Sustainable Development
(BCSD), which brought together 48 chief executives of major corporations worldwide.
Shortly before the Summit opened in June 1992, the BCSD published a sort of business "manifesto"—a 350-page book called Changing Course. It called for a new partnership among government, business, and society, based on the recognition that "economic growth and environmental
protection are inextricably linked, and that the quality of present and future life rests on meeting
basic human needs without destroying the environment on which all life depends." Controversial
proposals included greater reliance on economic instruments such as pollution taxes, and gradually abolishing subsidies for coal and electricity.
With the June 1992 Earth Summit now behind us, Finance & Development asked
Mr. Schmidheiny, who served as the principal adviser for business and industry to Mr. Strong,
what he thought of the outcome of Rio. What steps are next if private industry is to join hands
with governments in ensuring that present needs are met in ways that do not compromise future
generations and that make sound business sense?

The Business of Sustainable
Development
STEPHAN SCHMIDHEINY
Chairman of the Business Council for Sustainable Development

It is impossible to predict how historians will
judge the Earth Summit in Rio. But among its
many products,
the United Nations
Conference on Environment and Development (UNCED), to give it its official title, generated seven tons of waste per day, most of
this consisting of discarded reports, drafts,
bulletins, and memos. Given that the
Summit's final documents were disappointing
to most observers and participants, containing little that was concrete or innovative, this
is an impressive amount of pollution.
Unfortunately, many of the issues that
must be discussed in any informed debate on
sustainable development—population, trade,
security, and debt—were either not on the
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agenda or received only vague lip service. On
the other hand, diplomats of virtually all governments spent months preparing for the conference, which necessitated learning the rudiments of sustainability. Over one hundred
national leaders had to decide what the ideal
meant to them and their people.
In the end, we may decide that the
Summit's real value was in its long-term psychological impact, not the scant immediate legal or financial contributions. Indeed, we may
look back to Rio as, not the beginning, but
"the end of the beginning" of a change of
course toward economic and political systems
compatible with environmental realities. That
process of beginning lasted two decades

—from Stockholm (with the 1972 UN
Conference on the Human Environment, the
first time world leaders came together to consider the fate of the planet) to Rio.
As for my own view of the Summit, it is,
quite naturally, tempered by a business perspective, and from that perspective, I believe
Rio was a key turning point in human affairs.
The United Nations and member governments
finally summoned up the realism to include
business in their deliberations, and business
finally summoned up the vision to see that its
open participation in such deliberations is in
its own and the world's best interests.
To see what a breakthrough this is, one
need only look at past conferences. Stock-
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holm 72 attempted to solve environmental
problems with virtually no representation
from business—the primary polluter and
primary user of resources. And countless conferences on "development" have sought ways
to help poor countries progress without any
real participation by business, the key creator
of wealth, jobs, income, and opportunity. Of
course, it must be admitted that business, in
its meetings and conferences, has not traditionally shown any desire to get involved in
environment and development issues, except
defensively.

one another, a process that helps transfer
skills and competitiveness across borders. But
governments—in both industrial and developing nations—must clearly understand that
private industry can be a force for sustainable
development only when it is allowed to act as
private industry should. That means not being saddled with public sector chores, such as
creating jobs, and not being expected to operate on concessional terms, but being encouraged to internalize environmental costs.

A conducive environment

When I spoke to the plenary in Rio, I found
myself delivering a message that is inherent
in Changing Course, but not as boldly stated
as it should have been. I called for a bold new
partnership between business and governments, noting that "business must move beyond the traditional approach of backdoor
lobbying; governments must move beyond
traditional over-reliance on command-andcontrol regulations."
In recent years, it has become increasingly
obvious what sorts of actions are required of

Much of the debate at Rio centered on increased flows of development assistance. In a
sense, this was understandable, as there is no
doubt that sustainable development will require massive financing throughout the
world, or that levels of development assistance must increase. But neither is there any
doubt that aid flows will never be enough to
get the job done.
Thus, the large amounts of money needed
to effectively manage environmental resources in the developing world, lift people
out of poverty, and provide for rapidly growing populations will have to come from economic growth, domestic savings, and wise investments at the national and international
level. Foreign investment capital must be attracted, but today only a few developing countries are managing to do this. Of the 18 percent of foreign investments that flowed to
developing countries in the second half of the
1980s, about 75 percent went to only ten countries—mostly in Asia and Latin America. Net
capital inflows into Latin America rose from
$9.6 billion in 1989 to $18.4 billion in 1990, and
then doubled again in 1991 to $36 billion—a
sharp upward trend that continued in 1992.
Latin America has benefited from new
policy frameworks—in particular, legal and
institutional
changes—that served to
strengthen the private sector. Typical actions
included the elimination of most ownership
restrictions on properties, other forms of
deregulation and privatization, and the removal of trade barriers. Many countries in
Latin America and elsewhere are finally beginning to clarify property rights, making
them available to small farmers in a straightforward and streamlined manner. Clear property rights were a key ingredient in
Zimbabwe's maize miracle in the early 1980s,
and they have helped improve the productivity of small farms in Indonesia and Thailand.
Increasingly, we see that given the right
signals and support, industrial and developing country businesses with common interests will seek out long-term partnerships with

The new partnership

governments to move toward more sustainable forms of progress. Moreover, the sorts of
steps required of business are ever more selfevident—that is, producing ever more goods
and services using fewer resources and creating less pollution. But not enough attention
has been focused on trying to work out how
government and business can cooperate on
the key tasks at hand.
Most of my recommendations here are for
governments. This does not imply, however,
that business does not need to change radically. Many companies are already becoming
more "ecologically efficient" as they respond
to a number of pressures: "green" consumerism; media emphasis on the environment; banks' greater willingness to lend
to—and insurance companies' greater willingness to cover—companies that will not face
big clean-up bills or lawsuits; internal pressure from employees; tougher regulations;
new environmental taxes and changes; and
plain old senses of corporate and personal responsibility. But business as a whole will not
change for the better until the market frame-
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work in which business operates sends different signals—signals that make economic and
environmental excellence inseparable.
Reforming macroeconomic and political systems. One of the first tasks for developing country governments is to create
free competitive markets, thereby improving
efficiency and the allocation of scarce resources. The goal must be to attract investment from outside and create opportunities inside—particularly opportunities for members
of the "informal" sector to both join in and
thrive in the formal sector.
But macroeconomic reforms must be accompanied by political changes toward participatory democracy. Effective participation in
political decision making and effective participation in market decision making appear to go
hand-in-hand, eventually. The new democracies of Eastern Europe are seeking to establish
open markets. And the citizens of the newly
industrialized economies of Asia, having participated in business prosperity, are clamoring for increased
democracy. Certainly effective environmental decision making requires a
people free to organize themselves
into pressure groups, a free media,
and freedom to vote for new leaders.
Also, as the real "environmental decision makers" are the people making
daily decisions in forests, fields, and
factories, then they must feel that they
have a say in setting environmental
rules.
The rules of doing business will be most efficiently changed if business leaders play a
leading role in the process. At Rio, the BCSD
released a lengthy report, largely put together
by African business leaders, on the need for
change in that continent, including many case
studies showing how business is helping.
BCSD members in Latin America produced
their own book on how "the rules of the game"
must be changed and how they will participate in that process. We have also encouraged
the establishment of national BCSDs in several
developing countries and hope many more are
set up in the months and years ahead.
Pricing changes. Another urgent
task—and this one applies to developed and
developing countries alike—is to reform the
fiscal systems in such a way that natural resources and pollution have more appropriate
(usually higher) prices. Here the evidence increasingly shows that the answer lies in finding an optimal mix of regulations, self-regulation, and economic instruments.
The more forward-thinking governments
are trying to develop economic instruments
that better blend market realities and environmental realities (for example, pollution taxes

and tradable permits). Such instruments are
usually more efficient than command-andcontrol regulations (emission standards and
mandated technical standards), although
there will always be a role for these, particularly where health is threatened or damage
may be severe and permanent. A few of the
more forward-thinking companies are attempting to regulate themselves now, so as to
avoid the necessity of being regulated by governments later.
But establishing this optimal mix will require public-private cooperation everywhere,
particularly in the developing world. How
could this work? One example might be in the
area of regulation: Most developing countries
either have too few or too unrealistic regulations, besides lacking sufficient trained regulators and enforcement capacity. Suppose
multinational corporations, skilled in dealing
with regulations in industrial countries, made

out by the UN Statistical Division and the
World Bank, which highlighted problems of
data availability, as well as conceptual and
empirical valuation issues. In the case of
Papua New Guinea, the researchers found
that when depreciation of capital, including
natural resources, was included in GDP calculations, economic growth from 1986-90 was
reduced by between 1-11 percent, depending
on the year chosen and the method used. For
Mexico, the GDP reduction ranged from 11-23
percent. Nonetheless, the UN Statistical
Commission is expected to give the green
light to environmentally adjusted accounting
at its February 1993 meeting.
Business could feed into this process by
measuring environmental performance, conducting its own regular environmental audits
and assessments of compliance, and periodically providing appropriate information to
boards of directors, shareholders, employees,
national authorities, and the general
public. Given that such accounting
may change their bottom line (that is,
reduce profits and/or result in smaller
asset balances), public pressure and
the development of environmentally
oriented accounting standards may be
needed. The same accounting rules
must apply to all companies.
Technology cooperation. The
requirement for clean, equitable economic growth, especially in the developing world, remains the single greatest problem within the larger challenge
of sustainable development. A cost-effective
way to achieve this would be through business-to-business "technology cooperation,"
which focuses on the development of business,
in the process building up the infrastructure,
wealth-generating capacity, and competitiveness of a country. It works best through longterm partnerships that ensure that both parties benefit by commitment to the continued
success of the project.
One critical way that technology cooperation helps developing countries is through the
transfer of "software," which is just as important as the "hardware." Software here refers
not only to the know-how, operating, and
maintenance skills associated with the technology but also adaptations appropriate to the
cultural context and experience of the receiving organization and the society that is going
to use it.
But business-to-business technology cooperation calls for—indeed, in the poorest countries, demands—a new partnership between
business and government. Private sector investment and development assistance, both
bilateral and multilateral, should support
long-term commercial financing and create

"It is now time that business
becomes involved... inactively
and thoughtfully charting the
developmental and environmental paths of humankind."
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available pro bono their expertise in working
with regulators in developing countries.
These companies might also help these governments establish regulations and economic
instruments that are realistic and enforceable.
This would be advantageous for both the
companies and the governments. Indeed,
Eastern Europe has shown the tragedy that
can result from a combination of rigorous but
rarely enforced regulations. Governments,
companies, and perhaps a multilateral organization like the UN Development Programme,
or the World Bank's Global Environment
Facility, might even develop a set of "model"
baseline regulations that would be suitable for
countries at different stages of development.
Redesigning
national accounts.
Another largely government job in which
business should play a role is the development of integrated environmental and economic accounts to reflect both damages to and
improvements in stocks of natural resources
and in ecosystems. This would provide a better statistical data base for economic analysis
and indirectly encourage better policymaking.
The task will not be easy, however, as
demonstrated in two recent studies carried

Finance & Development / December 1992

©International Monetary Fund. Not for Redistribution

projects that are part commercial and part
concessional. Government financing and business training schemes should support the necessary capacity building. It is easy to imagine
five-way partnerships: a business in the North
and a business in the South, a government in
the North and a government in the South, and
a multilateral, perhaps a UN, body helping to
broker the cooperation.
Managing renewable resources.
Finally, we come to farming and forestry, two
areas where the BCSD is paying a great deal
of attention, as they sustain the livelihoods of
almost half this planet's people and have extensive, direct impacts on the environment.
Too many farming activities in the industrial
world and parts of the developing world are
affected by subsidies that encourage damaging patterns of resource use. As a first step,
distorting subsidies that encourage the overuse of such inputs as water, fertilizers, and
pesticides, should be gradually removed.
In the developing world, farmers rarely
have the political power or economic power
appropriate to their numbers or their contribution to national economies. Empowerment
certainly does not guarantee more efficient
natural resource management; but powerless

farmers have neither the means nor the motivation to get involved in the hard work of soil
or water conservation, for example. On the development side, where farmers have gained
access to markets, credit, improved seeds, and
other inputs, crop yields have often increased
dramatically.
As for forestry, about three quarters of the
planet's forests have been brought under government ownership in the past two decades.
Certainly, governments have an appropriate
role to play in protecting and conserving important forest ecosystems in the form of national parks and other protected areas.
However, governments have rarely proved
themselves effective in running forestry enterprises for timber production. This is best left
to the private sector. But if business is to replant forests, create plantations, and respect
the ecological services of forests and the needs
of all human inhabitants, they will need new
systems of regulations and economic instruments. For example, the tax systems of many
Scandinavian countries encourage the replanting of forests, even though the trees may take
100 years to mature, while the tax systems of
many developing nations encourage forest
destruction.

How to proceed
I am not in any of the above instances arguing for a "leave it to business" approach.
Clearly business, by itself, cannot provide all
the answers. But I do believe we have yet to
define what business does best and what governments do best. And I do believe that given
the present environmental and developmental
crisis, we must sort this out urgently and then
get on with cooperating in the business of sustainable development.
From my perspective, Rio was a success. It
produced an agenda for change, and it focused the attention of leaders worldwide on
some critical issues. It also produced the crucial breakthrough of bringing business into
the development and environment decisionmaking arena. Business has always fueled development and affected the environment—using natural resources, producing pollution,
developing and spreading technology, creating terms and paths of trade, and making possible both survival and progress. It is now
time that business becomes involved—with
governments and other nongovernmental organizations—in actively and thoughtfully
charting the developmental and environmental paths of humankind.
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Attacking Air Pollution in
Mexico City
GUNNAR S. ESKELAND

s Mexico City steps up
its battle against air
pollution, the city is trying to economize on polluting trips, as well as make cars
and fuels cleaner. A carefully
crafted program combines pricing and regulatory measures to
stimulate these changes.

A

For the 15 million residents in Mexico City,
air pollution levels are not only a nuisance
but also a cause of health problems. Ozone
levels systematically exceed by far the levels
that result in inflammation and irritation, and
the concentration of particulates causes
breathing problems and premature deaths,
particularly among the elderly.
The Mexican Government has moved
quickly in recent years to attack the severe
pollution problem. Acute crises have been
handled by shutting down polluting factories, redirecting traffic, and closing off
certain areas for motor vehicles. The authorities have also taken steps to reduce
lead contamination, which is known to
cause learning disabilities among children
and hypertension among adults. Unleaded
gasoline and catalytic converters have been
introduced, and thousands of taxis, minibuses, and buses must either be replaced by
new ones or retrofitted to be less polluting.
All motor vehicles are required to pass an
emissions test every 6-12 months. And gasoline prices have been sharply increased, discouraging consumption of the major pollution-creating good—essential in any rational
pollution control program.
The challenge, however, is daunting. One
of the Government's attempted solutions—the fall 1989 regulation requiring ev28

ery car to stay off the streets a specified weekday—initially gave some relief but may actually have backfired, as many households responded by buying an additional car. Shifts
in gasoline consumption indicate that the regulation may eventually have increased vehicle
use and pollution—underscoring that such
measures should only be used on a temporary
emergency basis.
How, then, can a rational action program
be put together? Which technical and behavioral changes can reduce the excessive flow of
emissions? And if one knows the most cost-effective changes, should incentives or regulations be used to convince households and
firms to adopt them? These are the questions
we set out to answer.

contributes about half of the city's total emissions. Even within this sector, the problem
could be tackled on many fronts. Vehicles and
fuels could be made cleaner, people could be
convinced to drive less, and less-polluting
modes of transport could be promoted. The
latter would be especially useful in Mexico
City, where private vehicles (cars and taxis)
carry only 37 percent of total passenger kilometers, while emitting 68 percent of the sector's pollution.
It is useful to view the various options
(cleaner cars, fewer trips) as competing suppliers of emissions reductions. From this perspective, to be efficient, pollution reductions
should always be procured from the leastcostly source (see box). Economic theory tells
us that taxing pollution directly would conform with this prescription, since it would
provide incentives to firms and individuals to
pursue emissions reductions in the leastcostly manner. But because Mexico City's
sources of pollution are many and varied
(buses, taxis, and private vehicles, all of
varying ages), each vehicle's emissions
cannot be monitored continuously, so it
is not feasible to tax emissions directly.
This means that policymakers will
have to use indirect instruments, which
target proxies for emissions (indicators
of how clean the car is and how much it
is used). These indicators could be influenced by regulations (emissions standards) and market-based tools (fuel taxes).
To choose, however, one needs to evaluate
the social costs per unit of emissions reduction, an area to which we now turn.

Cleaner trips
Policy options
As in most major metropolitan areas,
Mexico City's air pollution comes from industry, homes, fuel-based transportation, and
natural sources (windblown soil)—all areas
that the Government is targeting. Our analysis focused on the transport sector, which

If policymakers want to evaluate the various ways of making vehicles and fuels
cleaner, they will need to know the economics
of vehicle modifications—that is, what yields
the most emissions reductions per dollar invested? For example, one possibility is to invest (or have car owners invest) in a catalytic
converter that costs US$400 and reduces emis-
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A town meeting
Public official: How should we best use
our limited resources to cut pollution?
Engineer : Lefs start with introeipcing
unleaded gasoline and insisting that all taxis
be new, with catalytic converters. Making ol
cars cleaner is more complicated, but it proha
bly should be done, as so many people keep
their cars a long ti
Economist: OK, but since we could also
use this money in other ways to improve peoples' lives, lefs make sure we do thfe.as
cheaply as possible. Lefs see if we could con?
vince people to economize on trips as well,
Public official: Fine, but people need to
get to work. How would they manage, and
how would you figure out which trips people
can do without?
Economist : Well, they'll know better
man us. People could carpool, walk, take pubIk transportation, or choose lovers and employers in their neighborhood. As fat gauging
costs, one way to do that would be to tax gaso>,
line. H people reduce travel owing to the
higher cost of gasoline, we would know mat
those trips are not essential to them. Besides,
the revenues could be used for other purposes.

sions by 95 percent. Whether this investment
is attractive depends chiefly on the vehicles
targeted. Experience demonstrates that the
cheapest emissions reductions generally are
found among the busiest vehicles, especially
those driven mostly downtown during the
day. Of course, if greater emissions reductions
are desired, modifications must be sought for
a larger part of the vehicle fleet, even if reductions become comparatively expensive.
We can visualize these trade-offs by looking at the chart, which shows the incremental
costs when further emissions reductions are
sought (the scientific basis for weighting contaminants according to toxicity is still weak,
but an attempt has been made). In Mexico
City, some technical measures, such as
retrofitting high-use vehicles for liquefied
petroleum gas and making service stations recover vapors, actually yield net savings. All
the other measures ride up the curve.
Emissions standards are at the lower end.
These should be targeted at taxis first, as annual emissions reductions for them would
cost only US$300 a ton, because of their
higher annual mileage, compared with
US$1,600 a ton for passenger cars. Mandatory
inspection and maintenance programs for
vehicles in use are in the middle, with costs
rising as the standards are tightened.
Improvements in the fuel mix are at the
higher end.

But which tools should policymakers pick
to make sure that these emissions reductions
occur at the lowest possible cost? The chart
also shows why sometimes regulations are
best, and sometimes incentives. Take the case
of fuel conversion. If compressed natural gas
were provided at a lower price than other
fuels, it would provide incentives to owners of
high-use vehicles to convert. By contrast, such
incentives could not be-employed to stimulate
the use of catalytic converters and unleaded
gasoline, since cars without converters could
also use unleaded gasoline. Thus, if a city
wanted to force only high-use vehicles to become cleaner, it could use fuel prices to stimulate conversions to gas, but would have to rely
on regulation (licensing of taxis) to stimulate
the use of catalytic converters. Moreover, both
programs may be accelerated by subsidized
credits, if fuels are taxed.

Fewer trips
Beyond US$1,200-$1,500 a ton, however,
emissions reductions get very expensive, and
beyond that stage, demand management—making
people
economize on
trips—must play an increasingly important
role. Discouraging nonessential driving is critical, since vehicles still pollute, even after
emissions controls are in place. But many industrial countries, such as the United States,
rely
almost
exclusively
on
other
measures—notably, imposing emissions standards on new vehicles and requiring vehicle
inspections—in effect, ignoring that sacrificing a trip could be more attractive to consumers than very costly technical controls.

Policymakers can discourage the use of
cars through a variety of means, including
high-occupancy-vehicle lanes, car-free zones,
and parking fees. But one of the simplest,
most effective ways is through a gasoline tax,
which raises the private cost of travel, especially for low-occupancy, fuel-intensive vehicles. A gasoline tax can have a major impact
on vehicle use because it gives consumers the
choice of making fewer trips, walking or bicycling, or using higher-occupancy transport
modes—thereby helping them to screen out
the least-essential trips.
For a pollution control program to be effective, our analysis shows that gasoline should
be taxed according to the average emissions
per liter, so that it exactly matches the cost
per ton of the most expensive technical control option. That way, as increasingly costly
emissions controls are required, consumers
will also forgo increasingly valuable trips, because the tax rate rises. By pursuing technical
controls and demand reductions equally aggressively, emissions reductions will always
be obtained at the lowest possible costs.
The lower curve in the chart illustrates this
principle, showing the costs when the technical measures are combined with a gasoline
tax. The curve is drawn using a medium-term
gasoline price elasticity of -0.4 (assuming for
every 10 percent increase in price, consumption falls by 4 percent), which is in the middle
of a range of estimates from Mexico. This parameter reflects a moderate drop in demand
and a shift toward less fuel-intensive modes of
transport. As one climbs the curve, the tax is
adjusted upward in parallel with the cost of

Controlling air pollution from transport in Mexico City

Source: Eskeland, 1992
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ported by measures such as gasoline taxes,
parking charges, and perhaps area licensing,
all of which make high-occupancy services
more competitive.
Instruments will also differ in their distributive effects. For instance, emissions controls for used cars would hurt the poor more
than would controls for new cars. Whether a
gasoline tax is less progressive than alternative instruments has not yet been analyzed in
developing countries; it will likely depend on
whether car ownership and use has reached
the poorer segments of the population.

other options. The upper curve shows the
costs of reducing total emissions when one
does not use an optimal gasoline tax.
We found that by using only the measures
designed to decrease emissions per kilometer,
Mexico City could reduce current emissions
from transport by 1.2 million weighted tons annually (about 70 percent) at an annual cost of
US$580 million. But by including a gasoline
tax of 6 cents per liter, or about 26 percent, it
could achieve the same reduction with a saving
of about US$65 million, or 11 percent (the
shaded area in the chart). The welfare costs of
applying the tax, represented by trips forgone,
are thus more than outweighed by the costs
saved on other measures.
There would be other benefits, too. Such a
gasoline tax, motivated by pollution abatement alone, would generate an estimated
US$350 million in public revenue in Mexico
City alone, not to mention reducing congestion, road damage, and accidents. Thus, there
are many reasons to tax gasoline at a higher
rate, as is now being done.
How much flexibility is there on the demand side? Undoubtedly, public modes will
have a tough time competing for passengers
as incomes and aspirations grow if gasoline
prices are low. Indeed, we believe the subsidy
requirements to make public transportation
attractive will be daunting, if not prohibitive,
unless public transport initiatives are sup-

Best policy mix
In sum, two levers can be pulled in the
drive to reduce emissions: policies aimed at
making vehicles and fuels cleaner, and poli-

Gunnar S. Eskeland

Norwegian, is an
Economist in the Public
Economics Division of the
Bank's Country Economics
Department. He was educated at the Norwegian
School of Economics and
Business Administration.

cies aimed at reducing demand for polluting
vehicle trips. When pollution taxes cannot be
implemented, our study recommends a mix of
both strategies.
To reduce emissions by modifying fuels
and vehicles, we find that some measures will
be best implemented by regulation, others by
market-based instruments. But when it comes
to reducing demand, taxation is immensely
more effective than regulation, which often
limits choices unnecessarily. This was exemplified by Mexico City's one-day-a-week driving ban, a measure that could have been effective on a temporary basis, but which proved
ineffective when applied permanently. Gasoline taxes, in contrast—now being forcefully
applied in Mexico—manage demand by
screening out only the least essential trips.
How useful are these findings for other
cities? The particular measures that will be
the most cost-effective may vary from city to
city, but the analytical approach should be
widely applicable—as should the recommendation that market-based incentives (gasoline
taxes) work better than regulation in general
demand management.

For afutter discussion, see Eskeland's "A
Presumptive Pigouvian Tax on Gasoline: Analysis
of an Air Pollution Control Program for Mexico
City," 1992, available from the author.
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Crisis, Recovery, and
Transformation in India
RANJIT TEJA

udged against the rigidities of its previous economic regime, India has
come a long distance in
its economic thinking since July
1991 when, faced with a severe
balance of payments crisis, the
Government launched a series
of IMF-supported macroeconomic and structural reforms.
Indeed, significant policy
changes have been introduced—fiscal and monetary restraint, partial convertibility of
the rupee, abolition of excessive
controls over industrial growth,
liberalized foreign investment
norms, and simplified import
regulations. Yet, much more
still needs to be done to set in
motion a major restructuring of
the economy.

J

India's economic prospects have been transformed over the past year and a half. In June
1991, the country was in the throes of severe
political and balance of payments difficulties.
Gross official reserves had fallen to the equivalent of just a few weeks' imports, inflation—usually quite low—was in double-digits and rising, and industrial growth was
faltering for want of crucial imported inputs.
Unlike previous episodes of macroeconomic
instability, no obviously temporary factor

could be blamed: the monsoon rains were normal, and oil prices had quickly receded after
the Middle East crisis. Instead, basic questions were raised about the Government's
ability to contain fiscal imbalances and manage the economy, and a deeper confidence crisis set in. With policymaking paralyzed by
political turmoil and capital flight, the risk of
external default loomed large.
The economic situation has changed dramatically since then. A credible economic stabilization program, centered on controlling
the fiscal deficit and setting in motion structural reforms, has made possible a reconstitution of foreign exchange reserves far in excess
of the most optimistic expectations. Inflation
has declined, and the economy is showing
signs of revival. A decisive break with the interventionist policies of the past has been instrumental in turning around public confidence and reversing the economic decline.

Origins of crisis
As in many other countries, India's balance
of payments crisis had its roots in the high
and growing fiscal deficits of the 1980s. For
nearly forty years, India's development strategy had rested on a vast regulatory apparatus designed to support a large public sector
(including key inputs such as steel, power,
transport, and banking), while leaving the
production of consumer goods (imports of
which were banned) to the private sector.
High protection, tight controls over industry
and investment, and a legal framework preventing free movement of capital and labor
combined to make for generally lackluster
growth—a performance starkly at odds with
India's enormous natural, human, and
entrepreneurial resources. Nevertheless, despite its reputation for heavy-handed interventionism, it had established a long track
record of macroeconomic stability based on
generally cautious financial policies. Thus, as
the fiscal deficit widened in the latter half of
the 1980s (see chart), India was able to draw

on its record of stability to finance rising current account deficits, principally through private capital inflows, including a sizable
amount of repatriatable deposits from NonResident Indians (NRIs).
The period of strong domestic demand was
accompanied by a modest and gradual liberalization of investment and trade, as well as
substantial real depreciation of the currency—so that exports and output growth
picked up markedly in the late 1980s.
However, serious structural constraints remained, and inflationary pressures built up.
At the same time, the drawdown in foreign
exchange reserves and a growing debt burden raised questions about the sustainability
of the current account.
Against this background of rapid domestic
demand growth and structural rigidities, two
successive shocks in the second half of 1990
exposed the fragility of the balance of payments. First, the Middle East conflict did double damage by raising India's oil import bill
and lowering workers' remittances. At the
same time, despite steady depreciation of the
currency, export receipts contracted, reflecting a lengthening in lags in the repatriation of
export proceeds; import payments, too, were
brought forward in anticipation of trade controls and further currency depreciation.
Second, domestic political turmoil resulted
in the fall of two successive governments—so
that, pending fresh elections, the caretaker
government could do little more than resort to
stop-gap measures, including an interim budget largely devoid of policy action and a tightening of import controls. Such inaction
drained the last dregs of hope that external
creditors and the public may still have had
about a firm response to the deteriorating economic situation. NRIs began withdrawing
their deposits and India's access to mediumand long-term bank borrowing all but dried
up. Notwithstanding substantial recourse to
IMF borrowing and tighter import controls,
gross official reserves continued to decline
Finance & Development / December 1992
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Signs of economic turnaround in India

Sources: Data provided by Indian authorities; and program projections.
1
Change in wholesale price index.
BasedonthetMF, Information Notice System (1980=100). Calculation excludes Brazil. For March and June 1992,
the exchange rate applied to exports is shown.
2

The first stage consisted of an emergency
package of stabilization measures, including a
19 percent devaluation of the currency and the
establishment of a de facto dual exchange rate
regime (by giving exporters a share of their
earnings in the form of a tradable import license). Monetary policy was tightened further
and interest rates were raised substantially.
The authorities also undertook a large amount
of gold-backed external borrowing as a sign of
their commitment to meeting all external obligations. Indeed, the pains the authorities went
through to avoid default, including harsh
across-the-board import compression measures, surprised many who had come to regard debt rescheduling as inevitable.
The second stage coincided with the fiscal year (FY) 1991/92 Budget (April-March) in
late July, the central element of which was a
credible—and quickly implemented—set of
measures to lower the fiscal deficit from about
9 percent of GDP in the previous year to 6 1/2
percent of GDP; with only eight months left in
the fiscal year, the politically courageous set
of measures represented a sharp contraction
in fiscal stimulus.
Just as important, Finance Minister
Manmohan Singh's budget proved to be a watershed in policy orientation, insofar as there
was a decisive shift away from economic intervention and a highly gradualist approach
to reform. By far the most far-reaching step
was the virtual abolition of the complex system of industrial licensing, which had for
decades governed the entry, expansion, and
diversification of industries. A number of
measures were also announced to strengthen
competition between the private sector and
public enterprises, including a narrowing of
the areas reserved exclusively for the public
sector. Foreign direct investment was significantly liberalized, from case-by-case consideration to automatic approval of 51 percent foreign equity ownership in a wide range of
industries. With a credible and rounded adjustment well under way, and with bilateral
donors and the World Bank committed to
making available substantial amounts of
quick-disbursing assistance—including a
$500 million structural adjustment Bank
loan—an SDR 1.7 billion stand-by arrangement was approved by the IMF's Executive
Board on October 31,1992.
Stabilization under the program

steadily. The crisis deepened after the assassination of former Prime Minister Rajiv Gandhi,
and by the time the new Government took office in June 1991, readily usable foreign exchange reserves were within weeks of being
entirely depleted.

32

The emergency stabilization effort
Within days of assuming office, the new
Government announced a two-stage adjustment strategy aimed at restoring public confidence and staunching capital flight.

With the rebuilding of critically low foreign
exchange reserves an overriding short-term
objective, the adjustment strategy centered on
a near halving of the central government fiscal deficit, which lay at the root of external
and internal macroeconomic imbalances. This
was to be supported by tight monetary policy
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and a deepening of the structural reforms that
had been announced in July.
The first five months of the program witnessed a remarkable reversal of capital flight
and rebuilding of net international reserves,
which rose by over $3 billion to bring the foreign exchange cover to three months of imports. To a large extent, the sizable balance of
payments surplus in the second half of
FY1991/92 reflected the effect of import compression measures taken at the height of the
crisis, which lowered the volume of overall
imports by over 17 percent; imports of capital
goods and other inputs were hit even harder.
Exports also suffered, partly because of the
shortage of imported inputs, but also as a result of the collapse of trade with the states of
the former U.S.S.R. Total trade declined
sharply, and the overall current account
deficit was nearly halved in FY1991/92.
Balanced against this painful contraction in
trade, however, was a major reflow of capital.
About $2.5 billion was mobilized from the sale
of special bonds denominated in foreign currencies and from an amnesty scheme to encourage the repatriation of assets held abroad.
Attractive—for India, costly—interest rates
were clearly an important factor here. The
larger reason for the reversal of capital flight,
however, was the restoration of confidence
following up-front structural reforms and fiscal actions in the budget (including politically
difficult cuts in fertilizer subsidies and transfers to states).
One side effect of the massive buildup in
foreign exchange was a large expansion in
broad money. Partly as a result, the rate of inflation did not drop as quickly as had been
hoped, although it did fall from its peak of 17
percent in August to about 13 percent by endMarch 1992. At the same time, output growth
slowed markedly as the squeeze on imported
inputs led to a downturn in industrial production. Thus, by the start of FY1992/93, the focus of short-run adjustment shifted from
averting external default to lowering inflation
further and reviving the economy.
In this respect, the FY1992/93 budget aims
at a further reduction in the fiscal deficit to 5
percent of GDP, principally through expenditure reduction. By September 1992, inflation
had fallen to about 7.5 percent, less than half
the rate the year before, while industrial activity and imports had picked up. The current
budget places most of the emphasis on continued expenditure reduction, especially cuts in
subsidies, and higher petroleum prices; revenues are projected to rise moderately, despite
significant cuts in import tariffs, reflecting the
anticipated rebound in imports following the
elimination of all direct controls imposed during the previous two years. Although fiscal

variables were evolving roughly as planned,
broad money growth remained high—once
again, as a result of an unsterilized increase in
foreign exchange reserves.

Structural reform
In addition to the liberalization of trade
noted above, a number of other reforms were
set in motion at the time of the budget—most
prominently, the move to partial convertibility
of the rupee. Thus, myriad quantitative restrictions on nonconsumer goods imports
were eliminated, and importers were allowed
to purchase foreign exchange in a newly established dual foreign exchange market; ex-
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porters were allowed to convert 60 percent of
their earnings at this free market exchange
rate, the remaining 40 percent being surrendered to the central bank at the official exchange rate (mainly to finance fertilizer and
petroleum imports). Contrary to initial fears,
the free foreign exchange market has been remarkably orderly, with the premium stable at
15-20 percent over the official rate.
A number of actions were taken in the area
of financial sector reform. Foremost among
these was the sharp cutback in the cash reserve ratio and the statutory liquidity requirement (which obliges banks to hold government securities at below-market rates of
interest); at the margin, the share of bank deposits impounded by such requirements fell
from over 63 percent to 45 percent of new
bank deposits. Further, the interest subsidy to
"preferred" sectors was reduced, while deposit
interest rates were liberalized. Steps were also
taken to strengthen bank supervision and to
phase in risk-weighted capital adequacy standards based on the Basle Committee on
Banking Supervision (established by ten leading industrial countries under the auspices of
the Bank for International Settlements); the financing of banks' recapitalization needs remains one of the key challenges for the

medium term. In May 1992, the financial sector was shaken by news of fraud on the expanding Bombay Stock Exchange involving
illegal channeling of bank resources to the
stock market. While the authorities see this as
an argument for speeding up reforms, the impact of the scandal on the pace of financial
sector reform remains to be seen.

The agenda ahead
Clearly, India has come a long way since
the program of fiscal consolidation and structural reform was initiated in July 1991. But the
Government recognizes that much remains to
be done. A medium-term adjustment program
is now being drawn up, aimed at deepening
the reforms and reversing the legacy of protectionism and direct controls.
Three areas will be particularly important.
• Further trade liberalization and moves
toward current account convertibility are
planned. This would entail substantial cuts in
average tariff rates, the elimination of quantitative trade restrictions (most consumer goods
imports are still banned), and the unification
of the dual exchange rate system.
• The program will aim at improving the
quality of fiscal adjustment. Specifically,
while the central government will focus on
shifting the burden of adjustment from capital
spending and maintenance to current spending, the process of fiscal adjustment also will
be extended to the level of the states and public enterprises; tax reform—most importantly,
a broadening of the tax base—also will be
crucial, especially if planned cuts in tariff
rates are not to be compromised by revenue
considerations.
• To ensure that the reallocation of resources envisaged by the reform program is
not hampered, an exit policy is being developed to allow the closure and restructuring of
unviable firms both in the public and private
sectors (government laws and regulations currently prevent timely exit of loss-making
firms). A nascent social safety net—among
other things, to provide compensation and retraining for displaced public sector workers—is being supported by the World Bank
and should become operational shortly.
Taken as a whole, the program would drastically alter relative prices and set in motion a
major economic restructuring—not just of
production, but also of income, including the
enormous economic rents associated with
India's regulated system. In such a large federal democracy, these economic strains are
bound to be reflected at a broader social level.
As such, the challenges are as much political
as they are economic.
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The CFA Franc: Zone of Fragile
Stability in Africa
JAMES M. B O U G H T O N

he CFA franc zone is a
currency union linked
to the French franc. If
viewed as a monetary
union alone, it does not appear
to be close to an optimal currency area. When viewed as
part of a wider franc zone, however, its viability and its benefits
become clearer.

T

Most of the more than 50 countries in Africa
are poor, and all have faced enormous challenges during the past decade. Their economic performance and policies have nevertheless been quite diverse. Output per capita
in 1989 ranged from less than $100 in
Mozambique to more than $5,300 in Libya.
The annual inflation rate for the 1980s ranged
from negative 1 percent in Chad to 108 percent in Uganda. The percentage of output derived from manufacturing in 1989 ranged
from 4 percent in Tanzania to 25 percent in
Zimbabwe. Total external debt at the end of
1989 ranged from the equivalent of seven
months' export receipts in Mauritius to 270
months in Somalia. And the average
annual rate of change in the exchange rate against the SDR for
the 1980s ranged from nearly
135 percent depreciation in

Uganda to 1.7 percent appreciation in
Rwanda.
This last statistic—the behavior of the exchange rate—may be the most esoteric, but it
illustrates a key difference in the way countries have responded to the difficulties of the
past decade. The exchange rate plays two
very important but conflicting roles in economic policy. It can serve as an anchor for financial stability: If a country can run financial policies so as to be consistent with
exchange rates that are stable against key
currencies, then that country will gain credibility and will promote confidence in its economy. However, the exchange rate is also an
instrument of external adjustment. If a country that has allowed wages and prices to
get too high can reduce their real value
through exchange rate depreciation, then that
country will gain international competitiveness. Because these linkages are complex and
uncertain, and because financial stability and
competitiveness are both prerequisites for
sustainable real economic growth, there is no
single "right" approach to exchange rate policy.
Roughly two thirds of all developing countries in the world have chosen to favor stability over flexibility by pegging their exchange
rates to a single currency or to a basket of
currencies, or (in a few cases) by intervening
in exchange markets so as to limit flexibility
against a currency. Africa is a

microcosm of that choice: 34 out of the 50
countries for which data are available have
some sort of pegging arrangement. Two peg
to the South African rand, five to the US dollar, 13 to the SDR or other basket, and 14 to
the French franc. It is this last phenomenon
that is of interest here: Does it make sense today for a large and diverse group of African
countries to peg firmly to a single European
currency, or is that arrangement a historical
accident that could unduly constrain economic policy?

What is the CFA franc zone?
The CFA franc zone is an outgrowth of the
economic and financial arrangements under
which France administered its colonies. Prior
to World War II, French colonies typically
maintained their own currencies at parities
that were firmly linked to the French franc.
After the war, the system was simplified by
consolidating the currencies of colonies in the
Pacific region into a single currency known as
the CFP franc ("le franc des Colonies
Francaises du Pacifique") and all others (most
of which were in Africa) into CFA francs ("le
franc des Colonies Francaises d'Afrique"). In
each case, the currencies were fully convertible
into French francs at the fixed parity. Each
participating central bank established an "operations account" at the
French Treasury, into
which it deposited
most of its foreign

©International Monetary Fund. Not for Redistribution

exchange. Convertibility was guaranteed
through rules permitting overdrafts on these
accounts, if necessary. This system permitted
the free mobility of capital throughout the
zone, and it encouraged the growth of international trade by instituting common trade and
financial policies. These principles continue to
govern the CFA franc zone.
The most remarkable feature of the CFA
franc zone is that the exchange rate against
the French franc has not changed for more
than 40 years. There was some initial instability immediately after the war, and the rate
was then set at 0.5 CFA franc per French
franc. In 1968, France effected a currency reform and issued new francs at the rate of 1 per
100 old francs; the value of the CFA franc was
left unchanged, so the exchange rate became
50 CFA francs per new French franc, where it
remains as of 1992.
There have been some important institutional changes over the years, however, reflecting the political and economic turbulence
that this region of the world has experienced.
First, the number of member countries has
fluctuated. In the first 30 years, several
countries—mostly those that are not contiguous to the others—such as Madagascar and
Djibouti—left the zone to establish independent currencies or to adopt the French franc.
In the 1980s, however, the trend in membership was reversed, as Mali rejoined in 1984 after an absence of 22 years, and Equatorial
Guinea in 1985 became the first member country without colonial (or even close economic)
ties to France. Since then, there have been 13
member countries in the zone, forming a contiguous group across the equatorial region of
west and central Africa. (The 14th African
country pegged to the French franc is the
Comoros, which has an independent currency
fixed at the same parity as the CFA franc;
elsewhere, French Polynesia, New Caledonia,
and Wallis and Futuna Islands use the CFP
franc, with a different fixed parity.)
A second principal change is that the system has become less dependent on France.
The member countries gradually achieved independence in the late 1950s and early 1960s,
and major "Africanization" reforms were implemented in 1974. These reforms strengthened the control of the member countries over
their central banks, while retaining a participatory role for central bank directors appointed by France. Reflecting these changes,
the concept of the CFA franc as a colonial currency was abandoned.
Today there are two separate currencies,
both of which are known as the CFA franc,
but whose full names have changed. The
seven
member
countries
in
west
Africa—Benin, Burkina Faso, Cote d'lvoire,

Mali, Niger, Senegal, and Togo—use currencies known as the "franc de la Communaute financiere d'Afrique." They have formed a regional association, the West African
Monetary Union (WAMU), and have vested
authority to conduct monetary policy in a
common central bank, the Banque Centrale
des Etats de I'Afrique de 1'Ouest (BCEAO).
The six members in central Africa
—Cameroon, the Central African Republic,
Chad, the Congo, Equatorial Guinea, and
Gabon—use the "franc de la Cooperation financiere en Afrique centrale," and have their
own central bank, the Banque des Etats de
I'Afrique Centrale (BEAC).
Along with these political and institutional
changes has come an increasing degree of economic diversification. From the mid-1960s to
the mid-1980s, the portion of the zone's international trade that was with France dropped
from nearly 50 percent to around 30 percent,
with other European countries taking up
much of the difference. Over the same two
decades, the share of food products and agricultural materials in the zone's exports
dropped from 75 percent to less than 50 percent, with petroleum and other mineral products taking up the difference. Nine different
products constitute the dominant export commodity for the 13 countries. For seven countries, minerals are the largest export, and for
five others, agricultural materials (cotton and
timber). For only two countries were food
products the dominant export in the mid1980s: cocoa from Cote d'lvoire and fish from
Senegal. With this diversity have come disparities in per capita output, ranging from
less than $200 a year in cotton-producing
Chad to more than $3,000 in petroleum-rich
Gabon.
There are three basic mechanisms for controlling monetary growth in the CFA franc
zone. First, interest is charged on overdrafts in
the operations accounts (and interest is paid
on credit balances). Second, when the operations account balances fall below specified target levels, the central bank concerned must implement policies restricting credit expansion.
These restrictions focus on raising the cost of
rediscounting paper with the central bank and
restricting access to rediscount facilities; this
emphasis on rediscounting reflects both the
limited development of domestic financial
markets and the absence of bank reserve requirements. In order to implement the credit
restriction rules, each central bank's operations account balance is notionally allocated
among the member countries, with a residual
allocated to the bank itself. Third, credit from
the central banks to the public sector of each
country is limited to a maximum of 20 percent
of the previous year's fiscal revenue. These

rules do not dictate a strict ceiling on total domestic credit growth, but they do impose a
strong measure of financial discipline.

How well does the system work?
The effectiveness of the zone's arrangements has been subjected to much scrutiny in
the past few years, owing to the severe and
prolonged deterioration in economic performance since the mid-1980s. The currency has
on occasion come under speculative attack in
the form of capital flight, in response to
rumors of impending devaluation. The countries concerned have responded, most recently in meetings at both ministerial and headof-state level during the summer of 1992, by
seeking to strengthen rather than abandon
the arrangements. Notable proposals to
emerge from those meetings include plans to
establish intergovernmental councils for coordination of monetary, fiscal, and related
macroeconomic policies and to promote real
(in addition to monetary) integration of the
region. Such efforts will succeed in the long
run only if the zone itself is a sensible
response to economic condition.
One way of analyzing the effectiveness of
the CFA franc zone is to ask how well it fits
the usual criteria for a successful currency
union. These criteria include factors such as
the degree of flexibility of wages and prices;
the degree of labor mobility; the similarity
between countries in the effects from external
disturbances; and the degree of intraregional
trade. There are positive, aspects on each
front, but on none of these economic grounds
would the zone appear to be a natural candidate for a common currency area.
Downward flexibility of prices and wages
is inherently limited in all parts of the world
economy. If prices and wages were highly
flexible, the optimum arrangement would be
to promote financial stability and the growth
of international trade by fixing exchange
rates, leaving any required adjustment to individual markets. Studies of CFA franc countries have shown some evidence of downward
flexibility of real wages during inflationary
periods, but there have been notable examples
of failed attempts to cut nominal wages—especially in the public sector—during deflationary periods. In addition, when coffee
prices plummeted by half in the mid-1980s,
the prices paid to coffee growers held firm
throughout the zone.
Labor mobility between countries is significant in certain parts of the region. One recent
study estimated that in 1975, 25 percent of
employed people in Cote d'lvoire were foreign
nationals, and that labor migration was correlated with economic conditions. This type of
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migration enables unemployed workers in one
country to move to areas where jobs are relatively plentiful; in the absence of such migration, exchange rate changes might provide an
alternative means of restoring equilibrium between labor markets. The potential for migration to serve as a flexible response to shifts in
economic conditions is limited, however, by
the vast distances between cities, the limited
transportation network, and restrictive policies in some member countries.
The absence of country-specific shocks
would be another consideration that could
limit the need for exchange-rate adjustment.
Unfortunately, this is one area where the CFA
franc zone was hit hard in the 1980s. The major adverse shock in this period was a sharp
deterioration in the terms of trade, in the form
of a large decline in world market prices of
many of the commodities exported by these
countries. But the declines were far from uniform. From 1980 to 1990, prices of palm oil,
cocoa beans, and uranium fell by 50 percent
or more; prices of petroleum, fish meal, phosphate rock, cotton, and beef dropped by 20
percent or less; and timber prices rose
slightly. As noted earlier, the structure of exports differs greatly between countries across
the zone; these diverse price movements thus
have translated into sizable differences in
terms-of-trade shifts.
Finally, intraregional trade is quite limited.
In contrast, the high degree of intraregional
trade in Europe is one of the key arguments
cited by advocates of European monetary
union: Use of a common currency reduces the
cost of making transactions within the union,
and the higher the portion of covered trade,
the greater the benefit. For example, 57 percent of France's international trade was with
other members of the European Community
in 1985-87. In the CFA franc zone, just 7.5
percent of trade was within the region during
the same period. This very low portion results
from the same factors that limit labor mobility, plus the limited markets for many products in low-income countries.

The zone as a monetary standard
Another perspective on the effectiveness of
the zone is whether it makes sense as a monetary standard. An important feature of the
CFA franc zone is that it combines the use of
a common currency by a group of countries
with a firm peg against an outside anchor currency, with the active cooperation of the anchor country. This feature conveys potential
benefits, via the establishment of a strong independent central bank, the imposition of fiscal discipline, and the maintenance of currency convertibility—as well as potential
costs, via the loss of the exchange rate as an
36

adjustment instrument. On balance, the net
benefits on this perspective are rather more
favorable.
Perhaps the key to the remarkable persistence of the zone is the benefit from the financial discipline that it imposes and the credibility that it conveys to financial policies. For the
1980s as a whole, all of the CFA franc countries recorded inflation rates that were close to
or below France's inflation rate, in sharp contrast to the highly inflationary experiences of
many of the other countries in the region. The
unweighted average for inflation in consumer
prices in the zone was 4.2 percent (1980-89),
compared with 6.5 percent in France. More
important, this price stability was achieved at
no apparent cost in long-term growth: The
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mean annual growth in real output was
around 2.5 percent, compared with 2 percent
in France and somewhat less than 2 percent in
neighboring African countries. These simple
cross-country comparisons do not imply that
growth would have been lower under a more
flexible exchange rate regime, but they do indicate that the member countries have done at
least as well as their neighbors (all of whom
have had somewhat more flexible regimes).
A more direct way of judging the effectiveness of the zone's hard-currency arrangements is to examine the strength and stability
of international competitiveness. Even though
inflation has been relatively low, member
countries could have lost competitiveness
through changes in exchange rates between
other countries or through terms-of-trade
shocks. In this regard, attention has focused
on a few notable cases of appreciation of real
effective exchange rates: 36 percent appreciation in Cote d'lvoire from 1985 to 1988, and
the same magnitude in Cameroon from 1982
to 1987. These movements, however, have
tended to be reversed over time, and there has
been no systematic tendency toward appreciation. Real effective exchange rate indexes are
published in the IMF's International Financial
Statistics for five of the CFA franc countries.

From 1980 to 1990, only Cameroon showed a
net appreciation (just over 10 percent); Togo
depreciated by more than 20 percent, Gabon
by 10 percent, and Cote d'lvoire and the
Central African Republic by 3 to 4 percent.
These data do not imply an absence of competitive problems. Owing to the deterioration
in the terms of trade, the real exchange rate
indexes should have declined just to maintain
the initial position in external trade, and the
magnitude of the external deficit that has resulted is indicative of serious structural imbalances. Like many other developing countries
in the 1980s, most members of the zone have
experienced rising current account deficits,
declining output, depleted net foreign assets,
and recourse to rescheduling agreements on
external indebtedness. But to the extent that
these problems resulted from external traumas rather than from financial mismanagement, the ability of exchange rate flexibility or
other shifts in macroeconomic policies to deal
with them is inherently limited.

In the final analysis . . .
Making the case for the CFA franc zone depends on viewing it in broad terms: as a combination of a currency union and a monetarystandard. The countries in the zone are economically diverse, and there is relatively little
trade among them. They do, however, have
very strong trading links with Western
Europe. Consequently, the zone has become
part of a wide area of currency stability comprising the CFA franc countries, France, and
other western European countries. Fully 70
percent of the trade of the CFA franc countries
is conducted within this broad zone. By persisting with the currency union in the face of
the shocks of the past decade, these countries
have traded away the exchange rate as an instrument for external adjustment and in some
cases have been forced to resort to protectionism and other price-distorting measures.
Overall, however, they have gained a measure
of financial stability that has proved elusive
elsewhere in the region. In addition, they have
maintained and even strengthened their trade
and financial linkages with Europe. Whether
this trade-off will reap dividends in the long
run is one of the key questions facing Africa
in the 1990s.

For a more detailed study, see "The CFA Franc
Zone: Currency Union and Monetary Standard," by
James M. Boughton, IMF Working Paper
(WP/91/133), available from the author.
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The New Regionalism
JAIME DE MELO AND ARVIND P A N A G A R I Y A

ith a new wave of regional trading
arrangements on the rise, the World
Bank and the Centre for Economic and
Policy Research decided to hold a conference in April 1992 on the "new regionalism"
and its likely effects on the multilateral trading
system. Participants disagreed on whether regionalism will help or hinder multilateralism. But they
agreed that this time, it is here to stay, so steps
must be taken to ensure that the world does not
divide up into inward-looking trading blocs.

w

Four decades ago, boosted by the creation of the European
Community (EC), a first wave of regionalism spread across the world.
Then after laying dormant during most of the 1970s, it took off again
in the mid-1980s. All the major players in the world are involved.
Canada, Mexico, and the United States have initialed the North
American Free Trade Agreement (NAFTA). The United States has
also launched the Enterprise for the Americas Initiative (EAI), whose
ultimate goal is a hemispheric free trade area. In Europe, the EC has
launched the "Europe 1992" initiative to create a single, internal market, while the queue of countries desiring to join the EC continues to
lengthen. There is a growing concern that, de facto, a trading bloc is

forming in East Asia under the leadership of Japan. And since 1985,
six substantive regional agreements and innumerable proclamations
of intent to integrate have been signed.
This second wave differs sharply from the first one.
• Whereas past arrangements were generally viewed as either benign (pacts among developing countries) or complementary (the EC) to
multilateralism, there is reason to worry that current ones may work
at cross-purposes with multilateralism.
• The United States is no longer exclusively committed to multilateralism and is actively pursuing regionalism.
• Today, regionalism is being pursued on a much larger scale.
• There are now far fewer trade restrictions in developing countries.
• In a dramatic shift, developing countries are seeking partnerships
with developed countries rather than solely with each other.
These developments give rise to four critical questions that were debated at the recent trade conference held at the World Bank. Is the
world increasingly moving toward three trading blocs centered around
the EC, Japan, and the United States, and is this good for the multilateral trading system? Given the relatively liberal trade regimes in many
developing countries, what advantages are there to regional arrangements for these countries? What does the experience with regional integration in the developed and developing world tell us? And what steps
can be taken to ensure that trading blocs do not turn inward?

Rise of trading blocs: good or bad?
The debate on the merits of regionalism is not new. More than forty
years ago, Jacob Viner (1950) in his famous treatise, The Customs
Union Issue, showed that extending a preferential concession to a partner may well involve replacing imports purchased from the cheapest
source with imports from the partner country, in which case trade diFinance & Development / December 1992
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Trade creation or
trade diversion?
To clarify the relative merits of regional ;md
multilateral approaches to trade liberalization,
consider an example. Suppose that, following
the multilateral route, Mexico and the United
Slates strike a bargain under the auspices of
the GATT's Uruguay Round. The United
States agrees to lower its tariff on imports of
Mexican shoes, and "in return" Mexico agrees
to lower its tariff on US baseball gloves. Under
the GATT provisions, these tariff concessions
are granted automatically to other membtr
countries. This nondiscri minatory nature of
the concessions implies that trade expansion
between the United States and Mexico does
not lake place at the expense of other, more efficient countries. The two can export more to
each other only to the extent that they are
more efficient than third countries. Thus,
.trade expansion is based on Hue comparative
advantage, and welfare improves nol merely
in these two countries but throughout the
world.
Next, suppose that the United States and
Mexico decide to go the bilateral route and
lower tariffs just for each other. Suppose further thai the lowest cosl supplier of shoes is
the Republic of Korea, followed by Mexico and
the United States. The tariff reduction on
Mexican shoes will expand US shoe imports
from that country. To the extent that this expansion replaces expensive domestic US production, we have "trade creation" and welfare
improves in Mexico, as well as in the United
States, But since the tariff reduction applies
only to Mexico, Mexican shoes can also replace US shoe imports thai originally came
from Korea. Since Korea is a lower-cost producer than Mexico, this part of the increased
Mexican exports will be "trade diversion" and
contribute negatively to US and Korean welfare. Thus, the effects of preferential trade liberalization are ambiguous. Mexico's welfare
improves, Korea's welfare declines, and the effect on US welfare depends on which is larger,
trade creation or trade diversion.
Economists have generally argued that
sm;ill countries can maximize the benefits
from trade by liberalizing their economies unilaterally. This is because these countries have
a very small share in world markets (developing countries account for only 3 percent of
world manufacturing exports), so that even a
large increase in their exports will not lead to a
significant decline in the terms of trade. This
intuitive idea, which has been at the heart of
many recent structural adjustment programs,
loses force in a world of in ward-looking trading blocs. For in that world, unilateral liberalization does not offer a large scope for trade
expansion, whereas accession to a bloc "opens
up" a large market.
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version, rather than trade creation, occurs—resulting in a loss in welfare (see box).
But one issue that was never debated during the 1950s and 1960s was the possibility of
the world dividing up into a few trading blocs.
This simply was not a realistic prospect,
given the long history of the United States as
a staunch supporter of the General Agreement
on Tariffs and Trade (GATT) and of the multilateral approach. In recent years, however,
the United States has also supported a regional approach—in part, out of frustration
with the delays in completing the GATTsponsored trade talks, known as the Uruguay
Round. And although Japan has resisted leading the way toward a defensive bloc in East
Asia because of its large stake in the US market, it could well change its stance.
What would a three-bloc world mean for
the future of the multilateral trading system?
Although conference participants agreed that
regionalism was here to stay, they were generally divided into two camps on whether it will
serve as a stepping stone to global free trade,
or seal the fate of multilateralism.
Those who favored the regional approach
to trade policy did so for three main reasons.
First, they argued that negotiations for freer
trade would be more likely to succeed when
conducted among three large blocs than
among more than 100 parties. Second, they
noted that regional trade talks have gone well
beyond the tariff-cutting exercises of multilateral negotiations, delving into areas such as
harmonizing tax policies and product standards. And third, they pointed out that the
EC's success extended well beyond the narrow confines of efficiency gains through the
removal of distortions: internal conflicts that
have plagued Europe throughout history are
no longer conceivable now that the major
powers are economically integrated.
Paul Krugman of the Massachusetts
Institute of Technology represented some of
these positions by arguing that trading blocs
are in principle bad, but in practice good.
They are bad in principle because if the world
divides into a small number of large blocs and
they fail to cooperate, they will exercise their
market power, leading to a world of
"fortresses" with free trade within each bloc,
but high barriers to trade between blocs. In
practice, however, trading blocs are formed
among countries that are "natural" partners,
so the trade diversion aspect of bloc formation
is exaggerated. He argued that as the number
of players becomes small, a cooperative solution is more likely.
But opponents to regionalism warned that
historically, regional trading blocs have been
inward-looking. Examples include the disastrous beggar-my-neighbor policies of the

1930s, when discriminatory blocs were used
to slap trade restrictions on nonmembers, and
the import-substitution industrialization strategy of Latin America in the 1960s, which was
built around regional trading arrangements.
More recently, European integration, for
many, poses the threat of a "fortress" Europe
in formation.
They also argued that the threat that regionalism will move the world away from free
trade was stronger owing to the growing tendency to use nontariff barriers to trade (voluntary export restraints, antidumping, and countervailing duties) as a way of adjusting to a
sudden surge of imports from trading partners in a regional arrangement. These devices, all part of the "New Protectionism," can
of course be easily used against nonpartners.
Jagdish Bhagwati of Columbia University
represented these views by essentially taking
the position that trading blocs can be good in
principle, but are likely to be bad in practice.
Now that the United States is a "diminished
giant" and unable to be an effective leader in
multilateral trade talks (as Britain was in the
latter part of the nineteenth century and the
United States was in the early post second
World War period), a division of the world
into three blocs may be inevitable. These
blocs could be good in principle because if
they cooperated, they could easily negotiate
reductions in the remaining trade barriers and
move rapidly to a system of free world trade.
In practice, however, he saw regionalism as
having many pitfalls. First,.it is slower and
less efficient than multilateralism (during the
first wave, developing countries suffered from
the piecemeal rather than the across-the-board
approach; even for the EC, the transition to a
single market is taking at least four decades).
Second, it threatens to erode support for multilateralism (business groups will find it easier
to get protectionist trade-diversionary deals in
a preferential pact than in the nondiscriminatory world of the GATT). And third, it will not
produce better results than a multilateral approach. Even if weak states agree to the specific demands of strong states, they may not
do so in ways that are optimal from the viewpoint of the economic efficiency of the world
trading system. For example, although Mexico
has accepted US demands on intellectual properly protection, there is little evidence that inadequate protection of intellectual property
rights in the developing world impedes the
creation of new technological knowledge.

Political and institutional aspects
Another issue in the debate over regionalism is exactly what participating countries
stand to gain from it, especially given
that—thanks to unilateral moves in most
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of growth-retarding "interest groups."
North-North. Are there positive lessons for
Mr. Rodrik and the authors identified three that any single national "interest group" can
channels through which regional integration do. "What about the possibility of wider coali- future integration schemes from the Northtions forming that have more power to inflict North arrangements, especially that of the EC?
could alter economic outcomes.
There was a sharp disagreement among
• A regional arrangement entails a larger mischief together in the wider union than
political community and hence a smaller role their component factions could in isolation? Is participants as to whether the EC had confor politically important groups in each coun- 'fortress Europe' necessarily unlikely or im- tributed to a more open trading environment
try. This should render decisionmaking less probable?" This issue is open to debate.
within its member countries and the world as
a whole. Alan Winters of the University of
responsive to factional interests, unless politiWhat history can teach
Birmingham took the position that although
cally powerful lobbies can form alliances
To date, regional pacts have been either the EC generally had been successful, espeacross countries.
• When a regional institution is set up from among developing countries only, or among cially if one considers the political benefits of
scratch, better choices may be made than at developed countries only. The former, referred reduced tensions between France and
the nation-state level, where policymakers to as South-South arrangements, give little rea- Germany, its record is not without blemish.
He argued that the EC's role as the model
have to contend with past institutions that ac- son for optimism, while the latter, called Northfor future integration is questionable; in some
commodate factional interests. With the com- North arrangements, give mixed signals.
South-South. The review of the first wave ways it has been inward-looking, to the detripletion of the EC internal market, for example,
quotas on imports of textiles and apparel, of regional arrangements in Africa and Latin ment of both the EC and the rest of the world.
now negotiated at the country level, will be America at the conference revealed a consen- He cited evidence of increased nontariff barrisus that they had failed in terms of their ambi- ers on manufactures—the coverage of these
negotiated at the Community level.
• When participating countries have differ- tious objectives of promoting integration via barriers grew fivefold from 1966-1986—and
ent economic institutions, policymaking at the increased intraregional trade. To give a flavor quoted a remark made recently by EC
regional level will entail a compromise be- of this, the table displays all regional arrange- Commissioner for Foreign Relations Willy de
tween those institutions and may lead to a ments for which the share of intraregional ex- Clerq: "We are not building a single market in
more efficient outcome in at least some of the ports in total exports exceeds 4 percent. This order to turn it over to hungry foreigners."
Mr. Winters also took issue with the view
member countries. For instance, if a regional is a modest cut-off point, yet in Africa and
pact leads to the adoption of a common exter- Latin America, only five of more than a dozen that the existence of the EC had been critical
nal tariff of the country with the lowest tariff, regional groupings pass this test, whereas in to tariff-cutting under the GATT. "The whole
the industrial world, all groupings qualify for process occurred in a period of US hegemony:
at least some members must benefit.
However, Ronald Findlay of Columbia inclusion. Moreover, if we set the cut-off point Did the USA really require the formation of
University questioned the view that the larger at 15 percent, among these South-South the EEC (European Economic Community) be1
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Free trade areas versus
customs unions
When countries set out to create a regional
trade arrangement, one of the critical issues
they must face is whether to retain ihcir own
tariffs, as in a free trade area (FTAJ, or erect a
common external tariff on extra-union partners,
as in a customs union (CU). Economists arc divided on which is better.
There are three main arguments in favor of
FTAs.
• They do no! result in an increase in tariffs
in member countries, By contrast, when a common external tariff is imposed, countries with
lower initial tariffs are able to raise their tariffs.
This is because Article XXIV of the GATT requires lhat the external tarifi be no higher than
the average of the tariffs in the partner countries prior to the formation of the union.
• An FTA gives the member countries
greater freedom to pursue trade policy reforms.
In a customs union, more reform oriented countries may find their hands tied by the agreement to maintain a common external tariff. If
lobbies are powerful, the common external tariff
may be set at a level high enough to protect producers in the least efficient country in the union.
• Owing lo enforcement difficulties under an
FTA. the union finds itself importing goods
through the border of the country with the lowest tariff. This puts pressure on countries with
higher tariffs to bring their tariffs down to the
level of the least protective country. Thus, thure
are dynamic processes at work in favor of everdeclining tariffs under an FfA.
In principle, however, at least some of these
arguments can be turned on their heads.
• If a customs union is formed, the leasi protective country can force the more protective
countries to lower their tariffs to its level. This
will increase the likelihood that integration is
welfare improving and result in a lower cost to
the rest of the world.
• In practice. FTAs are accompanied by
elaborate rules of origin and content requirements that become powerful instruments of
protection. In a customs union, such rules are
not required.
• If protection lobbies are active, their effectiveness may \x diluted in a CU, since a Ct' requires union-wide lobbying, whereas in an
FTA, tariffs are responsive to lobbying at the
national level.
In the end, the issue seems to hinge on
whether we can expect institutional arbitrage
across countries to lead to superior outcomes
for all, in which case a CU would be preferable.
!f such arbitrage leads to worse outcomes, then
it would be better to leave each country with its
own external tariffs. Perhaps put differently, if
the "dominant" country, when one exists, has a
liberal trade policy, a CU can be more desirable,
since we can expect that region-wide tariff policies will be determined more by this country.
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fore it started twisting European arms over
tariff levels?" Moving on to agriculture, he argued that the EC resisted the inclusion of this
sector in the GATT negotiations, thereby reinforcing agricultural protection throughout
the world.
Andre Sapir of the EC Commission disagreed strongly. He said that despite the increased use of nontariff barriers, the level of
EC external protection had not increased. To
support this, he cited recent research that
showed that the share of EC expenditures on
imports of total processed products from
members and nonmembers alike increased
from 1980-91, while expenditures on domestic
supplies declined proportionately. Thus there
had been a "double (internal and external)
trade creation." He also questioned Mr.
Winters' judgement that European nations
would have lowered tariff barriers even in the
absence of the EC. With regard to agriculture,
he took the view that in the absence of the EC,
protection may well have been higher; after
all, Switzerland and Nordic countries protect
agriculture even more than the EC.

An open trading system
For developing countries generally, and for
small countries in particular, access to developed country markets is vital. This means
that the recent move toward a tripolar world
and the difficulties of gaining further market
access through multilateral trade talks raise
the specter of isolation for those that do not
belong to a bloc. Indeed, if it were not for this
fear, it would be hard to explain why "small"
countries (those with a small share of world
markets) would be in a stampede to join existing blocs (Canada entered negotiations on
NAFTA after the United States and Mexico
announced their intention to negotiate).
John Whalley of the University of Western
Ontario noted that, in some ways, these initiatives were equivalent to a vote of no-confidence in the ability of the present multilateral
system to protect the interests of small countries. But in his view, the experience of the
North American pacts may be that the small
countries have to pay a high cost for their safe

haven arrangements, in the form of exclusionary arrangements against their national interests (the Mexican auto market becoming a reserve for US suppliers with a concomitant loss
in third country capital inflows).
Given the consensus that regionalism is
here to stay, what can be done to ensure an
open trading system that will protect the interests of the smaller nations? Participants
made several suggestions that would help
turn potential stumbling blocks into building
blocks of a free world trade system.
First, Article XXIV of the GATT, which
sets the rules for the creation of regional arrangements, could be modified to rule out free
trade areas (which allow countries to retain
national tariffs on outside countries) and only
allow customs unions (which require a common external tariff). Then, taking advantage
of the fact that GATT partners have to "bind"
their tariffs (once the rates are locked in they
cannot be raised), this would ensure that
all tariffs would come down to the lowest level
prevailing in the union at the time of its formation (this is what happened when Greece,
Portugal, and Spain joined the EC). Furthermore, a common external tariff eliminates the
need for rules of origin, which have often become instruments of protection in the hands
of a weak authority (see box).
Second, to fight the "New Protectionism,"
GATT Articles VI (antidumping) and Article
XIX (voluntary export restraints) should be
strengthened to minimize the use of nontariff
barriers at the regional level. Finally, countries should be encouraged to design liberal
rules of entry when creating a regional arrangement—in essence, ensuring that an existing arrangement would be open to any
country willing to abide by its responsibilities.
A volume containing the proceedings of the conference, "New Dimensions in Regional Integration," is
forthcoming in early 1993 from Cambridge
University Press, edited by the authors. The World
Bank and the Center for Economic Policy Research
are publishing, in December 1992, a booklet based
on the conference, "The New Regionalism in Trade
Policy," by the authors.
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Liberalizing the Capital Account
DONALD MATHIESON AND LILIANA ROJAS-SUAREZ

he reduced effectiveness of capital controls since the 1980s led some industrial
and developing countries to liberalize
their restrictions on external financial
transactions. Their experience suggests that sustaining an open capital account—which can promote efficiency and reduce financial risk—requires first putting in place carefully designed
economic and financial policies.

1

As the ability to evade capital controls has increased in both developing and industrial countries during the past two decades, new constraints have been placed on the formulation of monetary and fiscal
policies. This development has prompted governments to review the
policy options available to deal with capital flows. Should tighter controls be imposed? Or should countries liberalize their restrictions on
external financial transactions? Experience shows that maintaining
tighter controls may be effective only in the short run and tend to be
circumvented in the long run. Moreover, imposing extensive controls
can create serious distortions and inefficiencies, including interference
with trade financing.

For a more detailed discussion of specific examples, see "Liberalization of the
Capital Account: Experiences and Issues," by the authors, IMF Working Paper
WP192j46, available from the authors. This mil also be published as an IMF
Occasional Paper.

The potentially adverse effects of a tightening of capital controls
raises the issue of whether there are fiscal, financial, and structural
policies that would allow a country to initially "live with" the capital
flows that arise as the effectiveness of capital controls erodes and
eventually to achieve and sustain an open capital account. This article reviews the issues and experience so far.

Why are capital controls less effective?
The most common restrictions on capital account convertibility
have encompassed exchange controls or quantitative restrictions on
capital movements, dual or multiple exchange rate arrangements, and
taxes on external financial transactions. The use of capital controls
by most countries has often been justified on four grounds:
• to help manage balance of payments crises or unstable exchange
rates generated by excessively volatile, short-term capital flows;
• to ensure that the domestic savings of developing countries are
used to finance domestic investment rather than the acquisition of
foreign assets, and to limit foreign ownership of domestic factors of
production;
• to strengthen the government's ability to tax financial activities,
income, and wealth; and
• to prevent capital flows from destabilizing efforts to stabilize and
sustain structural reform programs.
How effective have capital controls been in protecting domestic financial conditions from external influences and in preventing cross
border movement of funds by residents and nonresidents in industrial and developing countries? Recent studies have shown that capital controls were typically most effective when they were combined
with exchange and trade controls to restrict both current and capital
account convertibility.
In both industrial and developing countries, however, the introduction of current account convertibility created a variety of channels for
disguised capital flows. When there were large incentives to move
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funds across borders (such as when large ex- ing financial incomes, transactions, and so too have the costs of enforcing capital conchange rate adjustments were anticipated), wealth. For example, high taxes on financial trols, monitoring violations, and prosecuting
these channels could generate large-scale cap- incomes and wealth can create a strong incen- violators.
ital flows. In the early 1970s, the collapse of tive for domestic residents to hold a signifiBy contrast, a more open capital account
the Bretton Woods system created the possi- cant portion of their wealth as external assets. can have a number of benefits. In particular, it
bility of large exchange rate adjustments and Further, the strong incentives to repatriate ex- would:
was accompanied by large-scale (often illegal) ternal assets held by residents during the ini• promote efficiency gains in the internacapital flows that overwhelmed even the most tial phase of adjustment programs can result tional economy by encouraging specialization
comprehensive capital controls systems. in large capital inflows that could appreciate in the production of financial services;
Following the floating of the deutsche mark in the real exchange rate. While sterilization has
• raise efficiency in countries' domestic fiearly 1971, for example, Japan experienced been used to limit the inflationary impact of nancial sectors through increased competition
large capital inflows despite a complex sys- these inflows, such operations increase the from abroad;
tem of capital controls. Further, capital
• improve the global intermediation
controls in many developing countries
of resources from savers to investors by
were less effective in stemming capital
ensuring that savings are allocated to
flight as unstable macroeconomic and
the most productive investments (asWhy Mexico sustained capital
suming that financial markets approfinancial conditions created substantial
account liberalization
incentives for moving funds abroad.
priately price the risks and returns inMexico's recent experience illustrates the imporDuring the 1980s, a number of develherent in financial claims); and
tance of the consistency between economic policies
• allow residents to hold an internaopments may have helped either to inand structural reforms in supporting efforts to libcrease the incentives for, or reduce the
tionally diversified portfolio of assets,
eralize the capital account. The liberalization of the
cost of, moving funds across borders,
which would make their incomes less
capital account in Mexico was a gradual process
thereby helping to undermine the effecvulnerable to domestic shocks.
initiated in the mid-1980s. As with the Southern
To benefit from a more open capital
tiveness of capital controls.
Cone experience, the comprehensive economic proaccount, however, a country must be
• Residents of developing countries
gram introduced by the Mexican authorities in
saw large differentials between the real
able to sustain the capital account conDecember 1987 was accompanied by a real exrates of return on holding domestic and
vertibility it establishes. This raises
change rate appreciation and a sharp increase in
two policy-related issues: (1) what diffiexternal assets during the 1980s.
the peso-US dollar interest rate spread in favor of
• The upsurge in capital flight durculties are likely to be encountered
peso-denominated assets. In contrast to the
ing the late 1970s may have created a
when capital controls are initially reSouthern Cone experience, however, the Mexican
"learning-by-doing" effect that helped
laxed and subsequently removed, and
Government reacted quickly and introduced a rereduce the cost of evading capital con(2) what policies can be used to facilivised economic program in late 1988, which helped
tate the transition to an open capital actrols.
to
improve the credibility of the exchange rate polcount and to sustain capital account
• The development of a variety of
icy and to reduce real interest rates. Indeed, in ornew financial products and services
convertibility.
der to reduce expectations of a large discrete demay have made holding assets in offMove toward liberalization
valuation, the exchange rate was depreciated by
shore or industrial countries' markets
an
announced
one
peso
per
US
dollar
a
day
from
more attractive.
Countries have followed quite diverJanuary 1989 to May 1990. In addition, to help re• Deposits in major industrial coungent strategies when attempting to esduce real interest rates, fiscal efforts were further
try banking systems may also have
tablish capital account convertibility.
intensified and the primary surplus reached 8 perbeen viewed as less risky than local
While some countries (such as
cent of GDP during 1989-90, constituting the
currency deposits in the domestic bankArgentina, New Zealand, the United
largest fiscal effort in the recent history of Mexico.
ing systems in many developing counKingdom, and Uruguay in the 1970s)
removed most of their capital controls
tries, especially those experiencing financial crises and restructurings.
in a short period, most countries have
• Financing associated with the
followed a more gradual approach of
growth of illicit trade in drugs and other outstanding stock of government debt, driv- first relaxing constraints in trade-related capigoods expanded; and channels that were de- ing up domestic interest rates and attracting tal flows (current account convertibility), then
restrictions on longer-term foreign direct and
veloped to move funds derived from illicit ac- additional capital inflows.
tivities could just as readily be used to move
Should countries respond by attempting to portfolio investment flows, and finally on
funds derived from other activities.
tighten capital controls or by adapting to a short-term financial flows. Both approaches
more open capital account? Historical evi- have had their share of successes and failures.
Implications for policy
dence suggests that whenever there are large What is clear from these experiences is that
The structural changes in the international incentives for capital flows, residents find capital account liberalization was undertaken
financial system and other influences that channels for evading any new capital con- as one element in broader stabilization and
have reduced the effectiveness of capital con- trols. Maintaining tighter controls can also be structural reform programs and that the creditrols have strong implications for stabilization costly. Such controls can inhibit or heavily bility and consistency of other economic poliefforts and structural reforms. Increasing cap- "tax" certain types of external financial trans- cies played a key role in determining its susital flight is likely to magnify the adverse ef- actions, limit access to international financial tainability.
fects of unsustainable fiscal and monetary markets, and restrict competition in domestic
The experiences of some industrial and depolicies on an economy. Moreover, fiscal poli- financial markets. Further, as new channels veloping countries point out that the removal
cymakers will face greater difficulties in tax- for moving funds abroad have increased, of capital controls was often accompanied by
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a sharp expansion of gross capital inflows and
outflows and, especially in developing countries, net capital inflows. In some developing
countries, ex-post real domestic interest rates
were high and, in some cases, large spreads
developed between domestic and foreign interest rates. Moreover, in recent country experiences, the removal of capital controls has
typically been associated with a real exchange
rate appreciation, despite differences in exchange rate arrangements, the speed with
which capital controls were removed, the ultimate sustainability of the capital account liberalization, or even whether there was a net
capital inflow or outflow.

Some successes and failures
Mexico, New Zealand, and the United
Kingdom are examples of countries that sustained their commitment to capital account
convertibility, reflecting in part the fact that
the removal of capital controls was just one element in comprehensive stabilization and
structural reform programs. In addition, early
steps were taken to establish the credibility of
the government's commitment to reducing inflation through both fiscal reform and a tightening of monetary policy.
Other countries, for example the Southern
Cone countries—Argentina, Chile, and
Uruguay—failed to sustain an open capital
account during the late 1970s. The sharpest
real exchange rate appreciation occurred in
the period after 1978 when a "passive" crawling peg exchange rate, which was adjusted to
reflect the difference between domestic and
external inflation rates, was replaced with
published schedules ("tablitas") of future exchange rates, implying a reduction in the
daily rate of exchange rate depreciation. As
the rate of exchange rate depreciation declined, the spread between domestic interest
rates (adjusted for the pre-announced rate of
depreciation of the exchange rate) and external interest rates widened, providing domestic
residents with an incentive to repatriate or
borrow external funds to finance domestic expenditures.
In all three Southern Cone countries, the resulting inflows of foreign capital were accompanied by relatively slow declines in inflation
and large real exchange rate appreciations.
Many critics have argued that these real exchange rate appreciations led to a growing deterioration in trade balances and to expectations that the pre-announced exchange rate
regimes would not be sustainable. The credibility of the reform programs was undermined by these developments, as reflected in
renewed capital flight, a series of financial
crises in the early 1980s, and eventually the
abandonment of the liberalization efforts.

market conditions. This means that domestic interest rates on "traded" financial instruments must be comparable (when adjusted for expected exchange rate changes) to
those prevailing in international financial
markets. In addition, the domestic financial
system must be strengthened so that it can
Preconditions for convertibility
compete effectively with external financial inThe experiences of the Southern Cone coun- stitutions and withstand the effects of periods
tries, as well as those of countries in other re- of high asset price variability. At a minimum,
gions, suggest that for a country to sustain this will require restructuring any financial
capital account convertibility and reduce the system with large holdings of bad debts and
associated financial risks, certain policies eventually rebuilding the capital positions in
must be in place prior to opening the capital domestic financial institutions. Finally, the
protection offered by the official safety net
that underpins the domestic financial system
must be clearly defined to prevent problems
Donald Mathieson
of "moral hazard."
a US citizen, is an Advisor
Strengthening the safety and soundin the IMF's Research
ness
of the domestic financial system.
Department. He has a PhD
The
dismantling
of capital controls will lead
from Stanford University.
to the introduction of new financial techniques and instruments, new sources of funds,
and new participants in domestic financial
markets. While such changes increase competitive pressures that can lead to efficiency
gains, they may also introduce highly complex elements of risk that make the pricing of
Liliana Rojas-Suarez
financial instruments more difficult and that
from Peru, is a Senior
can contribute to abrupt changes in credit
Economist in the IMF's
flows once previously unforeseen risks beResearch Department. She
come evident. The domestic system of pruhas a PhD from the
University of Western
dential supervision must be improved prior to
Ontario.
opening the capital account.
Avoiding imposing taxes that create
strong incentives to move funds
abroad. The experiences of the industrial
countries with capital account convertibility
have repeatedly demonstrated the need to harmonize domestic taxes on the financial system
account. If these preconditions are not satis- with those prevailing in other countries. Such
fied, then speculative capital flows may make harmonization should be done prior to the
complete removal of capital controls if largeit difficult to sustain an open capital account.
Fiscal reform. One of the key macroeco- scale, tax-motivated, capital flows are to be
nomic preconditions for opening the capital avoided.
account is a fiscal reform that significantly reRemoving restrictions that inhibit
duces any fiscal deficit and finances any re- wage or price flexibility. The 1980s has
maining deficit in a noninflationary manner. witnessed periods of high asset price variabilA large fiscal deficit financed by money cre- ity; and countries, especially those with an
ation would induce domestic residents to open capital account, must adapt their domesmove money abroad to escape the "tax" that tic economies and financial structures to withinflation places on real money balances (infla- stand the effects of such variability. Such
tion tax). Indeed, in order to establish credibil- asset price variabilities can have especially
ity that the reform program and capital ac- adverse effects on employment, output, and
count convertibility will be sustained, it may wealth in economies with regulations and
be necessary to initially undertake a more institutional arrangements that inhibit wage,
substantial fiscal reform than would ulti- price, and interest rate adjustments. Elimmately be needed for price stability and sus- inating or reducing such regulations in institained growth.
tutional arrangements could play a significant
Carefully designing financial poli- role in allowing an economy to adjust more
cies that minimize the differences be- smoothly to both real and financial shocks.
tween external and domestic financial

Most analyses have concluded that inconsistencies between the "tablitas" and other
macroeconomic, incomes, and financial policies were at the core of the difficulties encountered in maintaining capital account convertibility in these countries.
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Striving for
Currency

Convertibility in
North Africa
SALEH NSOULI, PETER CORNELIUS, AND A N D R E A S GEORGIOU

urrency convertibility is
central to the mandate of
the IMF, in that the IMF's
Articles of Agreement
call for "the elimination of foreign exchange restrictions
which hamper the growth of
world trade." Members accepting the obligations of Article VIII
undertake, among other things,
to refrain from imposing restrictions on the making of payments
and transfers for current international transactions. As of
September 1992, 72 out of more
than 170 member countries had
accepted these obligations; but,
except for Djibouti, South
Africa, and Swaziland, no
African country had yet done so.

c
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Three North African nations—Algeria,
Morocco, and Tunisia—have been implementing adjustment policies in recent years to
lay the foundation for allowing the free exchange of their domestic currencies for foreign currencies for trade and service transactions as well as for unrequited transfers. That
is, they have been concentrating on the move
toward "current convertibility," as distinguished from "full convertibility," which
would entail removing exchange restrictions
on both international current transactions
and capital movements. Nonetheless, these
three countries still face major challenges in
establishing current convertibility.
The approaches of these countries have differed significantly:
• Morocco has followed the preannouncement approach. In 1991, King Hassan II announced the target date of 1993 to establish
current convertibility, and the Government
has adapted its policies to that end.
• Tunisia has followed the by-product approach. The Governor of the Central Bank of
Tunisia explained recently that, while
Tunisia has not set a specific target date, it
envisages that convertibility will emerge as a
result of the policies to promote growth and
re-establish domestic and external financial
balance under the Eighth Development Plan
(1992-96).
• Algeria has experimented with what

may be characterized as the front-loading approach. In 1991, it abolished a wide range of
exchange restrictions on current international
transactions, thereby coming close to establishing de jure current convertibility. But
there was a marked shortfall in external financing. Even though the policies were reinforced, these turned out to be insufficient to
offset the impact of the shortfall. Since foreign exchange reserves were low, foreign exchange had to be rationed. The Prime
Minister of Algeria recently questioned
whether the conditions for establishing convertibility in Algeria at present can be met.
The experience of these three countries offers insights, both on the scope of their adjustment efforts and on the relative merits of
the differing approaches that could be helpful
to other countries seeking a similar objective.

Why seek convertibility?
The great interest in convertibility in
Algeria, Morocco, and Tunisia stems from the
advantages resulting from the removal of exchange restrictions. In particular, the introduction of current convertibility helps eliminate distortions associated with foreign
exchange rationing. It allows consumers and
producers to make their decisions on the basis of price signals—provided there are no domestic administrative price rigidities and no
distorting trade restrictions.
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In addition, convertibility increases foreign
competition by removing the protection afforded by exchange restrictions, thereby fostering improvements in domestic productivity. Moreover, current convertibility can
promote a positive environment for investment, with salutary effects on economic
growth. The benefits will be maximized, however, only by achieving full convertibility, insofar as the free flow of capital can help attract foreign investment.
There can, of course, also be negative transitional effects associated with the establishment of current convertibility, as the expansion of foreign competition could prompt the
restructuring of domestic production and lead
to temporary output losses. Furthermore, the
move to full convertibility could result in capital outflows if the macroeconomic policies are
perceived to be inconsistent with a stable domestic financial environment.

Some preconditions must be met
The experience of Algeria, Morocco, and
Tunisia illustrates the complex and time-consuming adjustment policies and
economic reforms that must be implemented to establish, maintain,
and reap the benefits of current convertibility. Analytically, four critical preconditions have to be met if
convertibility is to be successfully
implemented:
• Internal financial balance must
be established through sound fiscal
and monetary policies to avoid excessive inflationary pressures that
would tend to undermine the competitiveness of the economy and
lead to a deterioration in the balance of payments situation, given
the exchange rate.
• External financial balance
must be achieved by setting the exchange rate
at a level that would clear the demand for, and
supply of, foreign exchange without exchange
restrictions, given the macroeconomic policy
stance.
• An adequate level of reserves must be
maintained to allow the country to absorb domestic or exogenous shocks, without reintroducing restrictions, while domestic policies
and/or the exchange rate are adjusted.
• The incentives system must be liberalized to allow the positive effect of convertibility on resource allocation to be transmitted to
the rest of the economy.
In principle, the achievement of external
financial balance is a necessary and sufficient
condition for convertibility. Thus, if the exchange rate is allowed to float, the demand
for, and supply of, foreign exchange will be

equalized. However, if domestic financial policies remain excessively expansionary, inflationary pressures will build up, resulting in a
continuous depreciation of the currency. In
such an unstable environment, investment
and growth would suffer. To prevent that, external and internal financial balance must be
achieved simultaneously.
Liberalizing the incentives system is not
strictly required for currency convertibility,
but is needed for the achievement of allocative
efficiency. Similarly, an adequate level of reserves is not absolutely essential, but is useful
to provide a buffer against temporary shocks,
which would otherwise have to be absorbed
through short-term shifts in domestic policies
or the exchange rate, and as a cushion that
would allow some margin for introducing policy adjustments to tackle more permanent
shocks.

The experience
Algeria, Morocco, and Tunisia have all
made substantial progress in meeting the preconditions for convertibility through compre-

permitted a relatively more restrained monetary policy stance, although the record has
been mixed. In Morocco, the liquidity ratio
(broad money over GDP) has been increasing
since 1986. This was the case particularly in
1990-91, which saw a strong increase in credit
and an ensuing jump in the inflation rate, as
measured by the GDP deflator, from an annual average of 4.5 percent in 1988-89 to approximately 7 percent in 1990-91.
In Algeria, the liquidity ratio had been increasing through most of the 1980s. When
prices were decontrolled, the pent-up pressures of the excess liquidity were partially released, contributing to an increase in the
average annual inflation rate from about 10
percent in 1988-89 to some 25 percent in
1990-91.
In Tunisia, credit policy has benefited from
the reduction in the budget deficit since 1989,
as reflected in a slowdown in monetary expansion, which helped hold Tunisia's rate of
inflation to around 7 percent, in spite of the
liberalization of prices.
External balance and reserves. The
extent to which a sustainable external sector position has been achieved
can be gauged by the degree to which
the exchange rate has been allowed
to equalize the demand for, and supply of, foreign exchange, the extent to
which trade and payments restrictions have been reduced, and the ability of the country to service its debt.
All three countries have followed
relatively flexible exchange rate policies, significantly adjusting their exchange rates in recent years to effect
real depreciations. Their rates are
currently pegged to weighted baskets
of the currencies of their main trading partners. The gap between the
parallel market rate and the official
rate has been virtually eliminated in Morocco
and Tunisia, but persists in Algeria.
These countries have also taken steps toward liberalizing their trade and payments
systems, although Algeria began much later
than the other two. Morocco and Tunisia
started progressively reducing quantitative
trade restrictions in the mid-1980s. As a result, by 1991, the share of imported goods
subject to quantitative restrictions had declined to 10 percent in Morocco and 26 percent
in Tunisia.
There was also a significant reduction in
current exchange restrictions. Morocco maintains current exchange restrictions only on a
few service transactions, while Tunisia's current exchange restrictions cover only imports
that are subject to quantitative restrictions
but still apply to most service transactions.

"The experience of Algeria,
Morocco, and Tunisia illustrates the complex and timeconsuming adjustment policies
and economic reforms that
must be implemented to establish, maintain, and reap the benefits of current convertibility."
hensive adjustment policies and the liberalization of their economies, although, to varying
degrees, they still need to exert considerable
efforts.
Internal balance. To align aggregate
demand with available resources, while avoiding squeezing the private sector, the three
countries have focused on achieving a sustainable improvement in their budgets.
Morocco, which had a budget deficit—on a
commitment basis and excluding grants—of
9.6 percent of GDP in 1985, reduced it to 3.1
percent in 1991. Tunisia succeeded in reducing its budget deficit from 5.7 percent of GDP
in 1989 to 4.1 percent of GDP in 1991. In
Algeria, the overall Treasury balance turned
from a deficit of 2.4 percent of non-oil GDP
in 1989 to a surplus of 6 percent in 1991.
The improved budgetary positions have
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By contrast, Algeria continued to maintain
strict controls until 1990, when a sweeping reform of the trade and payments system was
introduced. Under this reform, special types of
importers were permitted to import and sell a
wide range of goods without restrictions by
making payments through newly created foreign exchange accounts. At the same time, the
government raised foreign exchange retention
ratios and liberalized the repatriation of profits from foreign investment. In early 1991, it
abolished all import licensing restrictions, and
all importers were given access to foreign exchange at the official exchange rate. However,
as the demand for foreign exchange could not
be fully satisfied, the government instructed
commercial banks to help importers find foreign credits on the basis of specified terms to
make payments on current account transactions. Thus, exchange restrictions on current
international transactions were enforced by
specifying minimum financing terms.
Tunisia has had a manageable debt service
ratio, which declined from nearly 28 percent
in 1986 to about 24 percent in 1991, and has
not sought debt relief. Morocco, which had a
debt service ratio of over 70 percent in 1986,
benefited from considerable debt relief, and
pursued a debt policy that enabled it to reduceits debt service ratio to some 40 percent in
1991. At the last rescheduling meeting of the
Paris Club, Morocco indicated that, in view of
its improved external sector position, it would
not seek further debt relief. In contrast,
Algeria has witnessed a jump in its debt service ratio from some 35 percent in 1985 to
over 70 percent in 1991, indicating an unusually heavy debt-servicing burden, but has not
generally sought debt relief.
With respect to the buildup of gross international reserves, Morocco had reached a relatively comfortable level, equivalent to 4.4
months of imports of goods and nonf actor services at the end of 1991, thereby providing it
with an adequate cushion to absorb potential
shocks. By the end of 1991, Tunisia had accumulated reserves equivalent to 1.6 months,
while Algeria's level of reserves had reached
the equivalent of 2.3 months.
Incentives system. All three countries
implemented important reforms aimed at expanding the role of market forces, including
liberalizing prices; decentralizing ownership
and reforming public enterprises; lowering import tariffs; and reforming the financial sector.
Algeria, which had already implemented
some liberalization measures in the mid1980s, has made major strides since 1989. A
number of commodities have been moved
from a controlled price list to a markup-ceiling list or to a list of prices without controls,
while administered prices have been raised
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substantially to reflect world market prices
and production costs.
In Morocco, price liberalization started in
the early 1980s. Today, direct price controls
apply to only a few products. In Tunisia, price
liberalization was initiated in 1985, when 95
percent of agricultural and manufactured
prices were controlled. Since then, approximately 80 percent of production prices of
manufactured goods and virtually all agricul-
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rural producer prices have been liberalized.
All three countries enhanced their liberalization efforts by decentralizing ownership
and reforming public enterprises. In Algeria,
where the industrial sector had been governed
by a Central Plan that established priorities
and allocated investment funds, several thousand publicly owned agricultural properties
were restructured in 1988 into smaller private
enterprises on the basis of long-term land
leases. In 1989, public enterprises were
granted autonomy in their production, employment, and investment decisions. The legal
framework governing private sector firms
was also liberalized. The energy sector was

opened to foreign investment, marking a
sharp departure from the previous, restrictive
legal framework.
While the role of the state has been less
dominant in Morocco and Tunisia, both countries have embarked on programs to privatize
and reform the operations of public enterprises, as well as to allow their pricing policies
to better reflect market forces.
To enhance efficiency and competitiveness,
all three countries have substantially lowered
import tariffs. In Algeria, a simplified tariff
structure was recently put in place and the
maximum tariff reduced. In Morocco and
Tunisia, the maximum tariff rates were reduced from several hundred percent in the
mid-1980s to some 40-45 percent by the end
of 1991.
These countries have also been paying increased attention to the reform of their financial sectors. Until recently, for example, most
interest rates were subject to administrative
controls. In early 1989, however, Algeria simplified the rate structure, narrowed the range
of preferential rates, and allowed much
greater latitude for banks to negotiate rates
with their customers. Morocco and Tunisia
had already moved on this front starting in
the 1980s, but introduced significantly greater
flexibility in interest rate determination over
the last three years.

Concluding observations
Notwithstanding the progress that Algeria,
Morocco, and Tunisia have made thus far,
they still face serious challenges—albeit to
different degrees—to satisfy the preconditions for the establishment of current convertibility, including the need to further
strengthen their fiscal positions, to eliminate
the remaining distortions in the incentives
system, to avoid an overvaluation of the currencies, and to maintain or build up international reserves.
The experience of, and the remaining challenges facing, these three countries lead to a
number of observations:
• The establishment of current convertibility can be viewed as the culmination of a successful adjustment process. It is thus complex
and time-consuming, involving wide-ranging
structural reforms and prudent demand management policies. The sustainability of convertibility will depend on continued appropriate macroeconomic policies.
• The preannouncement approach essentially subordinates all objectives and policies to
the achievement of convertibility. The benefits
are that the focus of policies is clearly set, and
slippages must be promptly corrected to meet
the preannounced date. The risk is that,
should all the preconditions not be satisfied
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by the set date, a delay could result in loss of
credibility and biased expectations. Morocco
has thus given the highest priority to achieving current convertibility in 1993, targeting
the attainment of near budgetary
balance in 1993; moving to eliminate virtually all quantitative, restrictions on imports, reduce tariffs,
and simplify trade, customs, and
port procedures in 1992; and forging ahead with the restructuring of
the public enterprise sector and the
revision of the investment code.
• The
by-product
approach
makes convertibility a lower priority
issue in policy decisionmaking. The
risk is that, as a result, it might
take longer to establish convertibility. But because no date has been
announced, there is no danger of loss of credibility and biased expectations. This approach
is exemplified by the timetable being pursued
by Tunisia. A progressive reduction in the
budget deficit to 1 percent of GDP by 1996 is

envisaged; virtually all quantitative restrictions are expected to be removed and interest
rates are to be fully liberalized by end-1993;
price controls are to be abolished by 1994.

all economic and financial areas. But it runs
the risk of not being sustained if the macroeconomic policy stance is inappropriate, if the
exchange rate is not allowed to move, or if the
reserve
level is
inadequate.
Algeria's attempt in 1991 is indicative of the scope of the policy effort
required to sustain convertibility
under such an approach.
Although the satisfaction of the
preconditions for, and the establishment of, current convertibility will
have beneficial effects on growth
and financial stability, the full benefits will only materialize with the introduction of full convertibility. To
do so without major risks of capital
outflows, however, current convertibility must be sustained for a while
and the prospects for the continuation of
sound macroeconomic policies be clearly in
evidence, in order to bolster the confidence in
the currency of the country.

"Although the satisfaction of the precondition/or, and the establishment of, current
convertibility mil have beneficial effects on
growth and financial stability, the full benefits will only materialize with the introduction offull convertibility."

J U S T

During this period, Tunisia will continue to
build up its international reserves.
• The front-loading approach essentially requires the immediate establishment of external
balance and involves a concerted policy push in

P U B L I S H E D

THE

Health

Adults

OF

Developing
IN THE

world

Richard G.A. Feachem, lord Kjellstrom,
Christopher J.L. Murray, Mead Over, and
Margaret A. Phillips, editors
Examines problems that lead to adult ill-health such as infectious diseases and poor nutrition - and
suggests ways to deter them. Discusses cost-effective
preventive options in case management and primary
and secondary care, along with ways to reduce the
severity of many diseases.
Hiroshi Nakajima, Director-General, World Health
Organization in his Foreword says, "By focusing more
attention on this age group, we can hope to improve
its health status and productivity and ultimately the
quality of life of the entire population."
Published for the World Bank by Oxford University Press
360 pages / ISBN 0-19-520879-X / $34.95

Name
Address
City/State
Postal Code/Country
Customers who send payment or charge with a credit card should add $3.50 shipping and handling. Those
institutions ordering with a purchase order will be charged actual shipping and handling charges.
B Enclosed is my check for US$
payable to World Bank Publications.
Q Charge my U VISA Q MasterCard Q American Express J Eurocard
(American Express accepted only for orders to Washington, D.C. Eurocard accepted only for orders to Paris.)
Credit Card Number
Expiration Date
Signature
J Please bill me (institutional customers only)

Coupon orders accepted only from the
U.S.A. and France. To order from other
countries, request a list of World Bank
Publications Distributors. Prices vary by
country.
In the U.S. return the coupon to:
World Bank Publications
P.O. Box 7247-8619
Philadelphia, PA 19170-8619
In France return the coupon to:
World Bank Publications
66, avenue d'lena
75116 Paris, France

Include purchase order or list order number

Finance & Development /December 1992

©International Monetary Fund. Not for Redistribution

47

BOOKS
Currencies and Monetary Policy: Searching for an Effective Approach
Paul Volcker and Toyoo Gyohten (edited by Lawrence Malkin)

Changing Fortunes
The World's Money and the Threat to American Leadership
Times Books, New York, NY, USA, 1992, xix + 394 pp., $25.

Changing Fortunes should be required reading for the incoming
US Secretary of the Treasury and, for that matter, all finance
ministers and central bank governors of major industrial countries. This is not because it is such a well-written (and edited)
book or an easily accessible review of a complex aspect of
recent history—which it is. Instead, it should be read because it
is a look at the past that is remarkably relevant to the challenges
faced today by those responsible for moving the world economy
out of its sluggish state to a new path characterized by low inflation and expansion. This authoritative story of the evolution of
the Bretton Woods system, from its inception through 1991,
informs us of the lessons learned, and shares with us much of
the wisdom gained from this period.
The authors were both centrally involved in the development
and management of the par value system, as well as the turbulent transition to today's floating rate system. For those who are
mostly familiar with Volcker as the Chairman of the Federal
Reserve Board from 1979 through 1987, there are fascinating
accounts of his prior experience as an officer in the US Treasury,
dating from 1957 through the mid-1970s (with some occasional
excursions into private banking). Toyoo Gyohten was a career official in the Japanese Ministry of Finance, whose distinguished
career culminated with appointment to the key policy position of
Vice Minister for International Affairs.
The book is built around a series of lectures given by the two
authors at Princeton during 1990 and 1991. Each writes on a
particular period—such as the breakdown of the par-value system—from his particular vantage point. Throughout the book,
Volcker and Gyohten remind us that in some respects history
does indeed repeat itself, and that efforts to cope with today's
problems could benefit from the insights gained from earlier experience. Consider for example, the following excerpt:
"Once the principle of easy exchange rate changes, however
small, was agreed, it seemed to me that speculative changes in
the market would make it extremely difficult to resist larger
changes and would probably cause them quickly....Experience
strongly suggests that a "flexible fixed-rate system" is more than
a verbal oxymoron; it has inherent contradictions that tend either
to tear it apart or to drive it to greater fixity." [Or both, I would
add], (pg. 69)

This is not a comment on recent developments in the European
exchange rate mechanism, although much of the quote could
certainly apply. Instead, it is Paul Volcker reflecting on the efforts
of the United States to introduce flexibility into the Bretton Woods
par value system in 1969, when it was becoming increasingly
clear that the dollar was overvalued and that a devaluation was
needed.
More than once we are reminded of the problems that can
spread in a monetary system when the anchor country—and cur-
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rency—is unable to deal with fiscal strains at home. For example, there were many factors that contributed to the demise of the
par value system, but certainly one of them was the difficulty the
United States experienced in responding to the economic pressures of the Vietnam War. To quote Volcker in two separate but
related passages, "our inability...to take actions to restrain the
economy against the economic stimulus of Vietnam spending
seems to me and many others the beginning of the inflationary
process that plagued us for years....Shouldn't the United States
have been more rather than less responsive to the discipline of
the system in shaping domestic policy?" (pg. 38)
One might find some parallels here (undoubtedly debatable
and imperfect) with US fiscal performance in the 1980s, or even
with the German role in recent ruptures in the European exchange rate mechanism. Although the factors underlying the recent market-forced depreciation of the pound and the lira are
complex—and derive substantially from difficulties in the United
Kingdom and Italian policies themselves—Germany's contribution to the problem as the anchor of Europe cannot be overlooked. High interest rates in Germany, which have had such a
dampening effect on growth prospects throughout Europe, are a
direct reflection of the difficulty that Germany has had in taking
the measures needed to offset the spending increases brought
about by unification.
This raises a perplexing question relating to all three post-war
international monetary "systems"—the par value system, the
"wide open" flexible rate system of the late 1970s and early
1980s, and the more "constrained" flexible system of the mid- to
late-1980s: why have we been unable to devise a system that
exerts some degree of discipline, short of abrupt market-imposed pressures, on the domestic (particularly fiscal) policies of
the major industrial countries? A common answer is that our parliamentary democracies do not lend themselves well to internationally coordinated fiscal policy. In addition, as Volcker points
out, the lags involved in fiscal policy formulation and execution
make delivery and monitoring particularly complicated. These
are undoubtedly legitimate points. And yet one is inclined to conclude after reading this book that we have little choice but to continue searching for a more effective approach if we are to preserve the open trade and payments system and expanding world
economy that have characterized the post-war system to date.
Can anyone really look at the current global economic outlook
and not see the pressing need for more external constraints on
G-7 fiscal policies?
The discussion by Volcker and Gyohten of the efforts in the
mid-1980s to develop a system of economic policy coordination
following the Plaza Accord sheds further light on this dilemma.
Although much of the attention at the time of the Plaza was given
to the exchange rate provisions of the Accord, Gyohten does an
excellent job in this book sketching out the process of economic
policy coordination that evolved following the Plaza, including the
nascent development of a set of "economic indicators" to help
guide policies and performance toward mutual goals. (Since this
was a Finance Ministry-driven exercise, Volcker was somewhat
less involved in the formative stages.)
As Gyohten states, at the Tokyo Summit in May of 1986,
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"Economic Indicators were introduced and accepted, and there
were some efforts, particularly from the American side, to introduce a certain amount of automaticity in this policy coordination—targets would be set, and if actual economic performance
deviated significantly, a government would have to act to try to
meet the goals of growth, inflation, or whatever." (pg. 262)
The effort produced some results, including the coordinated interest rate moves of 1986 and 1987. Fiscal measures were
somewhat less pronounced; although the Japanese supplementary budget of October 1986, the commitment by the German
Government to accelerate tax reductions in early 1987, and the
US bipartisan budget agreement of late 1987 all were influenced,
to some degree, by the policy coordination framework. As
Gyohten suggests, "the initiative taken by the United States to institutionalize coordination and align exchange rates was a very
positive and an almost historic step." (pg. 263)
Almost, indeed. A major opportunity to strengthen the system
has been missed, as the policy coordination process was not adequately institutionalized, and its impact on policy in recent years
has waned. The policy coordination thrust represented a genuine
effort on the part of the United States, with strong support from
France, to reintroduce some "rules of the game" into the international monetary system that could have applied to the domestic
policies of major industrial countries, both deficit and surplus
countries.
Both Gyohten and Volcker correctly point out that the effort
was not without its flaws. Gyohten argues that the process was
dominated too heavily by US efforts to make a political deal while
Volcker underscores the technical difficulties encountered and
the fact that "objective indicators" could never substitute for informed policy judgment.
I can agree with all of those criticisms, but I remain perplexed
as to why none of the leaders of the other G-7 countries, with the
exception of France, seized the opportunity to address a growing
preoccupation—how to steer US policies toward, what they saw
as, an internationally responsible course. Perhaps each country
was more concerned about the potential constraints on its own

Roger D. Stone

The Nature of Development
A Report from the Rural Tropics on the
Quest for Sustainable Economic
Growth
Alfred A. Knopf, New York, NY, USA, 1992, ix + 286
pp., $23.

In an earlier generation it was (a trifle prematurely?) the fashion to say "we're all
Keynesians now." Well, are we all environmentalists now? What began, some
decades ago, as a marginal, quaint eccentricity has mushroomed into a generalized concern. The activists, in spite of
some of their more bizarre (and comical)
pretensions, have succeeded in raising
public consciousness on the questions of
ecological balance, diversity, and even
survival; they should be commended
for it.

policy choices than with the potential benefits to all, from the collective discipline that could have been developed. It seemed to
me, then and now, that policy coordination held out the best hope
of developing a framework of "pragmatic discipline," which could
turn on a "yellow caution light" when a country veers off an intended course, and direct an even stronger spotlight on the need
for corrective action if the deviation is a substantial and persistent one. Although a presumptive indicator system will never
substitute for political will, it can help foster the pressures for remedial action, and can assist in the building of a monistic consensus in support of needed policy changes.
The title of the book speaks to the declining fortunes of the
United States and the improving fortunes of Japan during the
postwar era. It is a story that is well known and well documented,
but the series of lectures embodied in this book give this evolution a special definition, as each author describes the evolution
of his country's fortunes from his own national perspective.
In the end, however, the US/Japan story comes across as a
secondary one. At the heart of this work is the story of dedicated
financial leaders, such as Paul Volcker and Toyoo Gyohten, serving their country but also advancing the broader interests of the
global commonwealth through their sagacity and vision. Indeed,
the postwar economic prosperity realized by the industrialized
countries has been no accident, nor was it simply the result of
farsightedness of those present at Bretton Woods. The system
required attentive nurturing and active management by capable
men such as Volcker and Gyohten.
This book serves as a clear signal of the risks of taking for
granted what the open trade and payments system has brought
us, and of the need for continuous efforts to reinforce and
strengthen that system. If we are to succeed in this effort, we will
need broad-minded and dedicated individuals to help guide us
through the 1990s, and to continue our collective efforts to find a
global monetary system that can help frame a renewed expansion of the world economy with low inflation.
Charles Dallara
Former US Executive
Director at the IMF

Making people aware is one thing; propelling them into effective action and persuading them to pay for it—in terms of a
check on living standards in the North and
perhaps lower growth rates in the
South—is another. In economic parlance,
is the trade-off between economic progress and environmental protection acceptable?
That, at least, has been the dilemma as
traditionally posed. Now the argument has
shifted, and this book is a good exemplar
of the new approach, namely that there is
a natural convergence between development and environmentally sound policies,
and that, in truth, there is really no trade
off. Higher growth and a better environment go hand in hand. "Synergy" is the
new byword.
This reviewer is an agnostic suppliantly
yearning for conversion. Specifically, if the

postulate that it is possible for the world
economy, in particular the poorer segments of it, to achieve more sustainable
and at the same time environmentally
sound growth, and hence to leave behind
the abyss of world poverty while improving the environment, then all power. Seen
in the perspective of economic growth of
the past two centuries, the argument certainly appears counterintuitive. But the
combination of a broadly accepted conviction, together with rapidly developing technologies, may make it possible.
Roger Stone makes an important contribution to the debate. Neither sanctimonious nor alarmist, he has written a serious book that has the immediacy of a
good travelogue. There is much first-hand
anecdotal evidence that should be as instructive as the reams of suspect "data"
so portentously dredged up in the public
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debate. Stone presents a breezy synthesis of economic history, development, and
environmental issues, melding the general with the particular, and marshaling a
mass of disparate information into a highly
readable, cohesive narrative.
The book is not totally without blemish:
the population issue is largely neglected;
too much credence is given to the views
of development economists; the paucity of

aid is lamented while recognizing its limited contribution to development; "bottomup" planning (whatever it means) is highly
commended, but it is not clear what happens when the "bottom" becomes wealthier, develops interests beyond survival,
and changes its priorities; and so on (including several factual errors).
A fundamental question in the public debate on this issue has been, do people

have to become rich before they can afford
the luxury of worrying about the environment? Some, including many in the South,
have answered yes. Others maintain that
this is a false question, and that the only
way to grow out of poverty is to combine
development with environmental concerns.
Stone is firmly of the latter persuasion; for
all our sakes, let us hope he is right.
Bahram Nowzad

Paul Krugman

firm is only going to have one plant, firms
will want to locate that one plant where
other firms are located, in order to be
close to the markets created by other
firms' purchases (and those of their workers). The formation of the core region will
be a circular process: final goods producers locate where the input suppliers are,
and the input suppliers locate where the final goods producers are. Producers of
highly specialized services find it attractive to locate in the core, in turn making
the core even more attractive. Companies
in the core benefit from technological
spillovers through the easy sharing of information at close proximity. Multiple virtuous circles make the core region dominant and long-lasting.
The viewpoint of Krugman's geography
models is the opposite of the traditional
economic model. In the traditional model,
underdeveloped regions should find it
easy to attract capital because of their
cheap labor. In Krugman's model, backward regions find it hard to attract capital
because no other capital is there to provide a compact market, and to share specialized services and technological knowledge. If a critical mass of capital can be
attracted, the region will take off; if it cannot, it will not. The original establishment
of a core is as often as not an historical
accident—many regions could potentially
be a core if only somebody can get the
ball rolling.

This point has not been lost on developing country governments, who often try to
get a core for their nation through industrial policy, export processing zones, tax
holidays, or even protectionist trade policy. Why do these efforts so often fail,
yielding nothing but vacant industrial
parks? Such failures are not limited to developing countries. The documentary
Roger and Me described the ludicrous attempt of Flint, Michigan, to replace the declining auto industry with an amusement
park called "AutoWorld." It is often too
hard for governments to compete with the
existing core regions—what is a virtuous
circle for the core is a vicious circle for the
periphery.
But all is not lost for the periphery.
Krugman points out that economic
integration—openness to international
trade—will in the long run benefit both
core and periphery. And while cores last a
long time, they do not last forever. The US
manufacturing belt, dominant for a century, is now called the Rust Belt; the former periphery is now the vibrant Sun Belt.
New cores may be forming in the developing world in coastal China, southeast
Asia, northern Mexico, and elsewhere.
The former Soviet Union and Eastern
Europe are ripe for development of new
cores. Read this book to get your own insights into the fascinating geography of
regional development.
William Easterly

Ahluwalia did not give Indian policymakers much cause for cheer. But in this, her
latest book, she has better news. After
analyzing a vast amount of data on the
organized sector of Indian industry both
across branches and over time, she concludes that, after a decade and a half of
"industrial drift," there are definite signs,
since 1980-81, of not only a boost in
industrial growth but also of improvement
in productivity of Indian industry.

The focus of the book is on total factor
productivity growth (TFPG)—the growth
in industrial output or value added that
cannot be accounted for by growth in
capital and labor—in Indian industry.
Ms. Ahluwalia arrives at two clear findings. First, compared to the Far Eastern
Tigers (Hong Kong, Republic of Korea,
Singapore, and Taiwan Province of
China), and many other economies (including Argentina, Chile, Egypt, Indo-

Geography and Trade
The MIT Press, Cambridge, MA, USA, 1991, vii + 142
pp., $17.95.

Read this book! Too busy? Then cancel a
meeting, let a report go unread, stay up
all night on your next transatlantic
flight—whatever you need to do, just read
this book. Why? Krugman is a master at
getting sharp insights out of simple
ideas—here, insights into the economic
development of nations from basic principles of economic geography.
Nonagricultural economic activity is not
evenly spread across the map, but is
highly concentrated. Geographers studying this concentration usually focus on the
formation of cities. But the same patterns
are found in concentration of industry (and
more recently, services) in certain "core"
regions, leaving other regions on the "periphery." Examples of core regions are the
old manufacturing belt in the United
States from the Great Lakes to New York
City, the "industrial triangle" in northwestern Europe, and on a grand scale, the industrial countries as a whole.
Concentration of industry requires
economies of scale and significant transportation costs. Because of transportation
costs, industries wish to be close to markets. But economies of scale mean that it
is not economical to have tiny production
units evenly spread across space. If each

Isher Judge Ahluwalia

Productivity and Growth in
Indian Manufacturing
Oxford University Press, New Delhi, India, 1992, xiii +
242 pp., Rs. 250.

In her first book, Industrial Growth in
India: Stagnation Since the Mid-Sixties
(Oxford University Press, 1985), which
showed how infrastructural bottlenecks
inhibited Indian industrial growth, Isher
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nesia, and Thailand), India has done
rather poorly in terms of the TFPG.
Second, there was a marked increase in
the ratio of capital to labor in the Indian
manufacturing sector and negligible
TFPG during the early 1960s.
After the emphasis on capital intensive
heavy industries up to the mid-1960s,
there followed a period of industrial drift to
the late 1970s, with a slowdown in the
growth of value-added and capital stock,
while TFPG continued its disappointing
show. The change for the better came in
the first half of the 1980s, with a pronounced acceleration in industrial growth,
stemming not from a corresponding stepup in factor deployment but from a distinctly better TFPG performance.
Ms. Ahluwalia offers some plausible explanations for the turnaround in Indian industrial performance during the early
1980s: better investment and management of the infrastructural sector, absence
of a wage goods constraint, and liberaliza-

tion of the restrictive industrial and trade
policy framework. Alas, these hypotheses
have not been, and cannot be, tested
within her TFPG framework of analysis.
For by its very nature, TFPG, in her
framework, is at best a variable "explained" by time or, at worst, a residual of
an econometric exercise. More research
will be needed to test Ms. Ahluwalia's important conjectures.
Further, Ms. Ahluwalia neglects to discuss the role, if any, that oil price shocks,
transfer of technology from abroad, and
indigenous research and development
have played in changing TFPG in Indian
industry. Similarly, a more complete story
will be needed about the relative TFPG in
public enterprises and the private sector,
as well as the impact of relative prices on
aggregate productivity in Indian industry.
Did the infrastructural bottlenecks, wage
goods constraint, and policy framework
progressively deteriorate or remain unchanged at their inefficient levels during

the period before the turnaround in the
early 1980s? If they remained inefficient,
why did profit maximizing firms produce
less and less with the same amount of inputs, as evidenced by the negative TFPG
during the period of the industrial drift?
As Ms. Ahluwalia has shown in her
analysis of interindustry differences in
TFPG, growth in value added improves
TFPG performance. Since TFPG promotes growth by definition, there is a virtuous circle between industrial growth and
TFPG. It is the exploitation of this virtuous
circle that is the engine of economic development. Ms. Ahluwalia has made an
important contribution in identifying different phases of this circle in India. It will be
invaluable if future research can determine with more precision the policy decisions and exogenous circumstances that
led to the transition from a period of mediocrity to one of dynamism.
Ashok Lahiri

Richard N. Cooper

nal shocks. To illustrate this, Cooper
draws on World Bank empirical data covering 18 developing countries. In particular, he carefully analyzes the retrenchment these economies had to make
following the two OPEC oil shocks and a
disturbance in the coffee market. This approach is useful for several reasons, not
least because it develops the causes of
the debt crisis. There is also a critical but
balanced discussion of the role of the IMF
in adjustment programs. The author
makes use of data and details in a way
that complement and aid the analysis. His
discussion of political institutions is also
fashioned around the economics in effect
during that period.
Perhaps the most interesting part of the
book is chapter 3, in which Cooper debunks four conventional explanations for
why developing countries have historically
had such disparate performance. He argues convincingly that there is no correlation between the size of the shock, the
openness of the system, political institutions, or inflation, and growth. Rather, he
states that relatively stable real exchange

rates, disciplined fiscal policy, and occasional financial assistance are important in
fostering growth and development.
The final two chapters examine the
question of external debt. In looking for the
origins of the debt crisis, Cooper eschews
the practice of many writers to blame either the banks for bad lending practices, or
policymakers for bad policy, not because
errors were not made—they certainly
were—but because, by and large, economic agents and institutions were behaving as they were expected to, and as they
had in the past. Instead, Cooper suggests
that the roots of the debt crisis are to be
found in the large shocks to the international system—primarily the two oil
shocks—and that there was no way of
avoiding the negative repercussions. He
goes on to make a case for Professor
Kenan's International Debt Discount
Corporation and perhaps gives less credit
to the successes of market-based debt reduction schemes than some other analysts would, but this is something that will
only be known with the passage of time.
Richard Haas

Econpmic Stabilization and
Debt in Developing Countries
The MIT Press, Cambridge, MA, USA, 1992, xv + 195
pp., $24.95.

This small volume based on three public
lectures given by Cooper—two Ohlin lectures in Stockholm, and a Wallenberg
lecture in Washington, DC—covers the
links between stabilization and growth.
Cooper examines the experience of
developing countries faced with the oil
shocks of the 1970s and the debt crisis of
the 1980s. He points out that the global
slowdown in growth has shifted the main
economic concern in developing countries from long-term growth to stabilization
and adjustment. The ordering of the book
is largely chronological; for those readers
who lived through the past twenty years,
it provides perspective on events, and for
younger readers, it offers a good, concise
account of recent economic history.
The first two chapters present an extremely lucid description and analysis of
how developing countries adjust to exter-
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A.J.C. Britton

Macroeconomic Policy in
Britain: 1974-87
Cambridge University Press, New York, NY, USA,
1991,x+ 365 pp., $59.50.

This book, by the director of the National
Institute of Economic and Social
Research, follows two well-known studies of earlier historical periods by
Christopher Dow (1964) and Frank
Blackaby (1978). Like its predecessors, it
is sure to become a basic text for students of British economic policy. The
period it surveys is without doubt the
most eventful in postwar economic history, spanning as it does the aftermath of
two major oil shocks, the demise of the
Keynesian consensus, and the great
"monetarist experiment." It ends, perhaps
fortuitously, just as customized monetarism was giving way in Britain to a new
phase in policy, characterized first by
shadowing of the deustche mark and
later by EMS membership.

A collection of essays, this book ranges
in form from historical narrative, through
economic philosophy, to a technical exposition of original empirical work. The first
part is a fairly detailed, but nicely paced,
description of the main economic events
of the period. It begins with the crisis-ridden years of the last Labour government,
and continues through the early hardships during Margaret Thatcher's first
term, to the strong economic recovery under the second Conservative administration.
The next two parts provide a context for
the remainder of the book, explaining the
intellectual shift in policy-making circles
(a shift that was not wholly coincident
with the arrival of Mrs. Thatcher) and describing the trends and disturbances that
affected the world economy during the
late 1970s and most of the 1980s. In the
final sections, estimated reaction functions and other statistical techniques are
used in an attempt to discern how monetary and fiscal policies were in fact con-

ducted during this period, and an assessment is made of their impact on the standard policy objectives (output, inflation,
unemployment and external balance).
Of the conclusions Mr. Britton offers,
two in particular stand out as especially
topical. The first is his claim that the
United Kingdom could have achieved disinflation at a significantly lower output
cost had it entered the EMS at its inception in 1979. The second, related but less
controversial, point is that the move to
floating exchange rates, financial liberalization, and the abandonment of incomes
policy made the behavior of the economy
more difficult both to predict and to manage. With their popular reputation at an
all-time low, this is a judgment that most
of the economics profession in Britain
would no doubt happily accept.
Hugh Bredenkamp

BOOKS in brief
Charles Schultze

Memos to the President
A Guide through Macroeconomics for the
Busy Policymaker
The Brookings Institution, Washington, DC, USA, 1992, vii +
334 pp., $24.95.

Whether Charles Schultze wrote Memos to the
President in some nostalgia for his days on the
Council of Economic Advisers, in anticipation
of the recent presidential election in November, or for the simple pleasure of edifying
non-economists makes little difference. The
result is a tidy primer on macroeconomic principles and their implications for public policy.
The unique format of the book—a series of
twenty-nine memoranda to a US president
from a CEA chairman—was born in a flight of
fantasy. "I imagined," Schultze explains, "a
new president promising to devote an hour or
so a week to learning about key economic
relationships." However implausible that scenario may be, the straightforward Schultze
does write his text to educate—if not the president then bureaucrats, journalists, and interested bystanders. With memos on subjects
like "Monetary Policy: What It Can and Cannot
Do," "Unemployment: Who, How Long, Why,"
and the intriguing "A Summary of These
Memos and How They Differ from What
Others Might Have Told You," it is hard to envision a policymaker—of any political stripe—not
being helped by this book. To be sure, Memos
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makes no econometric or theoretical breakthroughs; nor does it dish up gossip on backcorridor economic policymaking in Washington. This book simply spells out the ABCs
of macroeconomics in the US policy context—a limited alphabet perhaps, but one
worth reciting.
Charles P. Oman and Ganeshan Wignaraja

The Postwar Evolution of
Development Thinking
Macmillan Press, in association with the OECD Development
Center, London, United Kingdom, and St. Martin's Press, New
York, NY, USA, 1991, vii + 272 pp., $40 ($17.50 paper).

The debate over development thinking and
development practice has taken on a new
urgency, with much of Eastern Europe and the
republics of the former U.S.S.R. joining developing countries in the search for the best way
forward. At such a time, it is helpful to step
back and review the theoretical highlights of
post-Second World War thinking in the field of
economic and social development, which is
exactly what this book does. The survey is
divided into two parts: the orthodox approach
(capital accumulation and industrialization;
dualism, agriculture-centered development
and the green revolution; open-economy
development and the neoclassical resurgence;
and reformist development thinking) and the
heterodox approach (the Latin American structuralist and dependency schools, and Marxist
development thinking).

Peter Hooper and J. David Richardson (editors)

International Economic
Transactions

Issues in Measurement and Empirical
Research
National Bureau of Economic Research, Studies in Income
and Wealth Vol. 55, University of Chicago Press, Chicago, IL,
USA, 1991,xii + 499pp., $75.

Flows of goods, services, and investment
across national borders are becoming increasingly important to economic researchers and
policymakers alike. Measuring these flows
also poses many new problems, such as the
measurement of trade in computer products,
whose capabilities and prices have been
rapidly changing. At the same time, the US
Government has recently been devoting fewer
resources to collecting, maintaining, and
upgrading the quality of these data. This volume collects the papers presented at two conferences held in 1988 and 1989 that were
designed to bring together the producers and
users of data on US international transactions.
These papers deal with measurement issues
related to merchandise trade, the prices of
traded goods and their implications for competitiveness, trade in services, foreign direct
investment, and cross-country comparisons of
the relationship between inputs and outputs.
These papers make a useful contribution both
in guiding efforts to improve the data's quality
and in helping those who use the data to
understand its limitations.
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LETTERS
Population, agriculture, and the
environment nexus in Africa
The interesting article by Kevin Cleaver
and Gotz Schreiber—"Population, Agriculture, and the Environment" (Finance &
Development, June 1992) is a presentation of Hamlet that omits the Prince of
Denmark. To discuss farmers, farms, and
nature in sub-Saharan Africa and never
mention the tropics is quite an accomplishment. In fact, coping with the tropics
is the central problem of farming in subSaharan Africa.
The contrast in name between the temperate zones and the tropics is no accident. Tropical climates are not moderate.
Rainfall is usually too much or too little,
and one can be certain only of its unpredictability and violence. Life in most parts
of the tropics takes on an infinite multiplicity of forms with fierce competition for survival. Thus, species adapt quickly to new
opportunities.
The temperatures permit a much more
rapid multiplication of many life-forms
than in colder climates. The house fly, the
spreader of bacillary dysentery and other
diseases, takes 44 days to develop from
egg to adult at 16 degrees Celsius but
only 10 days at 30 degrees. Consider
what this means in exponential growth of
numbers! Parasites such as those causing malaria, which carry out part of their
development within an insect vector, are
also "ecothermic"—that is, the speed of
their development and multiplication
varies directly with the temperature.
The authors correctly talk about the
problems stemming from the large dependence on women for work on the farms.
They do not mention that most African
farms still have to depend on human muscle power because the transition to ox or
horse-drawn mixed farming is inhibited or
prohibited because of the tsetse fly carrying the deadly trypanosomiasis. Where
the fly is absent, there are innumerable
other parasitic, infectious, nutritional,
toxic, metabolic, and organic diseases
that affect livestock.
Cultivated plants are threatened by
weeds, parasitic fungi, insects, spider
mites, eelworms, and virus diseases.
After harvest, storage pests and rats
move in. In some areas, millions of
weaver birds attack crops. Gigantic
swarms of desert locusts in Western and

Eastern Africa and red locusts in
Southern, Central, and Eastern Africa periodically pose a major threat to crops.
Not only are the farmer's crops and livestock damaged by tropical diseases and
predators, but the farmer is as well. The
average farmer over most of tropical
Africa is infected by at least two different
types of parasites. He or she may have
had, or be currently subject to, debilitating
attacks of malaria or schistosomiasis (bilharzia or liver fluke). Hook worms, roundworms, pinworms, and whipworms are
widespread. Millions have filariasis
spread by the bite of mosquitoes, onchocerciasis (river blindness spread by
the bite of a black fly, or guinea worm from
infected drinking water). It is hard for anyone from a temperate climate to have a
real appreciation of what African farmers
have to endure—it is somewhat like having to work day in and day out with the
first stage of the flu.
The authors say that shifting cultivation
in Africa was an appropriate response to
"abundant land and limited capital." They
overlook the central fact that tropical soils,
with the exception of alluvial or recent volcanic soils, are poor, contain little organic
material, and are severely damaged when
exposed to the hot sun and torrential rains.
The soil is soon exhausted by a few years
of cropping. Shifting or seminomadic cultivation, when possible, is the appropriate
response to this. More intensive farming
requires a major structural transformation.
I appreciate that the authors were
handicapped by the loss of institutional
memory in the Bank that has occurred in
recent years. I was the Economic Adviser
on Africa during the years we were learning the fundamentals of the special problems of development in Africa. I distilled
our experience in two books, The
Economics of African Development
(Praeger, 1967) and The Tropics and
Economic Development (The Johns
Hopkins University Press for the World
Bank, 1976). I suggest that the authors of
the article take advantage of these books,
particularly of the latter, before they complete their forthcoming monograph.
Andrew M, Kamarck
Brewster, MA, USA
The authors respond to Mr. Kamarck:
Mr. Kamarck's work is well known to us, and
he is correct that the difficult weather and soil

conditions of the tropics is a constraint to agricultural development. Our monograph discusses this, while the two-page article in
Finance & Development emphasized the additional, less well-known constraints to agricultural development in Africa. These relate to
the role of women, land tenure systems, the
extraordinary rate of population growth, traditional fuelwood gathering techniques, and
neglect of infrastructure, all exacerbated by
poor government agricultural policy.
This said, the school of thought represented
by Mr. Kamarck has overemphasized, in our
view, the climatic and soil constraints and
neglected the other constraints to African agriculture that we have presented. African agriculture's success or failure will be not only a
function of overcoming the natural constraints
emphasized by Mr. Kamarck, but overcoming
policy—social, infrastructure, as well as political constraints. That this can be done in the
tropics is proven by the experience of a f*vnber of Asian and Latin American countnes.
These countries suffer many of the same natural constraints as does Africa. They have
been able to overcome them. China's agriculture is now growing at 6 percent a year. India's
agriculture is growing at between 3 and 3.5
percent a year. Thailand, Malaysia, and the
Philippines, as well as Costa Rica, have had
very successful agricultural sectors. We find in
fact that despite the problems, tropical agriculture has some characteristics that can be
turned to advantage. But in Africa, finding this
advantage will require dealing with the additional issues that we have raised.

... and another view
Kevin Cleaver and Gotz Schreiber round
up the usual suspects when it comes to
the triad between population, agriculture,
and the environment. It is not until the
last sentence, however, that one gets the
feeling that the crime can be solved: "The
local people need to be directly involved
in formulating and implementing such
plans."
Unfortunately, this is unlikely to happen
until the criminal tinkering and meddling
with African farmers and their environment, whose effects we see everywhere,
by governments and institutions have
been undone. Only then will we see any
real prospect of development in rural
Africa. What we have observed for the
past thirty years is, to use Rene Dumont's
phrase, misdevelopment.
Arthur J. Dommen
US Department of Agriculture
Washington, DC
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