Letter from the Editor
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eform of the state is appearing increasingly on the agendas of governments
around the world. It is widely recognized that persistent fiscal deficits and the growing
government debt that they engender can lead to increases in real interest rates that
threaten investment and long-term growth. Governments are now realizing that to bring
deficits down and improve their countries' growth prospects, they may need to scale back
permanently the state's role in the economy.
A century ago the prevailing wisdom favored the minimal state. Over the years, however, attitudes about the role of government changed in the direction of demanding more
state involvement in the economy. Income redistribution and the provision of health, education, and social services were added to the legitimate functions of government, transforming the role of the state. In their article, "Reforming Government in Industrial
Countries," Vito Tanzi and Ludger Schuknecht suggest that the pendulum has swung the
other way. Given the current and expected future financial demands placed upon them
and the shift in popular sentiment about the role of the state, governments may now be
doing too much. Tanzi and Schuknecht suggest that a case can be made for scaling back
government activities without necessarily compromising social objectives.
Privatization of loss-making public enterprises has been high on the list of government
reform in many countries. Nevertheless, some countries continue to maintain state-owned
enterprises, and governments in these countries are searching for ways to enhance enterprise efficiency and minimize their burden on the state budget. In her article, "Enterprise
Contracts: A Route to Reform?" Mary Shirley notes that changing the relationship
between the government and the managers of state-owned enterprises is key to improving the enterprises' performance. To accomplish this, enterprise contracts have been tried
in a number of countries, but they work only under certain conditions. To be successful,
enterprise contracts need to include credible rewards and penalties for good and bad performance, and governments need to show firm commitment to the contract process.
In many countries, civil service reform is a key element of government reform. In his
article, "Reforming the Civil Service," Salvatore Schiavo-Campo examines the recent
reform efforts of 80 developing and transition economies and draws lessons from their
experiences. He notes that although containing costs is important, the broader aim of
civil service reform should be the creation of a government workforce with the number of
employees and the skills, incentives, ethos, and accountability needed to provide quality
public services and to carry out the functions assigned to the state by society.
Reforming government is an imperative for industrial, developing, and transition
economies alike. The doubling of the share of government expenditure in national income
that has taken place in the industrial countries since the 1930s will be difficult to reverse,
because much of it represents politically sensitive social expenditures. Nevertheless, the
cost of inaction is likely to be high, particularly when future expenditures to support
these countries' aging populations are taken into account. In the developing countries,
there is now growing consensus on the need for constraints to be placed on the size and
role of the public sector. As the experience of many successful performers among developing countries illustrates, a key requirement for the promotion of growth is often to
scale down the role of the state. In the transition countries, the challenge is nothing less
than the complete transformation of the role of the state. Making the consequences of yesterday's political philosophies fit today's financial realities will not be easy. However, governments have little choice but to press forward with reforms if they wish to avoid
unsustainable fiscal burdens.
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Reforming Government in
Industrial Countries
VITO T A N Z I A N D L U D G E R S C H U K N E C H T
Public spending in industrial
countries started growing
during World War I but really
took off after 1960, mainly to
fund social expenditures. But
it does not seem to have led to
major measurable gains in
economic or social welfare.
Governments could scale back
their activities without necessarily compromising their
objectives.

W

HAT SHOULD governments
do and how big should they
be? These questions have been
debated for years. Not much is
known about the long-term trends in the
overall economic involvement of government or about the composition of government expenditure. More important, there is
little evidence on (or even discussion of) the
economic and social gains from the increasing involvement of the state in the economy.
These issues are important in determining
whether and how the state should be
reformed and what can be learned from
the experiences of countries that have
attempted to do so.
Over the past century, the size of government in industrial countries has expanded

rapidly. In recent decades, this expansion
was caused largely by expenditures normally associated with the "welfare state."
Over the years, attitudes about the role of
the state have been changing, and political
institutions have been changing as well, to
accommodate demands for more state
involvement in the economy. This trend, in
conjunction with special-interest politics,
facilitated the expansion of expenditure
that was less productive in terms of social
or economic objectives.
What does this teach us about the reform
of the state? There is considerable scope for
scaling back government activities without
sacrificing much in terms of social and
economic objectives. In fact, governments
need not be bigger than they were 30-40
years ago. However, to make governments
smaller, it is important to rethink the role of
the state and to have strong legal and institutional controls on public expenditure.
Countries with overly large governments
should introduce bold and radical institutional reforms to reduce less productive
government activities. If this were done, the
future could bring smaller public sectors
without significant losses of social welfare.

How government grew

The period up to World War II.

Views of the role of the state have changed
considerably over the past two centuries. In
the nineteenth century, classical economists
and political philosophers generally advocated the minimal state—they saw the
government's role as limited to national
defense, police, and administration. Government involvement in the economy of a

Vito Tanzi,
a US national, is the Director of the IMF's Fiscal Affairs j partment.
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number of industrial countries was indeed
minimal (see chart), with average public
expenditure amounting to only 8.3 percent
of GDP in 1870.
In the latter part of the nineteenth century, however, classical economists were
challenged by Marxian and socialist thinking. Redistribution was added to the legitimate functions of government, demanding
some state-induced transfer of wealth from
the rich to the less fortunate. By that time,
public primary education was already predominant, and the first social security system, albeit with minimal eligibility and
benefits, was introduced in Germany in the
1880s. Nevertheless, the role of government
remained limited.
Public spending received a first boost
during World War I when war expenditure
led to an increase in tax rates. After the war,
higher taxes were used mostly to finance
higher civilian expenditure. By the late
1920s, many European countries had introduced rudimentary social security systems
and, in the 1930s, the Great Depression
resulted in a further wave of expansionary
government expenditure policies. By 1937,
the minimal state had largely disappeared.
The period after World War II.
The post-World War II period, and particularly the period between 1960 and 1980,
saw an unprecedented enthusiasm for
activist expenditure policies. Various factors—such as Keynesian economics, the
challenge of socialism, and the theory
of public goods and externalities—contributed to this development.
Skepticism about the role of government
emerged in the late 1960s and became

Ludger Schuknecht,
a German national, is an Economist in the Expenditure Policy Division of
the IMF's Fiscal Affairs Department.
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Government spending takes off

Composition of government
spending 1

Source: Vito Tanzi and Ludger Schuknecht,
"The Growth of Government and the Reform of
the State in Industrial Countries," IMF Working
Paper 95/130 (December 1995).
1
Average government expenditure as percent
of GDP in Australia, Austria, Belgium, Canada,
France, Germany, Ireland, Italy, Japan, the
Netherlands, New Zealand, Norway, Spain,
Sweden, Switzerland, the United Kingdom, and
the United States.

stronger in the 1970s, when shortcomings
in the underlying theoretical models favoring activist government policies and problems with their implementation became
apparent. But few countries actually
shifted their policy regimes. Because of
entitlements and the power of interest
groups, public expenditure levels continued
to increase, on average, albeit at a slower
pace. Public expenditure in the industrial
countries reached 44.8 percent of GDP, on
average in 1990, and by 1994, it had risen to
47.2 percent of GDP.

What were the gains?
Do improvements in social and economic
objectives justify that governments now
allocate and redistribute between one-third

and two-thirds of resources in the economy? Today, many people might answer no.
Many now argue that the public production
of goods and services is inefficient and that
social objectives are not being achieved, or
at least not in a cost-effective manner.
Government production of goods and services has frequently been identified as inferior to or more costly than private sector
production. As regards the welfare state
and income transfers, social safety nets
have, in many countries, been transformed
into universal benefits, and social insurance
has frequently become an income support
system, with special interests making any
effective reform very difficult.
To shed some light on these claims, it is
useful to look at historical developments in
some social and economic indicators to see
how these may have changed in response to
the growth of public spending.
For the period up to 1960, a reasonable
claim can be made that the increased public
spending on education, health, training, and
other social programs led to measurable
improvements in social indicators. Though
the evidence is limited, various government
performance indicators suggest that the
growth in spending after 1960 may not have
significantly improved economic performance or led to greater social progress (see
table). In a sense, spending growth was less
socially productive after 1960 than before,
and this result did not seem to be affected
by how much governments spent. The
group of countries with "big governments"—those that spend more than 50
percent of GDP—did not perform better
than the ones with "small governments," for
example, those that spend less than 40 percent of GDP.
Looking at the expenditure composition,
public expenditure on subsidies and transfers (or from a functional perspective, social
security) increased the most. By 1990, subsidies and transfers accounted for 55 percent of the total expenditure of big
governments, 50 percent for medium-sized
governments, and about 40 percent for
small governments. Interest obligations
also developed very differently between
country groups: by 1990, interest payments
by big governments, at over 6 percent of
GDP, were more than twice as high as those
for small governments. Other expenditure
components, including investment, education, and health, did not differ much
between country groups.
Improvements in economic and social
indicators after 1960 have been quite limited, and countries with small governments
generally have not fared worse than those

with big governments. Real economic
growth declined somewhat between 1960
and 1990. Average growth for the preceding 5-year period, however, was higher in
countries with small governments in both
periods. The unemployment rate, the share
of the shadow economy, and the number of
registered patents suggest that small governments exhibit more regulatory efficiency and have less of an inhibiting effect
on the functioning of labor markets, participation in the formal economy, and the innovativeness of the private sector.
Social indicators such as income distribution, literacy, secondary school enrollment, life expectancy, and infant mortality
improved modestly between 1960 and 1990
in all three country groups. By 1990, differences between country groups were small.
Only certain social cohesion indicators,
such as the number of prisoners or divorce
rates, were less favorable for countries with
small governments, mostly on account of
unfavorable data for the United States, and
income distribution was somewhat more
equal in countries with big government
than in countries with small government.
The evidence available, while limited, suggests that small governments did not produce less desirable social indicators than
big governments. Furthermore, they have
had better economic and regulatory efficiency indicators.

Reforming government
Scope for reform. If one accepts the
conclusion that (a) by 1960 most industrial
countries had reached adequate levels of
social welfare, (b) the growth of government over the last 35 years has not contributed much to the achievement of social
and economic objectives, and (c) countries
with small governments show favorable
social indicators in spite of low public
spending, there may indeed be considerable
scope for reducing the size of the state.
A convenient benchmark to assess the
scope for reducing the current size of government is the level of public spending in
1960. Taking 1960 as the benchmark, over
the long run, total public expenditure could
be reduced to, perhaps, less than 30 percent
of GDP without sacrificing much in terms
of social or economic objectives.
But how should the composition of government expenditure change to accommodate the decline in total expenditure?
Because most of the historical increase in
expenditure originated with subsidies and
transfers, most expenditure reductions
would have to take place in this category.
Cutting back the welfare state in a careful
Finance & Development / September 1996
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Size of government and government performance

"Big" governments 1
1960
1990
Economic and regulatory efficiency indicators:
Real GDP growth (in percent)5
Gross fixed capital formation (in percent of GDP)
Inflation (in percent)
Unemployment rate (in percent)
Size of shadow economy (in percent of GDP) 6
Patents/10,000 population (inventiveness coefficient)

3.2
23.4
1.7
2.9
4.9
...

Social indicators:
Rank in UN human development7
...
Income share of lowest 40 percent
15.6
Illiterate population as percent of population over
9.3
15 years old
Secondary school enrollment (in percent)
55.0
Life expectancy
72.0
Infant mortality/1,000 births
23.0
Prisoners/100,000 people
...
Divorces (in percent of marriages contracted, 1987-91) ...
1
Emigration (in percent of total population) °
0.6

Newly
Industrial countries
industrialized
"Medium-sized" governments 2 "Small" governments 3
countries 4
1960
1990
1960
1990
1990

2.6
20.5
5.4
6.1
11.1
2.0

4.0
21.1
1.6
4.6
3.8
...

3.3
21.3
4.3
9.2
8.2
2.3

4.6
19.6
2.3
2.7
3.5
...

3.3
20.7
6.1
4.2
6.2
8.6

11.0
24.1
2.9

...
16.4
13.3

13.0
21.6
4.6

...
17.4
2.2

6.0
20.8
0.5s

93.0
77.0
6.7
38.0
33.0
0.2

51.0
70.0
29.0
...
...
0.3

99.0
77.0
7.1
68.0
33.0
0.8

61.0
71.0
22.4
...
...
0.2

89.0
77.0
6.4
154.09
36.0
0.1

6.2
31.2
15.3
2.9

17.0
9.2
81.0
74.0
9.8

0.1

Sources: Organization for Economic Cooperation and Development,1995, Main Science and Technology Indicators', OECD, 1994, Trends in International
Migration, Annual Report, World Bank, 1993, 1994,Social Indicators of Development, United Nations, 1994, Human Development Report, Brian Mitchell,
International Historical Statistics, various issues; Hannelore Weck-Hannemann, Werner Pommerehne, and Bruno Frey, 1984, Schattenwirtschaft, Table 7,
p. 67; IMF, Government Finance Statistics Yearbook, various issues; IMF, International Financial Statistics, various issues.
1
Belgium, Italy, the Netherlands, Norway, Sweden (public expenditure more than 50 percent of GDP in 1990).
2
Austria, Canada, France, Germany, Ireland, New Zealand, Spain (public expenditure between 40 and 50 percent of GDP in 1990).
3
Australia, Japan, Switzerland, the United Kingdom, the United States (public expenditure less than 40 percent of GDP in 1990).
4
Chile, Hong Kong, Korea, Singapore.
5
Average of preceding five years, 1956-60 or 1986-90.
6
Most recent data available are for 1978, shown in 1990 column.
7
1992.
8
United States only. Others below 5 percent, United Nations Educational, Scientific and Cultural Organization statistics.
9
Excluding United States, average is 64.
10
Data available for 1970 (shown in 1960 column); data for 1990 may include 1993 data for some countries. For the newly industrialized countries, data
are available only for Korea (1993).
...: Indicates data not available.

and well-planned way that preserves basic
social and economic objectives could yield
significant budgetary savings while still
providing essential social safety nets and
basic social insurance. A major rethinking
of public expenditure policies is, therefore,
necessary.
There is no precise road map for reform,
but scaling down the welfare state is of
prime importance. In the long run, reform
of pensions and health systems would yield
considerable budgetary savings in most
countries. With proper reforms, many pension, health, and social insurance needs
could be satisfied by a properly supervised
private sector. However, this drastic change
would require a major departure from the
present way of doing things, and it would
also call for an expanded regulatory role
for the public sector.
The question of where to draw the line
between government and private sector
activities, however, cannot be answered universally—it changes with time and across
countries. The better the market works, the
less extended the role of the public sector
4

needs to be. Of course, the more efficient
public administration is and the less important rent-seeking activities are, the greater
the role that could be assigned to the public
sector. Technical analysis should complement the political process in deciding who
should perform which function in an economy. It is important to create institutions
that are capable of doing such analyses.
Implementing reforms. Arguing for
a reduced role for the state raises important
questions: how can reforms be implemented politically, and what time frame
should be expected? Again, there is no precise road map. Reforms aimed at changing
the basic economic policy regime of countries cannot ignore the fact that, in the
short run, some groups will be hurt. The
political opposition that this will generate
guarantees that the full implementation
of reforms may take decades rather than a
few years.
Reforming government and reducing
public expenditure can generate considerable long-term benefits if they bring higher
economic growth. However, reforms will

stimulate growth mainly when they alter
the expectations of the private sector. Such
a change may require not just the application of operational policy instruments but a
shift in the policy regime or in the rules of
the game that constrain policymakers. If
existing rules have resulted in expansionary expenditure policies, a reversal will not
happen automatically. The rules have to
change so that policymakers' incentives
also change.
One approach to controlling expenditure
is through constitutional rules, which have
the advantage of tying a government's
hand more firmly than simple legislation,
because they are more difficult to reverse.
However, they are no panacea because they
require strong implementation and enforcement mechanisms. In some countries,
constitutional rules are disregarded or
circumvented.
The long-term benefits that may derive
from less state involvement are not enough
to guarantee the required political support
for the change. Reforms will inevitably be
painful, especially in the short run, for
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groups that gain from public spending.
These groups will oppose reforms and
make their introduction and implementation more difficult. The detrimental shortrun effects of the reforms on some groups
need to be addressed by policymakers. As a
basic principle, compensation for large
losses and insurance against catastrophic
events should be considered, to gain political support for the reforms. If reforms contain sunset clauses or are implemented only
with a lag, this can facilitate adjustment to
the new economic environment.
As the international economy becomes
more competitive, and as capital and labor
become more mobile, countries with big
and especially inefficient governments risk
falling behind in terms of growth and welfare. When voters and industries realize the
long-term benefits of reform in such an
environment, they and their representatives
may push their governments toward
reform. In these circumstances, policymakers find it easier to overcome the resistance
of special-interest groups. The constraint of
international competition may be particularly important for countries where international agreements eliminate undesirable
alternatives to adjustment, such as protectionism or competitive devaluation.

Conclusion

Modern societies have accepted the view
that governments must play a larger role in
the economy and must pursue objectives
such as income redistribution and income
maintenance. The clock cannot be set back
and, in fact, it should not be. For the majority of citizens, the world is certainly a more
welcoming place now than it was a century
ago. However, we have argued that most of
the important social and economic gains
can be achieved with a drastically lower
level of public spending than that which
prevails today. Perhaps the level of public
spending does not need to be much higher
than, say, 30 percent of GDP to achieve
most of the important social and economic
objectives that justify government intervention. Achieving this expenditure level
would require radical reforms, a wellfunctioning private market, and an efficient
regulatory role for the government.
Radical reforms must aim at maintaining
public sector objectives while reducing
spending. They will require considerable
privatization of higher education and
health care, the privatization of some pensions, and many other changes. In this process, the role of government will change
from provider to overseer or regulator of

activities. Its role will be mainly to set the
rules of the game in the economy.
Some movement in the direction indicated above is noticeable already. In many
countries there is general disillusionment
with the high level of taxation and public
spending. However, there is still strong
opposition from groups that benefit from
this spending to having their benefits
reduced. The argument that the reforms
would make most citizens better off over the
long run will not allay concerns in the short
run. Besides, there is always the suspicion
that, in shrinking spending, some would
lose more than others. Furthermore, some
still question whether government will be
able to play its new and, perhaps, more
demanding role with the necessary degree
of efficiency to guarantee that fundamental
objectives are achieved with drastically
reduced spending. Still, it is likely that over
the next few decades, we shall see some
important reductions in the share of public
spending in GDP in industrial countries.
This article draws on a paper prepared by the
authors that will be published in Social
Inequality, the State and Values, edited by
Andres Solimano (University of Michigan
Press).
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ncreasingly, public-private partnerships are recognized as an innovative tool to develop competitive infrastructure,
improve public service delivery, reinvent governmental management, and promote efficient market structures for
economic development.

The Institute for Public-Private Partnerships (IPS), a pioneer in this field, assists governments, bi/multilateral
agencies, and private firms plan and implement public-private partnerships in every economic sector. In addition to providing results-oriented technical assistance services, IPS also trains public and private leaders on all aspects of public-private partnerships in our Washington, D.C. management training programs. Upcoming IPS training programs include:
Public-Private Partnerships in
Housing and Urban Development
October 21-November 1,1996
Public-Private Partnerships in Social
Security and Pension Reform
November 4-15,1996

Regulation of Utilities and Monopolies
December 2-13,1996
Capital Markets Development and
Regulation in Emerging Economies
February 10-28, 1997

Implementing BOO and BOX Projects
Demonopolization, Asset Unbundling in the Energy, Transportation and
and Post-Privatization Management
Environmental Sectors
March 10-21,1997
November 18-29,1996
THE INSTITUTE FOR PUBLIC-PRIVATE PARTNERSHIPS
1111 19th Street, NW, Suite 680
Washington, DC, 20036

For more information about The
Institute for Public-Private
Partnerships technical assistance
services or our management training
programs, please contact Group
Directors Tommy White, Matthew
Hensley, or Ned White directly or visit
our Web Site.

Tel: 202-466-8930 Fax: 202-466-8934
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Internet: http://www.ip3.org/pub/ip3
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Enterprise Contracts:
A Route to Reform?
MARY M. S H I R L E Y
Changing the relationship
between government and the
managers of state-owned
enterprises is key to improving enterprises' performance.
Enterprise contracts can
accomplish this, but only
under certain conditions.

D

ESPITE more than a decade of
divestiture and reform, many
developing countries continue to
have large, poorly performing
state-owned enterprises (SOEs) that contribute to fiscal deficits and slow growth. In
response, most governments are searching
for ways to enhance efficiency and reduce
their fiscal burdens. These efforts include
rewriting the contract between the government and the firm by changing the explicit
or implicit agreement between the government and the enterprise management (or
owner, in the case of privatized firms)
based on shared expectations about obligations and outcomes. These contracts are
often written, although they need not be,
and even when contracts are written, crucial provisions affecting incentives are frequently only implicit.
What distinguishes successful from
unsuccessful contracts? Contracts are successful when they effectively address three
problems: information, rewards and penalties, and commitment. Information problems arise because contracting agents
(government, on the one hand, and public

or private managers or owners of a
monopoly, on the other) have different sets
of information. Thus, each side can use the
information it holds exclusively to improve
its position at the expense of the other.
Competition is one way that governments
can muster more information about managerial performance, since they can compare a firm's performance with that of its
competitors.
Even though information problems can
be alleviated, it is impossible to design a
contract that will cover all eventualities.
That is why contracts usually include
promises of rewards and penalties to induce
the contracting parties to reveal information and comply with contract provisions.
But promises of rewards and penalties alone
are not enough. Each party needs to be convinced of the commitment of the other to
honor its promises, even as circumstances
change. This problem is especially acute
when the government is a contracting party,
since there is usually no way to compel it to
meet its promises. By specifying a neutral
mechanism for conflict resolution and placing checks and balances on its discretion,
the government can signal its commitment
to bind itself and its successors to the contract. Thus, contracts that provide strong
links between the parties—including effective mechanisms to handle problems arising
from information, rewards and penalties,
and commitment—are more likely to be
effective in attaining improved enterprise
performance than those that do not.
This article reports on the results of the
first systematic, empirical evaluation of the
three forms of contracting important to SOE
reform.
•Performance contracts define the relationship between government and public

managers; the study found over 550 such
contracts in 32 developing countries, plus
more than 100,000 in China.
• Management contracts define the relationship when government contracts out
management of the firm to private managers; the study found 202 management
contracts in 49 developing countries.
• Regulatory contracts define the relationship between a government and a regulated
monopoly. Such contracts may include
explicit agreements about pricing or performance and implicit expectations about, for
example, the powers of the regulator.
Regulatory contracts are being increasingly
used as monopolies in telecommunications
(telecoms), electricity, and transport are privatized; the study found seven such contracts for basic telecoms service, the sector
that was investigated.

Public managers
Performance contracts set targets for
SOE managers to attain. Many also provide
bonuses for management and workers
based on achievement and pledge the
government to provide greater autonomy
or meet other obligations. To determine
whether enterprise performance had
changed in ways that could be attributed to
the contract (or, more weakly, whether
enterprise performance changed in ways
that did not rule out the contract as an
explanatory factor), our study investigated
performance before and after implementation of contracts in 12 companies in 6 countries (Ghana, India, Korea, Mexico, the
Philippines, and Senegal). Although the
sample was small and not random, it
included countries that had very different
levels of income and that applied varying
approaches to contracting. A consistent

Mary M. Shirley,
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Chart 1

Better performance with contracts?

6

Charts

Telecommunications reform brinas rewards

9

Number of firms
Source: Bureaucrats in Business: The Economics and Politics of Government Ownership, Oxford University Press for the World Bank (New York, 1995).
Post-reform data are estimates based on World Bank projections of revenues and expenses.

1

pattern across these countries would suggest that performance contracts were working (unless some other factor was at
work—something we also investigated).
To assess the companies' economic performance, we compared trends in profitability (return on assets), labor productivity,
and total factor productivity before and
after the introduction of the contract. To
explore the underlying factors, we used a
questionnaire and interviews with people in
the country and World Bank staff knowledgeable about the enterprises.
Our findings give little support to the
premise that these contracts help improve
SOE performance. As Chart 1 shows, only 3
of the 12 case study companies showed a
turnaround or acceleration in total factor
productivity after contracts were introduced (Ghana Water, Mexico Electricity,
and Senegal Telecoms); six continued their
past trends; and three performed substantially worse than before. The other indicators suggest the same results: trends in
rates of return on assets deteriorated for
three firms; the rest showed little change;
and only two firms showed a change in
trends in labor productivity.

Performance contracts failed to solve all
three of the problems outlined above. Since
all of our sample were monopolies (for
which performance contracts are typically
used), the government could not use comparisons with competitors to reduce its
information disadvantage. Instead, managers were able to use their information
advantage to negotiate targets that were
easy to achieve. Managers lobbied for
many targets (over 40 in the case we investigated in Korea) and fluctuating targets
(over one-third of Ghana Water's targets
changed every year), making it harder for
monitoring agencies to track and assess
performance. Some of the contracts also
suffered from flawed targets (for example,
India Energy could achieve its target volume of energy just by increasing inputs) or
soft targets (in India, negotiations sometimes dragged on so long that targets were
set on the basis of actual achievements).
The information disadvantages of the
agencies responsible for negotiating targets
and monitoring and evaluating results were
aggravated by the agencies' dependence on
the firm for information, and by their lower
pay and status compared with those of the

enterprise representatives with whom they
were negotiating. The agencies were further weakened by frequent changes in
responsibility and authority.
The sample performance contracts
rarely included rewards and penalties that
could motivate managers and staff to exert
more effort. Where cash bonuses were
offered (in 5 of the 12 cases), they had little
effect because they were linked to flawed
targets, not to better performance. Other
promised incentives, such as greater managerial autonomy, were often not delivered;
and penalties for poor performance, such
as firing or demotion, were seldom applied.
Finally, governments demonstrated little
commitment, frequently reneging on key
promises; for example, in some countries,
the government reneged on its contract
pledges to help firms collect payments
owed by the government and other SOEs or
to approve tariff increases in a timely fashion. This increased managers' incentive to
use their information advantage to negotiate easy targets.
These problems are illustrated by the
performance contract governing the Senegal Electricity Company, SENELEC. The
Finance & Development / September 1996
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contract included 22 criteria for judging
performance, but no rewards if managers
attained them; moreover, government regulators lacked the power to enforce penalties
reliably. Finally, although the government
promised to take actions that would make it
possible for the firm to meet its targets,
such as forcing other SOEs to pay their
electricity bills, these promises were often
broken. The company has suffered declining productivity. Indeed, as with several
other enterprises in our sample, it appears
that the contract may have actually worsened incentives and performance.
Analysis of the outcomes and incentive
problems associated with performance contracts suggests that they should be used
sparingly, and only when government commitment is manifest, since the mere formality of negotiating a performance contract
wastes time and effort and could possibly
even harm performance. The idea that SOE
performance can be improved without any
change in government behavior by designing a contract that provides targets and
incentives directed at managers alone
proved illusory. Managers' incentives depend on government actions, whether or
not these actions are specified in a performance contract.

Private managers
A management contract is an agreement
between the government and a private
party to operate an enterprise for a fee; the
government does not receive a fixed rent (as
it would with a lease); it is responsible for
fixed investments (which it would not be
with a concession); and it holds majority
ownership (as distinct from a joint venture).
While they are not widely used, management contracts have generally been successful. Our analysis of 20 management
contracts governing SOEs in 11 countries
(Bulgaria, the Central African Republic,
Egypt, the German Democratic Republic,
Ghana, Guinea, Guyana, Kenya, Pakistan,
the Philippines, and Sri Lanka) found that
profitability and productivity improved in
two-thirds of the cases, and results were
mixed for most of the remainder. Only two
of the contracts were rated as failures on
both counts (Chart 2).
Where management contracts succeeded, they addressed the problems of
information, rewards and penalties, and
commitment effectively. In our sample,
governments used competition to reduce
management's information advantage. Of
the 13 successful contracts, 10 involved
SOEs in competitive markets; the other 3
involved competitive bidding for monopoly
8

enterprises (two water companies and a
container port). Successful contracts also
established meaningful rewards and penalties, usually by limiting (or eliminating)
fixed fees and linking the contractor's fee to
the firm's performance. Take, for example,
the management contracts of two sugar
enterprises in Kenya. Nzoia Sugar's contract failed to improve performance; its
large fixed fee ensured the contractor a
good return regardless of performance.
Mumias Sugar's contract was successful;
its fixed fee covered only the contractor's
costs and the contractor made a return only
when the firm become profitable. More than
80 percent of the successful contracts gave
the manager significant autonomy to set
wages and to hire and fire, while all but one
of the less successful contracts limited
management's authority over labor. Finally,
successful contracts were set up in ways
that elicited a strong commitment from
both parties. For example, they were for
longer periods—13 years, compared with 4
years for less successful contracts—with
greater prospect for renewal.
Ninety percent of the successful contracts were in three sectors: hotels, agriculture, and water. Information is more easily
available, and contract transaction costs are
thus lower, in sectors such as these where
technology is not changing rapidly and output is a single, homogeneous product (for
example, water or sugar); where the private
contractor has an international reputation
to protect; the market is competitive; and
quality is easily compared (as with hotels).
This suggests that performance contracts
work best in such sectors. Moreover, under
the competitive conditions where management contracts have been used, privatization often provides governments with
higher benefits (the selling price) and lower
costs (by eliminating the need to monitor,
enforce, or renegotiate the contract). Because management contracts are less visible than outright privatization, they may be
less politically costly, but only slightly so.
Successful management contracts require
government to pay political costs: they
must stop using the SOEs for patronage
purposes; they must allow layoffs when
appropriate; and, frequently, they must
relinquish managerial control to foreigners
(95 percent of the contracts in our sample
went to foreign firms).

Regulatory contracts
Regulatory contracts, which typically
arise when government privatizes infrastructure, define the relationship between
government and the owners of a private,

regulated monopoly. Although our sample
of countries where the basic telephone
network has been privatized is small and
not random (Argentina, Chile, Jamaica,
Malaysia, Mexico, the Philippines, and
Venezuela), its diversity—in terms of economic development, rate of economic
growth, initial telecoms development, the
pace and timing of regulatory reform, and
the extent of divestiture—enables us to
analyze different aspects of regulatory
design under a wide variety of circumstances. Except for the Philippines, where
the telecoms sector has been privately
owned for decades, the year of reform coincided with the year of privatization.
We found that regulatory contracts usually improved performance, resulting in
more rapid network expansion, increased
labor productivity, and higher returns on
net worth. Not all regulatory contracts
were successful, however (Chart 3). Chile,
where the results were positive, and the
Philippines, where the results were negative, represent the two extremes. The rate
of network expansion almost doubled in
Chile to a whopping 14.3 percent a year;
labor productivity grew by over 50 percent
a year; and returns on net worth were a
reasonable 13.8 percent. Reforms in the
Philippines had no positive effect on network expansion (which declined to 4.8 percent a year) and spurred very small gains
in labor productivity.
Once again, successful contracts addressed all three issues—information, rewards and penalties, and commitment—
which we can illustrate by comparing Chile
and the Philippines. Chile's government
reduced its information disadvantage by
selling the franchise for local telephone service through competitive bidding and by
injecting other elements of competition into
the contract wherever possible. In contrast,
the Philippine government did not use competition to reduce its information disadvantage. It has had the same incumbent
supplier for many years, with no credible
threat of competition if the enterprise fails
to improve performance.
Rewards and penalties in regulatory contracts depended on pricing regulation, and
in Chile price regulations were designed to
reward improved performance and penalize
failure to improve. Chile's benchmark pricing is based on a fair rate of return to a
hypothetical efficient firm and is reviewed
only once every five years. This encourages
the company to improve efficiency, since it
reaps the benefits until prices are adjusted,
at which point the savings are passed on to
the consumer. In contrast, the Philippine
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government set prices on the basis of the
rate of return with no clear rules on timing
or limits on the regulator's discretion,
merely a ceiling (12 percent) on the operator's returns.
Finally, the Chilean government demonstrated to investors its commitment to
abide by the contract itself and also to bind
its successors. For example, the legislature
passed laws defining step-by-step procedures for arbitration and appeal of disputes, including, ultimately, appeal to the
Supreme Court. Since laws are not easily
changed in Chile, and the Supreme Court is
known for its independence, this set up
a neutral mechanism for resolving disputes, largely insulated from politics. The
Philippine government has not instituted
clear nonpolitical mechanisms to resolve
disputes. The regulatory contract is unclear, which provides a poor basis for a
company to appeal.

Which contract?
Our case studies suggest that management and regulatory contracts do a better
job of improving performance than contracts with public managers. One reason
for this is that private owners and, to a
lesser extent, private managers have a
greater stake in the outcome of the contract
than public managers. They have a greater
claim on enterprise returns if performance
improves, and they stand to lose if things
go wrong. If the private party has its reputation at stake (as with hotel management
chains), the incentive to improve is even
greater. In contrast, public managers in our
sample were not penalized for poor performance and were seldom rewarded for good
results.
A contract with a private party also
changes the incentives of government
bureaucrats. Since such contracts are more
prone to scrutiny by the press and public
than contracts with public managers,
bureaucrats have an incentive to select the
contractor carefully; to demand simpler,
more easily monitored targets; to monitor
results scrupulously; and to enforce the
contract. Private parties also have an incentive to agree to simple, easily measured
standards that can be defended against
critics. Such targets reduce the likelihood of
disputes or, if a dispute is unavoidable,
make it easier to appeal to arbitration or
courts when possible. Private parties also
demand evidence that a government is
prepared to abide by the contract before
they undertake risks. Of course, the
stronger private stake in outcomes may
also give private managers and owners

stronger incentives to try to exploit a government with weak negotiating and monitoring skills. Safeguards can be designed
to reduce the risk of exploitation—where
this was done successfully, the gains were
significant.
In theory, contracts with public managers could employ the same mechanisms
that led to success in the contracts with
private parties. SOE managers could be
required to compete for the right to operate
the enterprise and face the risk of losing
their franchise if they fail to meet certain
targets. Similarly, SOE pricing regulation
could be designed to motivate efficiency, as
it was with the more successful regulated
private firms (such as Chile Telecom).
Public managers could be given the autonomy to take necessary steps to improve per-

formance, as well as a bonus linked to
better returns and/or shares in the company. Government could introduce the
sort of checks and balances and conflictresolution mechanisms that signal commitment to private owners in its dealings with
public managers as well. The fact that this
was not tried in any countries in our sample, or indeed by most of the performance
contracts we encountered in our search,
suggests that the political forces that motivate and sustain public ownership make it
difficult to implement market mechanisms.
[F&Dl

This article draws on the background work done
for, and in particular Chapter 3 of, Bureaucrats
in Business: The Economics and Politics of
Government Ownership, Oxford University
Press for the World Bank (New York, 1995).
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Reforming the Civil Service
SALVATORE S C H I A V O - C A M P O

Civil service reform often
meets with resistance because
it is seen only as a tool for
curbing government spending
through personnel and wage
cuts. But the true aim of
reform is the creation of a
skilled and efficient government workforce.

C

OST containment is an important
aspect of civil service reform. But
there are other, equally important,
aspects. An efficient and motivated
civil service is critical for governance, production and distribution of public goods
and services, formulation and implementation of economic policy, and management of
public expenditure. The broader aim of
civil service reform is, therefore, the creation of a government workforce of the size
and with the skills, incentives, ethos, and
accountability needed to provide quality
public services and carry out the functions
assigned to the state.

Some basic facts
The chart shows comparative data on
government employment. Although crosscountry comparisons of government employment are notoriously hazardous, it is
possible, based on comparable information

for about 80 countries, to draw some general
conclusions:
• Overall civilian government employment (which excludes public enterprise
employment) is much smaller, relative to
either the population or the labor force, in
developing countries (less than 4 percent of
the population) than in industrial countries
(over 8 percent). (If the comparison is limited to non-agricultural employment, the
difference between developing countries
and Organization for Economic Cooperation and Development (OECD) countries is
much smaller.) These proportions have
been relatively unchanged since the early
1980s (see Heller and Tait, 1983).
• Among developing regions, government employment as a percentage of the
population is highest in Eastern Europe,
the countries of the former Soviet Union,
and the Middle East and North Africa, and
lowest in sub-Saharan Africa. Government
employment is higher in Eastern Europe
and the former Soviet Union because of the
greater numbers of teachers and health
personnel.
• Interregional differences in government
administration are smaller, particularly for
central government administrations, which
employ around 1-2 percent of population in
all regions. (Intercountry variance is low as
well.) This suggests that certain basic functions of central government need to be performed everywhere, and that civil service
reform that excludes local government and
the health and education sectors is bound
to be incomplete.
• Since 1983, local government has
grown in all regions (especially Latin

America) except sub-Saharan Africa. Globally, local government is now about equal in
size to central administration.

Regional differences
A study of the evidence on the civil service in developing countries reveals some
clear regional patterns.
In many countries in sub-Saharan
Africa, the civil service has sharply deteriorated in almost every way since the 1970s.
(Botswana is one of the few exceptions.)
Beginning in the 1980s, a succession of fiscal stabilization programs has reduced government employment in Africa to the
lowest level of any developing region. Thus,
although additional downsizing may be
necessary in some countries, most do not
need to shrink the workforce but to overhaul the entire civil service system.
Disappointingly, with few exceptions (e.g.,
Uganda—see box), civil service reform in
Africa has been limited to tinkering around
the edges. The emergence of local community self-help initiatives, spawned by the
degradation of the official civil service, is
cause for hope. Although these groups cannot substitute for a well-functioning public
administration, they offer a way out of the
current morass and can serve as models for
improving the official civil service. Nevertheless, any genuine improvement in the
civil service is likely to be fiscally costly.
More generally, it is difficult to imagine
how the civil service can be reformed on a
lasting basis in most African countries
without substantial improvements in governance: accountability, transparency, and
adherence to the rule of law.

Salvatore Schiavo-Campo,
a US and Italian national, manages the Public Sector Management Team of the World Bank's Technical Department for Europe, Central Asia, the Middle
East, and North Africa.
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Civil service systems in East Asia are
generally seen as efficient, motivated, and
professional. Indeed, it can be argued that
the correlation in Africa between authoritarianism and economic decline is not
found in East Asian countries partly
because of their strong civil services.
Although greater responsiveness and
openness could legitimately be demanded
of public administrations in some East
Asian countries, civil service systems cannot be considered a problem; they are,
rather, part of the solution to these countries' other problems.
The situation is markedly different in
South Asia, where civil service reform is
a top priority. In contrast to Africa, the
main problem in South Asia is not a demotivated and unskilled civil service but
bloated public employment, a cause and
result of overregulation. Thus, regulatory
simplification and the contraction of public
employment, although complex and politically difficult, could raise economic efficiency, improve the fiscal situation, and
reduce corruption at the same time.
In Eastern Europe and the former
Soviet Union, the main challenge is to
reorient the state toward a role of "steering,
not rowing" and, in all the countries of the
former Soviet Union except Russia, to create a central government administration
where none existed. To date, countries in
the region have focused on establishing the
political neutrality of government employees and their accountability to the legislative branch. Legislative oversight, however,
has often gone too far, amounting to interference in routine operations. This was
understandable in the early 1990s, when
parliaments were the repository of legitimacy after the collapse of the Soviet Union,
but a better division of labor between the
legislative and executive branches is now
needed to bring about lasting improvements in the civil service.
In several countries in Latin America
and the Caribbean, central government
administration still suffers from inefficiency, waste, and corruption. However,
extensive decentralization over the past
decade has had positive repercussions on
overall administrative efficiency and the
quality of public services. Decentralization
has also been a major factor in the improvements in representative governance
throughout the region. The key challenge
now facing countries in the region (in addition to remedying the continuing weaknesses of the central civil service) is
to assure that decentralization does not dilute accountability and weaken those

Government employment as percent of population
(various recent years)

Sources: World Bank: Public Sector Management Team; country desks; various public expenditure
reviews and country economic memorandums; various resident missions. IMF: Government Finance
Statistics Yearbook, 1994; staff estimates. Organization for Economic Cooperation and Development:
Public Management: OECD Country Profiles, 1992. Government sources: statistical yearbooks,
yearly budgets. United Nations Educational, Scientific and Cultural Organization: Statistical
Yearbook, 1995. World Health Organization: World Health Statistics, 1993.
Note: Local government includes all levels of government below central government. All averages
are unweighted.
Sub-Saharan Africa: Angola, Botswana, Cameroon, the Central African Republic, Cote d'lvoire,
Ghana, Guinea-Bissau, Kenya, Senegal, South Africa, Tanzania, Togo, Uganda, and Zimbabwe.
Asia: China, India, Indonesia, Korea, Malaysia, Pakistan, the Philippines, Singapore, Sri Lanka,
Thailand, and Vietnam.
Latin America and the Caribbean: Argentina, Bolivia, Chile, Colombia, Ecuador, Honduras,
Uruguay, and Venezuela.
Middle East and North Africa: Algeria, Egypt, Jordan, Lebanon, Morocco, Tunisia, and Yemen.
Eastern Europe and the former Soviet Union: Armenia, Belarus, Bulgaria, Croatia, Georgia,
Hungary, the former Yugoslav Republic of Macedonia, Moldova, Poland, Romania, Russia, Turkey,
and Ukraine.
OECD: All member countries of the Organization for Economic Cooperation and Development.

Uganda: Repairing a broken-down civil service
At independence in 1962, Uganda had one of the strongest economies in sub-Saharan Africa.
Beginning in the 1970s, two decades of political turmoil and gross economic mismanagement
led to the breakdown of what had been one of the most effective public administrations in East
Africa.
Capacity rebuilding began after the National Resistance Movement Government assumed
power in January 1986. Because of budget constraints, raising salaries to attract skilled civil
servants meant reducing staff. Initial reforms reduced the number of part-time employees and
streamlined the number and functions of ministries. In 1990, a policy framework for comprehensive civil service reform was formulated by the Public Service Review and Reorganization
Commission. Its implementation has resulted in significant real increases in salaries, a reduction
in the number of ministries from 38 to 21, and the rationalization of their functions. Civilian
government employment was cut in half, from 320,000 in 1989 to around 148,000 in 1995.
A number of issues still need to be addressed: improving central personnel management
systems and regulations, increasing the transparency and efficiency of personnel administration, and widening accountability to the public. Among other things, a new salary structure
is to be put in place in 1996, and a performance recognition system and code of conduct for civil
servants are being developed. But the reform process is well under way.
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government functions—primarily, macroeconomic programming and monitoring—
that need to remain centralized.
In the Middle East and North
Africa, large central administrations were
built up to handle the vast responsibilities
assigned to the state in the 1960s and
1970s (and to guarantee employment
for college graduates). Many governments in the region are now beginning to turn their attention to
government inefficiency and the
heavy fiscal weight of the central
government wage bill (currently averaging 7 percent of GDP). However,
civil service reform in this region is
intertwined with issues of governance and the interaction of religion
and society. Although these issues do not
justify avoiding necessary adjustments,
reforms need to be formulated and implemented in a manner consistent with the
region's special circumstances. In any
event, the first step in most countries must
be to prevent further growth of central government employment.

nal opposition can be defused if downsizing
is managed candidly and equitably.
When downsizing is necessary, it should
not be approached as an end in itself or
merely as a reaction to fiscal problems.
Without careful planning and respect for

"Determining the 'right size
of a government workforce
must be done on a
country-by-country basis."

Rightsizing
Overstaffing is a relative notion. That
central government employment may be
high in a particular country is a useful
"flag" but proves nothing in and of itself.
The role of the government and degree of
centralization vary from country to country.
For example, although France's central civil
service, as a percentage of population, is one
of the world's largest (about 3.5 percent), and
the United Kingdom's is one of the smallest
(1 percent), total government employment
accounts for around 10 percent of the population in both countries. What this proves is
merely that the French have chosen a more
centralized system of government. Determining the "right size" of a government
workforce must be done on a country-bycountry basis, taking into account the functions assigned to the state in that country,
the degree of centralization, the skills profile, and, of course, the fiscal outlook.
Retrenchment can provide the wherewithal to improve incentives and produce
fiscal savings. But overemphasis on retrenchment gives civil service reform a
bad name and virtually ensures resistance.
Moreover, retrenchment is almost always
financially costly in the short term—and is
often politically costly as well, particularly
when unemployment is high. Political costs
are not inevitable, however. Under certain
conditions, public support for downsizing
the government may offset opposition from
those whose jobs are threatened, and inter12

the "law of unintended consequences,"
retrenchment programs carry major risks.
The short-term risk is skill reduction, if the
program inadvertently encourages the best
people to leave. (Voluntary severance and
early retirement can be especially problematic in this respect. The difficulty is that
these downsizing measures are the easiest
to carry out.) The medium-term risk is
recurrence of overstaffing if personnel management and control systems are not
strengthened. Long-term risks include staff
demoralization, lower-quality service, and
loss of credibility if retrenchment is perceived as arbitrary and opaque, particularly in societies ridden with ethnic, clan, or
religious conflicts.

Wage policy
The short-term fiscal savings from compressing wages are obvious but must not
be allowed to drive wage policy. Determining the adequacy of wages requires a
country-specific, in-depth comparison of
public-private wage differentials for comparable skills. Certainly, when public wages
are too high relative to private wages, public wage cuts improve both resource allocation and equity. However, developing
countries typically have either barely competitive or inadequate public wages. In
these cases, public wage cuts set in motion
a vicious circle of demotivation, underperformance, and justification for further
reductions. (Fortunately, the reverse may
also be true: even small wage increases can
trigger a positive dynamic.)
In practice, government wage reduction
has usually entailed larger proportionate
cuts at higher levels (or salary caps) and,
thus, progressively greater salary compression. (Internationally, average public wages
range between 3 and 6 times per capita
income, and the "compression ratio" be-

tween the highest and the lowest salary
ranges from 3:1 to 20:1, with a norm of
about 7:1.) Although the short-term equity
considerations are understandable, the
long-term outcomes of such a policy are the
departure of better employees, difficulty in
recruiting qualified outsiders, and a
"deskilled" labor force too poorly
paid to resist temptation, cowed by
pressures from politicians and influf
ential private interests and unable to
perform adequately. Beyond the deterioration of public goods and services, the result is a worsening
economic climate for the private sector and an increase in transaction
costs for the economy as a whole.
In recent years, governments have
sought ways to target wage increases to
essential skills or functions. This may well
be the right policy, but a word of caution
about "performance pay" is in order here. It
is intuitively appealing to link bonuses to
yearly performance in terms of specific output measures. However, the facts show that
bonus schemes have been only marginally
effective in improving performance, even in
the private sector and especially in the public sector, where outputs are difficult to
quantify. Performance pay schemes may
also introduce an element of political control over a career civil service. And, in
multi-ethnic or clan-based societies, such
schemes can be lethal to a delicate social
balance; even if such schemes are fairly
administered, it is next to impossible to prevent the perception of favoritism. Performance pay may be worth considering—
but only if due attention is paid to its
effectiveness and risks. Meaningful performance incentives are a must, however.
Nonmonetary incentives may include more
challenging tasks, influential assignments,
public recognition, and professional rewards, among other things. In any case,
informed and candid performance assessment is a necessary foundation of any
incentive system.

Accountability
Without improvements in accountability,
downsizing and more adequate incentives
may result in a small and well-paid but no
less inefficient or corrupt civil service.
Accountability, like overstaffing, is a relative notion. The questions that need to be
asked are accountability for what and to
whom. (For example, greater "accountability" of civil servants to the political leadership may compromise the former's
integrity and autonomy.) Strengthening
civil servants' accountability to their
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administrative superiors (and to their
subordinates as well) may be necessary, but
is rarely sufficient to improve the efficiency
and quality of services, because of the probability of collusion between superiors and
subordinates. External accountability is
essential for the civil service to become
more responsive to the public; it can be
increased through various means (e.g., user
surveys, wearing of name tags, whistleblower laws, and public opinion polls). Of
course, increased individual accountability
must be accompanied by appropriate consequences; the size of rewards and severity
of penalties matter less than the certainty,
swiftness, transparency, and fairness with
which they are applied.

Other reform measures
In addition to cost containment, civil
service reform includes diagnostic and
structural measures. Structural measures
encompass reforming the salary structure,
especially to restore competitiveness at
higher levels; increasing the transparency
and fairness of civil service regulations and
giving greater weight to merit; increasing
internal mobility; strengthening the capacity to manage personnel; providing training;
and increasing accountability to the public.
Diagnostic measures include civil service
censuses, functional reviews of ministries,
user surveys, data collection, and preparation of compendiums of regulations. Even
in countries where circumstances are not
yet conducive to reform, governments are
often interested in diagnostic measures. A
particularly useful starting point is a civil
service census, which, if well designed, will
not only uncover "ghost" workers and
fraudulent wage payments but also provide
the foundation for a human resources
database and improved personnel management systems—which are needed to,
among other things, prevent the recurrence
of irregularities.

Some lessons of experience
Recent efforts at civil service reform
have yielded a variety of practical lessons,
including the following:
• A two-tier arrangement (as in Poland)
can make it possible to recruit at a higher
salary scale new staff who meet higher
standards of qualification. Or, countries can
improve their personnel at an acceptable
fiscal cost through special arrangements
for hiring high-level contractual employees
(as in Lebanon), with the allocation of contractual posts decided at high levels and
each appointment cleared personally by the
top executive. All such arrangements, how-

ever, must be part of a transition to a
permanent and uniform new personnel and
salary structure.
• Even at low salaries, young, bettertrained people can be induced to take up
government employment for short periods
if they are given challenging responsibilities and training (as in Estonia). Because
their ranks must be replenished frequently,
the training requirements are semipermanent and therefore costly, but skill
levels will rise throughout the economy,
and administrative efficiency will increase.
• In practice, centralized personnel management systems are generally more costeffective than decentralized systems.
• Individual salary negotiations between
new staff and ministries (as in Guyana)
should be avoided, because they result in
distortions and inequities and compromise
prospects for sustainable reform.
• Also to be avoided is the temptation to
"fence off" reform projects to insulate them
from an inefficient system. Creating
enclaves does not work, and civil service
reform efforts should be directed at the
overall system. However, selectivity and
proper sequencing of specific measures are
necessary, and pilot projects can help, provided they are part of a coherent long-term
vision of comprehensive reform.
• Well-designed reforms should hold the
promise of potential benefits for all civil
servants throughout the system: building
in a "role for hope" can reduce resistance to
change and revitalize human resources in
public service.

External assistance
Donor agencies have not given priority
to providing assistance for civil service
reform, and what assistance has been given
has been concentrated in sub-Saharan
Africa and Latin America. Does civil service reform merit more attention, and, if so,
under what conditions?
Civil service reform is intractable only
under a "kleptocracy" that exploits national
assets for its own benefit and is, by definition, uninterested in efficiency and development. For this type of regime, the real risk
of reform is loss of control. An underpaid,
unskilled civil service is actually desirable—public employees dependent on the
regime's discretionary largesse are forced to
become corrupt, cannot quit their jobs, and
reluctantly become the regime's accomplices. Providing external assistance to
such countries for overall civil service
reform would be a waste of resources.
(Selected localized improvements may be
possible, however.) In all other cases, civil

service reform is manageable, albeit difficult, complex, and slow.
For external assistance to be effective in
this area, two crucial conditions must be
met. First, there must be genuine ownership of reform—by the government as a
whole if systemic reforms are attempted, or
by a major government player if reforms
are limited to a specific sector or function.
Second, the government must formulate—with appropriate participation by the
public as well as government employees
themselves—a clear, long-term vision of
reform in concrete detail, with quantitative
targets, specific timetables, explicit criteria,
and indicators of performance.
Other conditions for effectiveness include
sensitivity to local customs and social constraints; stamina, because civil service
reform calls for a long-term investment of
imagination and resources; mobilization of
local capacity (which can be developed as
part of the reform itself); and a test of the
government's readiness to undertake genuine reform by requiring some specific
action, no matter how modest (for example,
opening some part of the personnel management process to public scrutiny).
Above all, it is essential to recognize the
risks of wasted effort and loss of credibility
if civil service reform, a delicate and
lengthy process, is approached on a quickfix basis. Civil service reform is worth
doing only if it is done well. Nonetheless,
even when circumstances are not ripe for
genuine reform, governments and development institutions should keep a "watching
brief" on civil service issues—recalling that
the slide of today's "failed states" can be
traced back to, in part, the degradation of
their public administrations. IF&DI

Suggestions for further reading:
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Service Reform (University of Pittsburgh Press).
George Mikovich and Alexandra Wigdor,
1991, Pay for Performance: Evaluating
Performance Appraisal and Merit Pay
(Washington: National Academy Press).
Barbara Nunberg and John Nellis, 1995,
Civil Service Reform and the World Bank,
World Bank Discussion Paper No. 161
(Washington).
Salvatore Schiavo-Campo, ed., 1994,
Institutional Change and the Public Sector in
Transitional Economies, World Bank Discussion
Paper No. 241 (Washington).
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The European Union's New
Mediterranean Strategy
SALEH M. N S O U L I , A M E R BISAT, AND OUSSAMA K A N A A N

Establishing a free-trade
area with the southern
Mediterranean region is the
centerpiece of the European
Union's new Mediterranean
strategy. Strong adjustment
and reform efforts by the
countries of the region will
be essential for the strategy's
success.

T

HE EUROPEAN countries have
traditionally had close political,
social, and economic relations
with the countries of the southern
basin of the Mediterranean region (SMR).
The SMR countries are defined here to
include Algeria, Egypt, Israel, Jordan,
Lebanon, Morocco, Syria, and Tunisia,
although the European Union's (EU) strategy also includes Cyprus, Malta, Turkey,
and the successor states of the former
Yugoslavia.
The first formal attempt at establishing
institutional links between the EU and the
SMR countries came in the early 1960s. A
number of special association and trade
agreements were signed with all the countries in the region, except Algeria. These
agreements dealt mostly with trade relations, were of limited duration, and lacked
clearly defined regional objectives. In the

second half of the 1970s, the EU launched a
second initiative that envisaged a more
comprehensive region-wide strategy aimed
at establishing a free-trade area between
the EU and the SMR countries. The strategy also foresaw actions in nontrade-related
areas, such as the social sectors. New cooperation agreements of unlimited duration
were signed during 1975-77. The agreements allowed for tariff-free entry to the EU
for most SMR countries' manufactured
goods and provided limited tariff preferences for those countries' agricultural
exports. SMR countries were to gradually
eliminate their own tariffs on EU exports,
but the timing was not specified. The agreements also provided for financial assistance; during 1978-91, the EU and the
European Investment Bank (EIB) committed ECU 3.3 billion to the SMR countries.

The new strategy
Despite the deepening economic relations
between the two regions, what was initially
heralded as a multilateral framework under
the second initiative was reduced to a set of
agreements that remained bilateral in their
emphasis. Moreover, while trade between
the two regions grew sharply over the last
two decades, the share of trade accounted
for by one region in the other's total trade
remained broadly stable. Between 1970 and
1994, the EU accounted for about half of
the imports and exports of the SMR countries, while the SMR countries accounted
for less than 3 percent of the EU's total
exports and imports.
Against this background, in 1992 the
Lisbon European Council called for an eval-

uation of the "global policy of the EU
in the Mediterranean region and possible
initiatives to strengthen this policy
in the short and medium term." In 1995,
the Barcelona Declaration was adopted,
spelling out the new EU Mediterranean
strategy.
This new initiative does not represent a
break with the past, but rather a deepening
of past efforts. Nevertheless, there are several differences: renewed emphasis on a
multilateral framework for the region; more
comprehensive coverage of issues, including social and environmental areas; financial assistance originating from a "common
pot," with access being on a competitive
basis and related to the economic reforms
undertaken by each country; and financial
assistance going beyond project financing—and the previously limited sectoral
and structural reform loans—to support
broader macroeconomic and structural
reform. Finally, with the conclusion of the
Uruguay Round, the new strategy should
involve more open trade policies by the EU,
particularly with respect to imports of agricultural and certain manufactured products
from the SMR countries.
Three sets of final objectives are spelled
out under the new strategy: (1) engendering
political stability in the SMR countries and
containing political tensions arising from
immigration; (2) encouraging balanced and
sustainable growth with an eye to reducing
the income and social disparities between
the EU and the SMR countries; and (3) dealing with a number of challenges that require common EU-SMR cooperation, such
as the protection of the environment.
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Guided by the multilateral framework of
the Barcelona Declaration, the new framework foresees the signing of bilateral
agreements with each of the SMR countries
with five sets of intermediate objectives
and instruments: (1) creating a free-trade
area between the EU and the SMR countries over 12-15 years; (2) increasing investment flows into the SMR countries;
(3) fostering SMR intraregional economic
links; (4) establishing institutional mechanisms for political and economic dialogue;
and (5) providing performance-linked financial support from the EU, estimated at
ECU 4.7 billion in grants over the 1995-99
period, with a similar amount of loans
expected to be extended by the EIB.
Agreements have already been signed
with Israel, Morocco, and Tunisia, and
negotiations are under way with other SMR
countries. The agreements with Morocco
and Tunisia involve a number of common
features, notably, confirmation of free
access to the EU for most of their manufactured goods; elimination of tariff and nontariff barriers to imports from the EU, the
latter immediately upon the effectiveness of
the agreement and the former within 12
years; limited improved access to the EU
for agricultural goods; the reciprocal right
of establishment for investors; adaptation
of the regulatory framework in Morocco
and Tunisia to approximate that in the EU
in the areas of competition, government
procurement, subsidies, and technical standards; and strengthening cooperation on
migratory issues. (See the article by Jbili
and Enders in this issue.)
The agreement with Israel—which differs from that with Morocco and Tunisia
because of differences in levels of economic
and industrial development—has four
main components: expansion of the freetrade area to include nontraditional Israeli
agricultural products, although Israel will
"restrain" its exports of oranges to the EU;
revision of the 1975 trade agreement with
regard to rules of origin; initiation of negotiations aimed at opening the Israeli
government procurement market—under
preferred terms—primarily in the field of
telecommunications; and inclusion of Israel
(albeit without voting rights) in committees
administering EU research and development projects.

Benefits and costs
The free-trade area is expected to generate significant long-term economic benefits
for the region, but it will also involve transitional costs. Over time, welfare gains would
accrue as trade liberalization results in fac-

tors of production being reallocated toward
sectors where each country has a comparative advantage; as the anti-export bias
present in many of the SMR countries'
trade regimes is reduced; as these countries
become more attractive to foreign investors; and as incentives for industrial
restructuring increase. The size of welfare
gains will also be related to the extent to
which the SMR countries implement trade
reform with non-EU countries. If they do so,
this will ensure that trade creation outweighs trade diversion. The latter could
result from entry into a free-trade agreement with the EU. However, the impact of
trade diversion is likely to be limited—
geographical proximity and established
trade links would suggest that the EU will
always remain a dominant trade partner of
the SMR countries.
While substantial benefits should accrue
to the SMR countries from having freer
access to what is currently one of the
world's largest markets, the incremental
benefits are limited, since most of the SMR
countries' manufactured goods already
have free access to the EU. However, if the
agreements were to allow substantially
increased access to European markets for
agricultural products and for those manufactured products currently subject to monetary barriers—products in which the SMR
countries have a comparative advantage,
such as textiles and clothing—the benefits
to the SMR countries would be substantially higher.
Efficiency improvements will also accrue
to the SMR countries from harmonizing
standards and measures, and regulations in
areas such as subsidies, competition policy,
and public procurement. Further productivity gains would result from the increased
competitive pressures that will reduce
monopolistic rents and from the absorption
of technological know-how associated with
foreign direct investments.
The SMR countries can expect to benefit
from the positive credibility effect associated with being "locked into" a liberalization schedule with a major regional trade
grouping. This will help foster a more
favorable investment climate that will
encourage further domestic and foreign
direct investment. However, a cost to the
region could arise from the so-called "hubspoke" effect, resulting from the establishment of a free-trade agreement with the EU
while each SMR country maintains high
intraregional trade barriers. In this case,
foreign investors, who otherwise might
have invested in a SMR country because of
the access it offered them to that country's

domestic market, would have an incentive
to invest in the "hub" (the EU), which
offered them access to all the SMR countries (the spokes).
While an intraregional free-trade area
could minimize the hub-spoke effect, closer
intra-SMR linkages are complicated by
divergent macroeconomic policies, the
absence of harmonious trade and regulatory regimes, and the need for further
development of regional communications
and infrastructure. The EU's Mediterranean strategy aims to create a free-trade
area not only with the center, but also
among the SMR countries by eliminating
economic, regulatory, and physical bottlenecks to trade in the region. In the final
analysis, however, trade diversion and hubspoke effects can be minimized only by a
uniform reduction of trade barriers with all
trading partners.
As far as transitional costs are concerned, trade liberalization with the EU will
affect protected industries, which will need
to adjust to the increased external competition, possibly by reducing labor costs
through labor shedding. This could raise
unemployment, pending the reallocation of
resources. This unemployment effect may
be limited temporarily, since there could be
an initial increase in effective protection
depending on the sequencing of tariff
reductions. This would be the case if tariffs
on inputs and intermediate goods were
eliminated early on, while tariffs on final
goods were maintained—a sequence envisaged in the EU's agreements with Morocco
and Tunisia. However, the welfare losses
associated with increased effective protection may offset the temporary gains from
reduced unemployment.
The agreements are also likely, at least
initially, to worsen the current account of
the balance of payments. The elimination of
quantitative restrictions and tariffs may
raise overall consumption levels and cause
consumers to buy imports instead of
domestic goods. In addition, the higher levels of investment fostered by the agreement
will require higher imports of capital goods.
However, a major expansion in exports is
not likely in the short run, given that the
SMR countries already enjoy preferential
access to the EU market, and reallocating
resources and raising investment in export
industries will take time.

Preconditions for success
The establishment of a free-trade area
between the EU and the SMR countries is at
the heart of the EU's Mediterranean strategy. For the SMR countries to maximize the
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Inflation (annual percent change)
Inflation variability (standard deviation: 1985-95)
Government balance (in percent of GDP)
Change in the real effective exchange rate
(standard deviation: 1985-95)
Current account balance (in percent of GDP)
Trade taxes (in percent of fiscal revenues)
External debt (in percent of GDP)
Average statutory tariff rates (in percent)5
Total merchandise trade (in percent of GDP)

Algeria

Egypt2

Israel

Jordan

Lebanon

Morocco

Syria

Tunisia

29.7
9.2
-1.4
14.6

7.2
5.0
-1.3
12.4

10.1
82.8
-4.4 3
3.5

2.4
7.4
-1.4
6.5

10.6
129.2
-18.0
88.0

6.1
2.0
-5.1
3.2

12.0
15.4
-3.8
21.3

6.3
1.3
-4.2
5.5

-5.6
13.4
76.4
25.0
43.7

-0.3
12.9
47.1
34.0
27.9

-4.7
8.0
22.5
14.9
52.2

-3.7
14.6
105.4
21.0
83.0

-43.0
45.0
11.2
...
69.6

-4.3
17.9
67.6
24.5
36.7

-2.9
10.9
31.2*
35.0
56.8

-3.7
25.2
51.5
28.5
71.5

Sources: Data provided by national authorities and IMF staff estimates.
1
Preliminary.
2 For the fiscal year 1995/96 (June/July).
3
Includes net credit by the government.
4
Excludes the stock of short-term private sector liabilities and military debt.
5
For Algeria, Egypt, and Syria, average unweighted tariff. For Israel and Jordan, average import-weighted tariff. For Morocco and Tunisia, average
unweighted tariff in 1992 and 1990, respectively.
...: Indicates data not available.

benefits and minimize the costs of entry into
a free-trade area with the EU, they should
endeavor to meet a number of conditions:
• Macroeconomic stability. Removing import barriers, other things being
equal, leads to a depreciation of a country's
equilibrium real exchange rate. Countries
need to adopt a responsive exchange rate
policy supported by sound monetary and
fiscal policies. In addition, the larger a
country's past macroeconomic instability,
the greater the credibility gap it will have to
overcome to attract investors.
• Low reliance on trade taxes.
Participation in a free-trade area is likely to
lower revenue from trade taxes. Thus, the
higher a country's initial reliance on trade
taxes, the larger the effort required to
change the structure of taxation toward
domestically based taxes and the greater
the expenditure restraints that may be
needed to limit the fiscal impact of entry
into a free-trade area.
• Low external debt burden. A large
external debt at the outset of trade liberalization complicates macroeconomic adjustment and may cloud the prospects for
attracting investors. This is because high
debt service places a heavy burden on the
budget and the balance of payments.
Moreover, investors would be concerned if
the debt burden reflected large past
macroeconomic imbalances and if they
believed that it might lead to a future
increase in taxation or a reintroduction of
trade and exchange controls.
• High degree of openness. A country that starts comprehensive trade reform
long before its entry into a free-trade
area minimizes the shock of structural
16

adjustment from such entry, fosters a
smoother reallocation of resources, and
minimizes trade-diversion effects. The
trade reform would have to include an
across-the-board reduction in tariffs and the
elimination of quantitative restrictions and
nontariff barriers.
• Liberal regulatory framework.
Controls on goods and factor markets hinder
the efficient reallocation of resources and
limit the transmission of the positive effects
of trade reform. Price controls also often
involve explicit or implicit budgetary subsidies, making fiscal discipline more difficult
to sustain. It is essential that the decontrol of
goods and factor markets be complemented
by an appropriate regulatory framework
that does not hinder the industrial restructuring prompted by trade reform. The benefits of liberal export-oriented policies can be
magnified by the privatization of public
enterprises, which can contribute to increasing overall economic efficiency and savings,
as well as widening the scope for the private
sector in the economy.
• Comprehensive social safety net.
The reallocation of resources from previously protected sectors to the export sector
and to efficient import-substituting activities is likely to take time, thus resulting in
temporary employment losses. In addition,
macroeconomic adjustment and the implementation of comprehensive liberalization
measures may cause the real incomes of
some groups to decline in the short term. In
order to minimize the transition costs, a
social safety net, targeting benefits to the
most vulnerable and providing support
and retraining for displaced workers, is
critical.

Readiness indicators

To assess how close the SMR countries
are to meeting these preconditions, a
number of "readiness" indicators were
examined.
Four indicators were used to assess
macroeconomic stability: inflation, the budget deficit, the real effective exchange rate,
and the external current account position.
Regarding inflation—an indicator of a
country's financial policy stance—Egypt,
Jordan, Morocco, and Tunisia achieved the
lowest rates in 1995 (see table). The volatility of inflation rates over the last 10 years is
a useful indicator of past macroeconomic
instability. On this measure, inflation rates
in Israel and Lebanon were the most
volatile. Inflation rates and inflation volatility in most SMR countries were significantly higher than the EU average in 1995.
The budgetary position reveals the
extent to which a country is vulnerable to
excess demand pressures. In 1995, many
SMR countries had smaller budget deficits
than the EU average. However, Lebanon
and, to a lesser extent, Israel, Morocco, and
Tunisia still have to pursue tight fiscal
stances. Fiscal discipline is a relatively
recent development in most SMR countries;
this is a trend that needs to be reinforced.
High volatility of the real effective
exchange rate can suggest past macroeconomic imbalances. The pattern in some
SMR countries reveals high inflation rates
coupled with insufficient exchange rate
flexibility which resulted in prolonged
periods of overvaluation of the real
exchange rate, followed by large corrective
nominal exchange rate swings. This was
the pattern in Algeria (until 1994), Egypt
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(until 1991), and Syria. Lebanon's real
exchange rate was volatile despite the
country's historically flexible exchange rate
regime and reflected political uncertainties.
The remaining SMR countries appear to
have followed macroeconomic policies
designed to prevent large real exchange
rate volatility. Nevertheless, in terms of this
criterion, nearly all SMR countries fared
worse than EU members.
The external current account, another
indicator of macroeconomic stability, has to
be examined cautiously since, in some
countries, trade and/or exchange restrictions limit imports. Egypt had a current
account surplus during 1990-94 but registered a small deficit in 1995. Algeria had
current account surpluses during 1990-93,
mostly as a result of trade and exchange
restrictions. As these were relaxed, a deficit
emerged in 1995. Lebanon's recorded deficit
was about 43 percent of GDP in 1995, and
the remaining SMR countries have recently
been registering moderately high deficits.
These indicators suggest that all the
SMR countries need to strengthen macroeconomic policies, particularly as inflation
remains higher than the EU average. This
will require tighter financial policies.
Lebanon, in particular, has a long way to go
in terms of fiscal adjustment. Even though
the other SMR countries have relatively low
budget deficits, additional fiscal adjustment will be needed. Judging by the volatility of the real effective exchange rate,
Algeria, Egypt, Lebanon, and Syria may
need to allow the exchange rate to be more
responsive and/or adopt more restrained
fiscal and monetary policies to minimize
potential divergences between the actual
and new equilibrium real exchange rates.
Virtually all the SMR countries rely
heavily on trade taxes and, thus, have to
strengthen their domestic tax systems as
they phase out tariffs vis-a-vis the EU and
other trading partners. Lebanon and, to a
lesser extent, Tunisia and Morocco will
have to make the greatest effort, but significant changes will also be needed in the
remaining SMR countries.
Lowering the external debt-to-GDP ratio
will be critical for Algeria and Morocco, and
Jordan—where a fiscal adjustment stronger
than that suggested by its actual budget
deficit will be needed. Although they have
lower external debt-to-GDP ratios, all other
SMR countries, except for Lebanon and
Israel, will also have to make serious efforts
to reduce this ratio. The SMR countries'
external debt burden is moderated, however, by the fact that some of the debt was
contracted on concessional terms.

Two indicators were used to assess trade
openness: import tariffs and the ratio of
total trade to GDP. Regarding import
tariffs, Israel and, to a lesser extent, Jordan
have relatively low average tariff rates
while the other SMR countries have quite
high tariff structures that are often augmented by import surcharges. In terms of
the ratio of total trade to GDP, Jordan and
Tunisia appear to be the most open. In
Egypt and Morocco, external trade
accounted for less than 40 percent of GDP
in 1995; however, these countries, particularly Egypt, appear more open if external
trade in services (e.g., tourism) is taken into
account. The remaining countries fall
between these extremes. Even judging by
the trade-to-GDP ratio, most SMR countries
remain less open than other, faster-growing
developing countries. Thus, nearly all SMR
countries need to pursue measures that foster economic openness.
The degree of liberalization of the regulatory framework cannot be easily quantified. Nevertheless, one can gain an idea of
the openness of the regulatory framework
by examining the extent of price controls,
labor market rigidities, investment regulation, and privatization. Egypt, Israel,
Jordan, Lebanon, Morocco, and Tunisia
have already made significant progress in
decontrolling their price systems. Algeria
has recently made considerable effort in
this area, but, together with Syria, Algeria
still maintains a considerable array of controls. Jordan and Lebanon have fairly liberal labor market regulations. Israel,
however, still regulates the labor market
closely, although there has been a marked
improvement in the functioning of the market in recent years. Considerable labor market rigidities remain in Algeria, Egypt,
Morocco, Syria, and Tunisia. These rigidities particularly limit employers' ability to
carry out labor force adjustments in
response to changing economic conditions.
Turning to investment regulations,
Israel, Jordan, and Lebanon have maintained fairly liberal systems, while Morocco
and Tunisia have liberalized them significantly only recently in the context of newly
adopted unified investment codes. Algeria
and Syria maintain, to different degrees,
restrictions on private investment. Israel,
Jordan, and Morocco have been moving
rapidly to privatize public enterprises,
while more limited progress has been
achieved in Egypt and Tunisia. Algeria and
Syria still maintain a dominant public
enterprise sector. By contrast, Lebanon has
traditionally confined public sector involvement mainly to the utilities sector.

All the countries surveyed, with the
exception of Israel, still have to put in place
cost-effective measures intended to protect
the most vulnerable groups. However,
Jordan and Tunisia have recently made considerable progress in this regard. The SMR
countries, except for Israel and Lebanon,
maintain general subsidies on basic necessities that are administered through price
controls. Those subsidies have had an
adverse impact on the countries' budgetary
positions. Furthermore, their administrative and institutional capacities to identify
the truly needy and to provide support and
retraining for dislocated workers are
severely limited.

Conclusion
The new Mediterranean strategy is an
ambitious step toward reinforcing the traditionally close ties between the EU and the
SMR countries. Compared with previous
initiatives, the new strategy benefits from
more clearly defined global objectives, both
political and economic; from more specific
intermediate policy objectives, such as creating EU-SMR and intra-SMR free-trade
areas and fostering investment flows within these areas; and from better-targeted
instruments, such as institutional mechanisms for promoting dialogue, technical
assistance, and performance-related financial assistance.
The success of the strategy hinges critically on progress toward achieving the
intermediate objectives, which, in turn, will
depend on the ability of the SMR countries
to meet a wide range of preconditions.
Considerable adjustment and reform efforts
are needed in all the SMR countries,
although to varying degrees.
As strong adjustment and reform efforts
will be essential for the eventual success of
the EU's Mediterranean strategy, the EU
correctly not only plans to tie its financial
support to the implementation of such policies but also intends to tailor its assistance
to each country according to the intensity
of the efforts it makes. The recent agreements signed with Israel, Morocco, and
Tunisia will be supplemented with understandings on the modalities under which
technical and financial assistance will be
provided, including those relating to
macroeconomic and structural reform performance. The EU and a number of the
SMR countries are seeking to closely coordinate their efforts with the World Bank
and the IMF to ensure that actions under
the new Mediterranean strategy are taken
in the context of coherent financial and economic programs. F&Di
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The Association Agreement Between Tunisia
and the European Union
A B D E L A L I JBILI A N D KLAUS E N D E R S

The Association Agreement
between Tunisia and the
European Union provides for
extensive trade liberalization
and enhanced cooperation in
many areas. It offers Tunisia
an opportunity to build on
the economic progress
already made and to further
strengthen relations with
its most important trading
partner.

F

OR CENTURIES, Tunisia's location has made it a natural intermediary between the Middle East and
Europe, which remains Tunisia's
main economic partner. In recent years,
Europe has accounted for about 80 percent
of Tunisia's exports and 70 percent of its
imports, and European tourists and
investors have contributed 90 percent of
both tourism receipts and foreign direct
investments in Tunisia (see chart). Nearly
80 percent of the 600,000 Tunisian migrant
workers live in the European Union (EU),
and their remittances provide annual
foreign exchange inflows equivalent to
3-4 percent of Tunisia's GDP.

During the past decade, Tunisia has
adopted an economic reform strategy aimed
at establishing a market-based and privatesector-driven economy that is increasingly
open to world goods and capital markets. A
gradual liberalization of Tunisia's trade was
launched in the mid-1980s. This was complemented by liberalization of the exchange
system, which culminated in 1993 in the
establishment of current account convertibility and the adoption of the obligations
under Article VIII of the International
Monetary Fund's Articles of Agreement.
Tunisia became a full member of the
General Agreement on Tariffs and Trade
(GATT) in 1990 and is a founding member
of the World Trade Organization.
The opening of Tunisia's economy was
reflected in its growing integration into the
world economy. Led by the rapid growth of
its non-energy exports (see table), particularly in the textile sector, Tunisia's export
share in its traditional markets (mainly
Europe) increased steadily during 1985-95,
and the share of exports of goods and nonfactor services in its GDP trended upward,
to an average of 41 percent during 1991-95
from 35 percent during 1982-85.
In an effort to further deepen its
economic and financial relations with
Europe, in mid-1995 Tunisia concluded an
Association Agreement with the EU. The
Agreement provides for a far-reaching
liberalization of trade relations, enhanced
financial and technical cooperation, and
close collaboration in many areas, including cultural and political matters.

For the EU, the agreement with Tunisia
is part of a broader strategy aimed at deepening the EU's relations with its southern
neighbors, with the objective of building a
Euro-Mediterranean Economic Area. (See
the article by Nsouli and others in this
issue.) Agreements were recently concluded with Israel and Morocco, and others
are under negotiation with other
Mediterranean countries, including Egypt,
Jordan, and Lebanon.

Provisions of the Agreement
The Agreement phases in free trade in
industrial goods over 12 years. Under the
previous trade and cooperation agreements, in effect since 1976, nearly all of
Tunisia's industrial exports had free access
to EU markets. (The main exemption was
for certain textiles, for which a voluntary
export restraint was, however, rarely binding.) Under the new Agreement, this preferential access will be preserved and
extended to textiles, while Tunisia will dismantle, over 12 years, all tariff and nontariff barriers to industrial imports from the
EU, subject to a number of safeguard provisions. Quantitative restrictions and tariffs
on a large number of items—mainly equipment goods—will be abolished immediately after the Agreement comes into effect;
for other categories of products, tariffs will
be phased out over a 12-year period,
although tariffs may be maintained proportional to the content of nonliberalized
agricultural inputs (the "agricultural element") in certain goods.
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Comprehensive trade liberalization is
not envisaged for agriculture, but the
Agreement provides that the EU and
Tunisia will review the trade regime for
agriculture in the year 2000. For specific
agricultural products, the Agreement consolidates, and in some cases improves, the
existing preferential mutual access.
The Agreement goes well beyond the
existing framework of cooperation by calling for a comprehensive harmonization of
the regulatory framework, with a view to
phasing out any practices that distort trade
between the partners, such as monopolies,
government subsidies, or privileges granted
to public enterprises. Economic and financial cooperation is to be strengthened, particularly to support industries that will face
difficulties in adjusting to the envisaged
trade liberalization, promote intra-Maghreb
regional integration, and enhance environmental protection. The Agreement calls
for the harmonization of norms and standards (in transport, telecommunications,
etc.), and of regulations and rules concerning accounting and financial services,
statistics, and customs. Financial support
for Tunisia's adjustment and development
efforts will be provided from EU resources
under the EU's Mediterranean Initiative.
In the social sphere, the Agreement calls
for a dialogue on social questions and identifies priority areas for active cooperation,
such as reducing immigration into Europe
through regionally targeted development
support for Tunisia, efforts to reintegrate
illegal immigrants into their country of origin, promotion of the role of women in
development, and the strengthening of
basic social services, especially for women
and children. The Agreement also consolidates the existing rights and obligations of
expatriate workers.

Impact of the Agreement
The Agreement will be an important
step toward the integration of the Tunisian
economy into the EU and the world economy as a whole. It is thus a logical extension of a decade of economic reforms that
have helped diversify the economy, reduce
domestic and external imbalances, liberalize trade and incentives, and strengthen the
financial system.
Nonetheless, a number of weaknesses
remain in Tunisia's economy. In particular,
effective protection remains high in a number of sectors (e.g., textiles), and domestic
industries, composed mostly of familyowned small and medium-sized enterprises,
remain fragile and overly dependent on
trade protection and government support.

Moreover, although labor costs are relatively low in Tunisia, the lack of adequate
infrastructure, the high energy costs, the
shortage of industrial land, and the distortions related to both remaining price
controls and cumbersome administrative
regulations all hinder competitiveness.
Support provided by the European Union,
in accordance with the Agreement, is
expected to encourage the Tunisian authorities to undertake the reforms needed to
address these problems.
The Agreement is likely to have a profound impact on the Tunisian economy,
although both the sectoral changes it is
likely to produce and their precise timing

are difficult to predict. Over the long run,
gains in growth and employment from the
Agreement should be derived from the reallocation of factors of production toward
sectors where Tunisia has a comparative
advantage and from the economies of scale
associated with Tunisia's integration into a
larger market. The size of such welfare
gains will depend on the pace at which
labor and capital are redeployed, as well as
on the extent of trade creation or trade
diversion, and thus on the extent of any
concomitant liberalization of imports from
non-EU countries. Tunisia could experience
greater gains if its agricultural products
obtained better access to European markets

Tunisia: Direction of trade

Source: International Monetary Fund, Direction of Trade Statistics, various issue;
1
Members are Algeria, Libya, Mauritania, Morocco, and Tunisia.
2
Includes the United States.

Tunisa: Economic idicators 1985-95
1985-90
average

1991-95
average

1994

1995

(percentage change)
Real GDP
Inflation
Non-energy export growth (volume)
Current account deficit (percent of GDP)

2.8
7.2
13.0
-3.3

4.2
5.6
6.7
-5.1

3.4
4.7
20.8
-2.9

3.5
6.2
2.9
-3.7

Sources: Data provided by the Tunisian authorities and International Monetary Fund staff estimates.
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during the transition period. A study
commissioned by Tunisia's Ministry of
International Cooperation and Foreign
Investment finds permanent gains of
1.4 percent of GDP per year in the long run
(when all factors of production are reallocated) and larger gains if liberalization is
extended to non-EU imports. In the short
run—when labor, but not capital, could be
reallocated—gains are estimated to be
negligible.
Dynamic gains may result from both the
creation of greater productive capacity and
productivity growth. Investment, including
foreign direct investment, should increase
on account of the reduction in uncertainty
implied by the adoption of EU standards and regulations, the perceived "locking in" of reforms by
the Agreement, and the likely
acceleration of Tunisia's move to a
fully market-based and open economy. The Agreement would thus
enhance existing investment incentives, such as Tunisia's relatively
low labor costs and its proximity to
European markets. The experiences of Portugal and Spain, which
attracted large inflows of foreign
direct investment following their
entry into the European Community, provide support for this conjecture.
Other influences, however, may tend to
slow capital inflows. For example, the
Agreement might tilt incentives toward
investing in Europe rather than in Tunisia
through the "hub-spoke effect," since
investors choosing Europe as a production
location would gain additional export
access to the Tunisian market, while firms
producing in Tunisia would gain only limited additional access to European and
world markets.
Productivity growth may be boosted by
the erosion of domestic monopolistic rents,
and the increased openness of the economy
may speed up the economy's absorption
of best practices and technologies from
abroad, thereby raising Tunisia's long-run
growth rate. In addition to trade liberalization, the envisaged adoption of common
standards and the upgrading of telecommunications and transport facilities are
likely to result in better access and prices
for Tunisian exports and, thus, additional
long-run economic gains.
Employment creation may also increase
in line with Tunisia's comparative advantage in labor-intensive sectors. Reallocation
of labor and capital toward these sectors of
comparative advantage could entail transitional unemployment, however, since some

existing enterprises in the manufacturing
sector could disappear through liquidation
or mergers, while others could survive only
after undergoing strong adjustment.
The Agreement will have a significant
fiscal impact, resulting from the elimination
of import duties. The loss of tax revenue
from import duties, which currently
account for about a fifth of total tax revenue, is estimated to reach 3.5 percent of
GDP at the end of the 12-year period, and
would be even greater if tariffs on imports
from non-EU countries were also dismantled. To the extent that the Agreement will
result in faster economic growth, these
losses may be partially offset by higher rev-

a few agricultural items, the expected
growth of exports will result mostly from a
reallocation of resources from importsubstituting production into export industries, increased investment in these industries, and productivity gains. Over the
medium term, however, this could be reversed as increased competition and other
effects of the Agreement stimulate faster
productivity gains in the tradable goods
sectors.

Conclusions
Implementation of the Agreement will
imply adoption of a broad agenda for modernization and structural reforms, to facilitate the reallocation of resources to
sectors enjoying comparative
advantages, and to contain the
transitional costs in the coming
years. The industrial restructuring
(mise a niveau) program, which is
being implemented with assistance
from the EU and the World Bank
at a total cost of $2.5 billion during
1996-2000, should help Tunisia's
private industry prepare itself for
increased competition. On a more
global level, greater discipline in
the conduct of macroeconomic
policies will be a crucial determinant of Tunisia's success in reaping the full
benefits of the Agreement. Fiscal consolidation and prudent monetary policies aimed
at lowering inflation to European levels,
together with an adequate exchange rate
policy, would help preserve financial stability and attract private capital inflows. At
the same time, prudent incomes policies are
needed to help keep costs under control and
strengthen Tunisia's competitiveness.
Greater integration into the world economy through trade liberalization should go
hand in hand with greater integration into
global financial markets, including moving
toward full convertibility of the dinar.
Increased competition among banks, and
further progress toward more market determination of the allocation of credit and
interest rates will facilitate the adjustment
and reallocation of labor and capital. Stock
market reform has already laid the basis for
growing market capitalization, and—in the
context of the overall modernization of the
industrial sector and the privatization of
public enterprises—a greater reliance on
equity financing is likely to emerge. An
acceleration of the privatization program
and a further liberalization of foreign portfolio investment and other capital transactions would enhance the role of the bourse
and of Tunisia as an emerging market.

"The Agreement would. . .
enhance existing investment
incentives, such as Tunisia's
relatively low labor costs
and its proximity to
European markets."
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enues from domestic taxes. Nonetheless,
considerable efforts will be required to shift
the tax burden to domestic sources, especially in view of the possible transitional
weakening of the industrial sector. A combination of revenue and expenditure measures may be necessary to avoid a
deterioration of the fiscal situation.
As to the impact on savings, investment,
and the balance of payments, the Agreement is likely to result, at least initially, in
lower savings and higher investment, and
thus a widening of the trade and external
current account deficits. The dismantling of
quantitative restrictions and tariffs may
stimulate private consumption by making a
wider range of consumer goods available,
while investment could increase as a result
of higher private capital inflows and of
efforts to expand or upgrade production
capacity. Furthermore, sizable investments
in infrastructure will be needed over the
medium term to improve the business environment and help attract larger flows of
foreign direct investment.
The likely initial deterioration of the
external current account will reflect an
acceleration of import growth, driven by
substitution effects and the increase in overall investment. Since Tunisia gains little
additional access for its exports, except for
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Integrating Transition
Economies into the
Global Economy
ZHEN KUN WANG

The successful integration of transition countries into the world economy will benefit all
countries. The transition countries themselves
face steep adjustment costs, but these should
be outweighed by the benefits of being part
of a larger and more competitive global
marketplace.

A

FTER years of self-imposed isolation, transition
economies in Central and Eastern Europe (CEE) and the
newly independent states (NIS) of the former Soviet
Union are entering into an increasingly integrated and
institutionally harmonized world economy. Greater openness will
fuel faster growth in productivity, trade volumes, and national
income. At the same time, integration helps lock countries onto
the path of open trade, while membership in international institutions, such as the World Trade Organization (WTO), spurs domestic institution building.
Ensuring that the transition economies realize their potential as
fully integrated and competitive members of the global economy
will not be easy—for either the countries themselves or the rest of
the world. The transition countries will have to adopt economic,
social, and institutional policy reforms to attract foreign investors
and foster growth. Those outside, particularly bodies such as the
European Union (EU) and the international financial institutions,

will need to carefully
consider how to support longterm reform. Speeding the removal of existing trade barriers and
carrying out further direct integration efforts should bring the
largest and most immediate benefits for transition countries. But
more support, such as providing short-term financial assistance
and helping countries acquire much-needed skills and institutions,
can also play an important role.

Capital flows and transition
At the beginning of transition in the countries of CEE and the
NIS, everyone thought that huge imports of capital would be
needed to finance economic and political transformation. There
was concern that such flows would raise world interest rates and
divert resources from the developing countries. However, except
for the former German Democratic Republic, which has received
close to $700 billion from the former West Germany, the
CEE countries and the NIS have not absorbed a great deal of foreign capital. Between them, the transition countries in CEE and
the NIS absorbed 15 percent of total capital flows to
developing countries during 1990-95 (Chart 1). Net resource
inflows are much lower and are even negative for some countries,
once debt service and capital flight are taken into account.
Private capital flows to developing countries increased dramatically during the 1990s. But the CEE and NIS transition countries
together attracted just 13 percent of total private capital flows to
developing countries in 1990-95. The distribution of these flows
has also been highly uneven—the Visegrad countries (the Czech
and Slovak Republics, Hungary, and Poland) received threefourths of the total.

Zhen Kun Wang,
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Chart 1

Transition economies have absorbed only
a modest share of global capital flows

Chart 2

Official assistance for transition economies
has not crowded out Africa

Source: World Bank.
Note: Data for 1995 are preliminary. Official development finance consists of official development assistance (grants and concessional lending) plus
nonconcessional lending.
1
Central and Eastern European countries and the newly independent states of the former Soviet Union.

Given the relative failure of many CEE
countries and the NIS to capitalize on the
growth in "emerging market" investment,
and their urgent need for capital, the key
goals of foreign official assistance must be
to help create a more attractive environment for private inflows and to aid restructuring efforts, which should improve
international competitiveness. Annual net
flows of official development finance
(grants and official concessional and nonconcessional loans) to CEE countries and
the NIS averaged $8.8 billion in 1990-95.
This has not, however, diverted official assistance from the poorest regions (Chart 2).
How can external assistance help transition? In the early stages of reform, a major
share of official assistance took the form of
balance of payments and budgetary support and debt relief. Official support from
the international financial institutions
(IFIs) and individual country donors has
typically been much larger for rapid
reformers, relative to their population or
GDP (Chart 3). For example, by the end of
1993 the Visegrad countries—the advanced
reformers—had received more than half of
IFI disbursements to the region. In 1994,
official lending shifted to the NIS as
reforms advanced there. Among the NIS,
the Baltic states, which have made substantial reforms, received relatively more official assistance in relation to the size of their
population and GDP.
Has the volume of external financial assistance been adequate? This controversial
question can be answered in a number of
different ways. Aid under the Marshall Plan
22

after World War II averaged 2.5 percent
of the GDP of recipient countries. Total
official disbursements to the CEE economies accounted for an average of about
2.7 percent of their GDP in 1991-93. The
fact that GDP in these economies is underrecorded may make this ratio larger than it
actually is, but on this measure the Marshall
Plan was not materially larger than official
flows to transition economies in CEE.
Has the timing of external financial assistance been appropriate? This is another
hotly debated issue. External finance has
been vital in underpinning a number of
stabilization programs, in creating confidence, and in reducing the need for monetary financing to cover budget deficits.
Liberalization, stabilization, and structural
and institutional reforms have been highly
complementary. Macroeconomic pressure
often drives microeconomic change. Thus,
external assistance programs in transition
economies must be developed carefully, to
walk the narrow path between facilitating
reform and diminishing its urgency, and
must lock in reforms through conditionality. Indeed, ill-conceived or premature lending can create large external debts that
complicate subsequent reforms. Also, official financing cannot and should not offset
massive capital flight triggered by macroeconomic policy, uncertainty, or a desire to
evade taxation and regulation.
Even after inflation has been brought
down to moderate levels, external assistance may be needed, within limits, to help
bridge a transitional fiscal gap. Although
government spending as a share of GDP

exceeds reasonable limits in some countries, other transition governments are
small relative to the core functions they
need to fulfill. To address their fiscal problems, some governments have been forced
to cut social protection and public investment, probably to levels below those
needed to sustain reforms. Some, with limited capacity for administering taxes, end
up imposing distortionary taxes to meet
their spending needs, with huge costs for
economic efficiency. Meanwhile, a number
of governments are themselves in arrears,
undermining hard budget constraints in
the rest of the economy. These areas merit
close attention by assistance agencies.
However, budget support should always be
conditional on policy reforms, notably in
the areas of tax policy and administration,
budget management, targeted poverty programs, and human resource development.

Institution building
The fundamental element of the transition process is the need to develop marketsupporting institutions. Postwar Europe
already had long experience with markets,
and the associated institutions—private
property rights, information, legal systems
and courts—and generations of accumulated skills were all in place. Even now,
many developing countries have a stronger
institutional base for a market economy
than most transition economies at similar
levels of income. Foreign support therefore
needs to focus on technical assistance and
institution building in areas that are critical
to reform. This involves helping to create
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Charts

Reforming governments
receive the most
external assistance 1
(dollars per capita 2)
40

does if they assist in speeding the establishment of prudent and capable lenders and
investors and if they help managers and
entrepreneurs to overcome years of isolation
from market forces. But it does not if they
simply finance investment through government restructuring agencies.

Global integration

World Trade Organization. WTO

tiroup 1: I he uzecn HepuDlic, Hungary,
Poland, and the Slovak Republic.
Group 2: Albania, Bulgaria, Romania, and the
Baltic states.
Group 3: Kazakstan, the Kyrgyz Republic,
Moldova, and Russia.
Group 4: Belarus, Turkmenistan, Ukraine, and
Uzbekistan.
Source: World Bank, World Development
Report 1996: From Plan to Market.
Note: Reforms are most advanced in Group 1
countries, least advanced in Group 4.
1
Net official capital inflows per capita.
2
Annual averages for 1990-95 (CEE) and
1992-95 (NIS).

institutions that make reforms more effective and harder to reverse. But this takes
time and sometimes involves restoring
entire professions in areas that are essential
to a well-functioning market economy. Also,
technical assistance needs to encourage
local capacity building through, among
other things, more involvement of local participants. Far greater stress is needed on
economic education in the broad sense as
well as hands-on training in key marketable
skills. So far, bilateral assistance, including
that from the EU, has had a high component
of technical assistance. The activities of the
IFIs, such as the IMF and the World Bank,
also include a great deal of institution building across a wide range of areas, in addition
to the transfer of financial resources.
Reforms to reduce regulatory and other
barriers to new businesses, including access
to premises, are also important. Carefully
designed programs can combine commercial and educational objectives, and some
may return more than their cost. Business
advice and financial support should come
mainly from the private sector itself—business support services, investors in equity,
and private lenders of working and investment capital. These services and suppliers
exist in embryo in some transition economies, but not at all in many others. Does
this justify a role for assistance agencies? It

membership is an important step for transition countries, and virtually all have
applied to join. WTO membership spurs
domestic institution building and is an
important step toward successful integration into the global economy. Transition
countries stand to benefit as much from the
obligations attached to WTO membership
as from the many rights it confers. Joining
the WTO would consolidate international
market access for transition economies,
providing them with some protection from
the arbitrary imposition of barriers by
other countries. Equally important, quick
accession to the WTO would greatly
enhance the political feasibility of achieving and maintaining liberal trade regimes
in the transition economies themselves in
the face of the strong sectoral interests that
are inevitably emerging.
Transition countries should view WTO
membership as an opportunity to further
the reform of their trade regimes, not only
to meet WTO requirements but also to
increase economic efficiency by, for example, reducing distortions in trade policy,
eliminating state trading, maintaining low
or moderate tariffs, and abolishing nontariff
barriers. Relatively strict terms of accession—including comprehensive tariff bindings—can help to reduce the payoff to
domestic rent seeking. At the same time,
without undermining the pressure on applicants to implement liberal trade regimes,
WTO members should do all that they can
to accelerate the process of admission. For
some transition economies, technical assistance in meeting the extensive information
requirements of accession would be helpful.
One distraction is that some of the NIS have
tried to restore intra-NIS trade through
some forms of "free trade arrangements."
These countries should instead concentrate
their limited administrative capacities on
deepening their integration into the world
trading system. Forming a regional trading
bloc among NIS at this stage not only complicates procedures and delays progress in
joining the WTO, but, more important, various estimates show that, under a marketdetermined trade pattern, much NIS trade
would be with countries outside the NIS.

European Union. The process of integrating into the EU has profound implications for the transition countries. The
process began with the Europe Agreements
and has now entered a new phase. The
Europe Agreements signed between the EU
and 10 transition countries (Bulgaria, the
Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, the Slovak
Republic, and Slovenia) are the deepest and
broadest of the EU Association Agreements. They define relations not only for
trade but also for financial cooperation and,
more important, for commercial practices,
harmonization of law, and political dialogue. They also encourage transition countries to liberalize trade among themselves,
for example, through the Central European
Free Trade Association.
Accession negotiations with some of the
CEE countries are expected to start in 1998
after the conclusion of the EU InterGovernmental Conference. Negotiations for
the Union's most recent enlargement (with
Austria, Finland, and Sweden) took less than
two years, but negotiations with Spain took
almost nine years. The benefits to the CEE
countries of accession are clear: prospects
for political stability, free trade and capital
flows, access to common funds, and locking
into reasonable market-friendly policies.
A rapid accession would do much to sustain and deepen reforms in transition
economies. So what stands in the way? One
factor is the need to develop administrative
and organizational capacities to implement
and enforce the rules of the Union. The
biggest economic barrier, however, may lie
in the EU budget—some 80 percent is
used to finance the Structural Funds that
offer aid to poorer EU regions—and the
Common Agricultural Policy (CAP). Extending these policies to CEE countries,
which are poorer and have larger agricultural sectors than the EU average, without
reforming the policies would be expensive.
It would also be difficult to get existing
members to agree to the transfers under the
current EU constitutional structure. The
CAP was substantially reformed in 1992,
but further reforms are needed. The EU
eastward enlargement is therefore likely to
involve a phased process that advances certain elements of EU membership (trade, in
particular) faster than others while, at the
same time, possibly stimulating some helpful reforms in the EU itself. iF&Dl
This article is based on Chapter 9 of the World
Development Report 1996: From Plan to Market,
Oxford University Press for the World Bank
(New York).
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leople in Transition:
Reforming Education and Health Care
NICHOLAS BARR

The education aMd health of
thMMjji^force have a
lificant impact on a country's economic performance.
To reap the benefits of modern
technologies and increase
productivity, the transition
countries need urgently to
reform their education and
health care systems.
pp^*""

T

HE education system was one of
the great sources of pride of the
communist system. Countries in
Central and Eastern Europe (CEE)
and the newly independent states (NIS) of
the former Soviet Union had achieved
almost universal enrollment, high levels of
literacy, and impressive levels of basic
numeracy and engineering skills. Access
was relatively equitable, for girls as well as
for boys—a big plus given the powerful
effects of educating girls on health and productivity. In areas such as literature and
technology, the former system has left a
world-class legacy. In China, too, educational attainments were—and still are—
impressive compared with other developing
countries, although the rural population's
access to education is a major problem.

The health care system in CEE <
and the NIS wll^|jptlly imrjjjpfre, at
least during the early postwgjrTjiriod. All
citizens were entitled to a full range of
health services, and the health sectors were
well endowed with basic physical infrastructure and trained staff. During the
decade beginning in the early 1950s, health
improvements in CEE countries outpaced
those in most Western countries, and by the
mid-1960s, life expectancy in the CEE countries was only one or two years less than in
the industrial countries. Thereafter, however, the gap in life expectancy started to
increase, strikingly so for middle-aged
adults. By the mid-1980s mortality rates
from heart disease among 45- to 54-year-old
men in the former Czechoslovakia were
double those in Austria, whereas thirty
years earlier the rates had been virtually
identical. The growing health gap between
the centrally planned economies and the
market economies was a major issue even
before transition began.

Need for reform
Initially, many people thought that the
education and health systems of the transition countries would not require substantial
reform. They have been proven wrong.
One reason reform is necessary is that
education and health care have the same
kinds of deficiencies that are undermining
the performance of state enterprises: an
emphasis on inputs; few incentives to use
resources efficiently and, therefore, considerable waste; an absence of quality control;

and a lack of responsiveness to consumers.
Under central planning, the allocation of
resources in the education sector was unrelated to demand. Scarce resources were
often wasted on duplicate provision, as
many enterprises and ministries developed
their own facilities. There was heavy overstaffing in both the education and health
sectors: some kindergartens had one
teacher for every two or three children, and
hospitals had too many doctors. The solutions, though not the same as for state
enterprises, will be based on some of the
same principles—for example, incentives to
improve efficiency and encourage greater
responsiveness to consumer demand.
Perhaps even more important, the education system inherited from the days of central planning is not capable of providing
people with the full foundation they need to
function in a market economy—and, in
many countries, to be citizens in a democracy. Similarly, the health care system misallocates resources and has failed to
produce a healthier society.

Adjusting the skills mix
The primary responsibility of ministries
of education is to ensure that the education
system imparts knowledge and skills and—
just as important—transmits certain values. In carrying out this responsibility, education ministries must achieve a number of
subsidiary goals: ensuring equitable access
to education and training; producing the
types of education that equip individuals—
economically, socially, and politically—for
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the societies in which they live (external
efficiency); running schools and other institutions as well as possible (internal efficiency); and financing education in efficient
and equitable ways.
Adapting education and training
to the needs of a market economy.
Education under central planning sought to
impart a uniform interpretation of history
and national purpose, and mastery of a
fixed body of knowledge to train workers
for slots specified in the central plan. The
system therefore emphasized both conformity and specialization. Relative to the
needs of a market economy, this approach
has major deficiencies. First, although early
basic education was often superior to that
in many Western countries, subsequent
training was excessively specialized from
too young an age. Second, adult education
aaik training, essential for mobility in a
market economy; woe neglected because
workers were expected to remain in the
same occupation throughout their working
lives. Third, subjects that are important in
a market economy, such as economics,
management, law, and psychology, were
ignored or underemphasized.
Like the former centrally planned economies, liberal market economies also use
education to transmit cultural, political,
and national values. However, they emphasize personal responsibility, intellectual
freedom, and problem-solving skills.
Problem-solving skills have three dimensions:
• the ability to solve a known class of
problem;
• the ability to apply a given technique to
a new problem; and

• the ability to choose which technique to
use to solve a new problem.
In many countries with centrally planned
economies, the third dimension—which
involves independent critical thoughtwas regarded as seditious. Chart 1, based
on an international study of children's abilities in mathematics and science, illustrates
both the strengths of the old system and the
need for change,. Children in'tfee countries
of the former Soviet Union, Hungary, and
Slovenia hs^, ,test scores considerably
above the international average—however,
they do beti^? in tesls of how much they
know than in tests of their ability to apply
that kndwm§& in new circumstances. The
ranking for children in Canada, France, and
the Uniteil Kingdom is exactly the reverse.
These results suggest that the education
systems of both the market and the centrally planned economies have been effective in achieving their different objectives.
They also point to the types of educational
reforms needed to enable people in CEE
countries and the NIS to make the transition to a market economy. Higher education
in China faces a similar challenge.
Policy directions. Adapting the education package will not be easy. There were
important gaps in subjects studied, leading
to missing concepts and, in consequence, to
missing words. "Efficiency," for example,
means something very different to a manager trying to carry out a central plan than
to one trying to increase profits and market
share in a competitive system. Though language develops rapidly, missing concepts
and words can still create communication
problems that impede speedy and effective
transfer of knowledge and skills.

Chart 1

Performance of children from selected countries
on science and mathematics tests

(percentage above mean)
10

oource: i\ovaiyova, lyy^t, citea in neyneman, i»»t.
Note: Data are average scores of 9- and 13-year-old children on the second International
Assessment of Educational Progress, conducted in 1991. The countries shown are those whose
performance was above the mean of a sample of 19 countries.

The financing of education—as well as
content and delivery—need to be reformed.
Financing should provide incentives for
efficiency. For example, public funds for
training and higher education could be allocated on the basis of enrollment to make the
system more responsive to demand,
although, as discussed below, this measure
would need to be accompanied by improved accountability. Financing reform is
important because it can lead not only to
more efficient management of schools
(internal efficiency) but also to improved
educational content (external efficiency), by
empowering consumers. Another aspect of
financing reform should be increased
access to education for all segments of the
population—access is a particular problem
in rural China, for example, particularly for
the very poor.
The adoption of new curricula—particularly in subjects like economics and history—is important, not least to develop a
greater capacity for critical thought. New
textbooks will be needed. At least as important is increased accountability through
training, stronger incentives for effective
performance, more effective assessment of
teachers, and examinations that test the
capacity to use knowledge as well as to
accumulate it.
Improving delivery generally requires
decentralizing the system to make it more
responsive to local needs and increasing
the diversity of suppliers and educational
practices to promote competition and enhance individual choice. These measures,
however, will require a major change in the
role of the state, which will need to establish a framework for funding, accreditation
of providers, and monitoring of quality.
Progress to date. There has been
some progress, but much remains to be
done. During the early stages of transition,
while real spending on education dropped,
there was little effort to reduce overstaffing;
a growing share of education spending now
goes to teachers' salaries. There has been a
major decline in the provision of preschool
education, with potentially devastating
consequences for the learning ability of
large numbers of children, and a decline in
access to compulsory education in the less
affluent countries, particularly for minorities. The state sector, particularly secondary vocational and technical training,
has responded slowly, and many graduates
now feed the unemployment lines.
On the positive side, new—often private—institutions have sprung up, many of
them in the social sciences and business.
Most of the CEE countries and the NIS have
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Chart 2

Russia: Life expectancy for men has dropped, while deaths from
injuries and cardiovascular disease have increased, 1970-95

i
95

Source: World Bank data.
Note: Injury includes deaths caused by accident, assault, poisoning, and suicide.

revised their curricula, especially in history
and the social sciences. Although the
content of lessons may have changed,
teaching methods have not. Yet this is a
vital—if daunting—aspect of reform. No
education system can hope to foster choice,
autonomy, and accountability unless it first
acquires these characteristics itself.

Improving health

The primary aim of health policy is to
improve citizens' health. Health is determined by a whole range of factors, of which
health care is only one. Subsidiary objectives of health policy include ensuring equitable access to health care; producing the
quantity, quality, and mix of health interventions (including preventive care and
health education) that can bring about the
greatest improvement in health (external
efficiency); running medical institutions as
efficiently as possible (internal efficiency);
and financing health interventions efficiently and equitably.
Health during transition. Is transition bad for health? Two conclusions
emerge: fast reform has not necessarily
been unhealthy; and slow reform—or no
reform—has not halted the long-run deterioration of health seen in many countries.
Infant mortality rates have dropped and
life expectancy has increased in all of
the advanced reformers in CEE countries.
Infant mortality in Poland fell from 19.1 to
13.4 per 1,000 live births between 1989
and 1995, and life expectancy increased by
one year for men and six months for
women. The same, broadly, is true of the
Czech Republic and Hungary. Elsewhere
among the CEE countries, the picture is
26

more mixed. For example, there has been
a significant increase in low-birth-weight
babies in Bulgaria, Romania, and the
Slovak Republic. This is due to a combination of poor diet, stress, smoking, and
excess alcohol consumption during pregnancy—risk factors that have all increased
during transition.
In much of the NIS, the long-term trend
toward higher mortality rates accelerated,
particularly for men. The most dramatic
change was in Russia, where, between 1990
and 1994, life expectancy fell from 64 to 58
years for men (Chart 2), and from 74 to 71
years for women. The decline may have stabilized; in 1995, men's life expectancy
remained static, while women's actually
rose by a year. The largest increase in mortality rates (about 50 percent) was among
men aged 25 to 54—for older men mainly
because of an increase in cardiovascular
disease, for younger men mainly because of
accidents, suicide, and murder. Adult mortality is now 10 percent higher in Russia
than in India. Similar, though less dramatic,
increases in mortality rates have occurred
in the other European NIS.
Defective data are unlikely to be behind
the increase in mortality rates. A second
explanation—that transition is a direct
cause of higher mortality rates—is the subject of continuing investigation. However,
two factors can undoubtedly be considered
partial contributors. The first is substance
abuse. Alcohol consumption was significantly reduced during the Gorbachev campaign to curb abuse during 1985-88;
however, relaxation of the campaign in
the late 1980s coincided with rising mortality rates. The second factor—less well

documented but supported by extensive
observation—is a decline in the quality
of, and access to, medical care over the
past five years, which has increased mortality rates for those with serious injuries
and cardiovascular emergencies. Transition may have aggravated both factors.
It is easy to imagine a link between
declining living conditions, greater
uncertainty and stress, and alcohol consumption. Deterioration in law enforcement, particularly with respect to alcohol
production and road safety, increases the
risk of injury.
Maternal mortality dropped dramatically in the CEE countries between 1990
and 1995 but increased slightly in the
NIS, where mortality rates are now about
four times higher than the European
average. The situation deteriorated considerably in the Central Asian republics
between 1988 and 1991. The major
causes include lack of contraception, high
abortion rates, deteriorating socioeconomic
conditions, and inadequate health services.
Abortions are a particular problem, illegal
abortions an even greater one.
The story in China has generally been
very different, although parallels are now
beginning to emerge. China's health status
by the end of the 1970s was remarkably
good compared with countries at similar
income levels. Health gains, though partly
the result of sound health policies, were
largely due to the positive effects of rising
incomes on diet, education, access to clean
water and sanitation, and the like. Recent
analysis suggests that these gains—-at
least as indicated by mortality rates for
children under the age of five—tailed off in
the early 1980s. This downturn in health
performance, relative to China's income
level, coincided with changes in rural
health policy that dramatically reduced
access to collective insurance. As a result,
rural access to health care is a major ptoblem, particularly for the absolute poor» and
health conditions are far worse :
poorest than for less impoverished^
Policy directions: how can health
be improved? Health <fejpc^j5&tf four
groups of factors; inGQ||$, fjj$3$$i'environmental pollution /ifflttS lO^fttlional risks,
and te quality ol zwrfiiie Health care. Of
these, income and lifestyle are by far the
most important.
Life-style choices are central. The single
largest contributor to the health gap
between Eastern and Western Europe
is cardiovascular and cerebrovascular
disease—heart attacks and strokes—
for which the main risk factors include
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excessive consumption of alcohol, smoking,
obesity, unhealthy diet, and lack of exercise.
All these factors—especially smoking, the
single most important factor—are more
prevalent in the CEE countries and the NIS
than in industrial countries. In the third
quarter of 1995, Lithuanians spent 4 percent
of GDP on alcohol and tobacco, compared
with 2.1 percent on health care. Policies that
can be adopted to reduce these risk factors
include taxation to discourage consumption
of alcohol, tobacco, and unhealthy foods,
and legislation on alcohol, tobacco advertising, and food labeling. Other critical measures that can be taken include educating
the public about diet (the benefits of
reduced consumption of alcohol, fat, and
salt, and of increased consumption of fruit
and vegetables), exercise, and the risks of
smoking and other dangerous behavior.
Pollution and occupational risks are also
widespread in these countries. In the "Black
Triangle," where Germany, the Czech Republic, and Poland meet, about 6.5 million
people are exposed to very polluted air.
That said, cigarette smoke does more damage to health than smokestacks, highlighting the importance of individual behavior.
Unhealthy environments and behavioral
risk factors are both particular afflictions of
the poor and the undereducated. As with
other social policies, improving health will
require focusing on the most disadvantaged
groups, disseminating information, and
maintaining equitable access to health care.
Health services under the old regimes
were strong on preventive health care, especially immunization. Too little priority has
been given to maintaining this impressive
record in prevention. This is not to say that
curative health services—primary health
care and hospitals—should be neglected.
Though they have a smaller direct impact
on life expectancy than public health measures, procedures such as a hip replacement or the removal of a cataract can
greatly enhance the quality of life.
Improving the delivery of health
care. The quantity, mix, and quality of
health services all need reform. Curative
health services in the CEE countries and
the NIS are still almost as inefficient as they
were in the days of central planning. In
the NIS, people can admit themselves to
hospitals; this leads to long stays for nonclinical reasons (21 percent of the population in Russia spent time in the hospital in
1993, compared with 16 percent in the
industrial countries and about 10 percent in
middle-income countries). Hospitals have
too many doctors, and hospital funding is
related to inputs, such as the number of

beds, rather than to treatment given or to
health outcomes, so hospital managers try
to have large numbers of beds even if they
are empty.
Financing health care. How should
transition countries pay for their health
care? In market economies there are four
approaches. Out-of-pocket payments remain
the main form of health finance in the very
poorest countries, which have neither the
tax revenues for public funding nor the
institutional capacity for insurance. The
main source of health finance in many
countries is social insurance; in others, it is
tax funding. Private, for-profit insurance is
important only in the United States.
There is a reason for public funding of
health care. Much medical care is too costly
for out-of-pocket payments; there is thus a
need for some kind of insurance. Private
insurance, however, can lead to gaps in coverage (because of uninsurable risks) and to
exploding costs. The United States surfers
from both problems. About 17.5 percent of
US citizens below retirement age have no
insurance—but total spending on medical
care in 1994 absorbed over 14 percent of
GDP, a much higher fraction than in any
comparable country (the United Kingdom
spent 7 percent of GDP). To contain costs
and promote access, industrial countries
have increasingly financed health care
through taxation, social insurance, or a
mixture of the two. Although this type of
financing is not without problems, many
of the transition economies have already
switched from using taxes to pay for health
care to using social insurance, and many
others are considering doing so.
Alongside the question of how to raise
revenues is the separate issue of how to pay
doctors, hospitals, and other providers (the
expenditure side). Fee-for-service payments
create an incentive to oversupply—for
example, doctors have an incentive to prescribe more treatment, and if the insurance
company pays most of the costs, patients
have no incentive to limit the amount of
treatment they receive. The resulting cost
explosion has been a problem in almost all
countries where fee-for-service payments
are a significant part of health finance.
Paying medical providers has triggered a
series of problems in the CEE countries and
the NIS—not least, runaway expenditures.
In 1992, the Czech Republic introduced a
fee-for-service system without the necessary regulatory structure, resulting in
an entirely predictable—and predicted—
spending overrun.
How to make funding and delivery
compatible. Cross-country experience

yields some clear lessons about how different methods of funding and delivery
should—and should not—be combined.
First, access and cost containment are both
assisted by a substantial reliance on public,
rather than private, funding. Second, health
services can be delivered effectively by private providers for profit, by private nonprofit providers (often nongovernmental
organizations), by the public sector, or by a
combination of these. Third, different
approaches to funding and the different
types of delivery cannot be mixed indiscriminately. One compatible package is tax
funding of health care provided by the state.
Another is public funding combined with
private, fee-for-service health care and regulation to contain expenditure (this last element is critical).
The political economy of reform.
While all available evidence suggests that
the way to improve health is through
higher living standards, improved lifestyles, preventive action, and basic health
care, the medical profession tends to be
more interested in state-of-the-art techniques and the hospital sector. The medical
lobby in many of the transition economies
is powerful. In the CEE countries and the
NIS, unlike in the West, the health minister
is often a medical doctor, as are many parliamentarians. As a result, the ministry of
health can easily become the ministry of
the health profession. Here, as elsewhere,
policymakers ignore at their peril the politics of reform. IF&DI
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European Monetary Union:
Operating Monetary Policy
C H A R L E S E N O C H A N D MARC Q U I N T Y N

The Maastricht Treaty
provided a road map for the
unification of the currencies
of European Union members.
But unification requires that
monetary policy be operated
by a single monetary institution, and many operational
issues must be addressed.

T

HE MAASTRICHT Treaty establishing the European Union (EU)
requires EU members to satisfy a
number of criteria before joining
the economic and monetary union (EMU)
(see box). With the start of EMU, expected
in 1999, the currencies of participants will
be irrevocably locked and, in time, replaced
by a single currency, the euro.
A single currency has to be managed by
a single monetary institution. The monetary
authority for the system—the European
System of Central Banks (ESCB)—will be
made up of the European Central Bank
(ECB) and the national central banks
(NCBs) of the countries that participate in
EMU. To pave the way for a European central bank, the European Monetary Institute
(EMI) was set up in 1994. Its responsibilities
include developing the framework for
monetary and exchange rate policy, the
ESCB's operational rules and procedures,
and the statistical database; preparing the
groundwork for issuing EU banknotes; and

promoting efficient payments across countries' borders. The EMI will be replaced by
the ECB when a decision is taken to move to
economic and monetary union.
Maintaining price stability will be the
ECB's primary objective, but the Maastricht
Treaty defines only in general terms how
the ECB should operate: there should be
open markets with free competition; the
ESCB cannot finance public deficits or buy
government securities in the primary markets; and the execution of its operations
should be decentralized so that recourse can
be made to the NCBs "to the extent deemed
possible and appropriate."
The EM has been focusing on monetary
policy strategy, procedures, and instruments. Operating monetary policy will require a uniform stance throughout the
monetary union, defined as the equality of
interest rate levels in the EMU interbank
market. To make this work, monetary
policy formulation has to be centralized;
instruments and techniques should be harmonized so that monetary policy signals
are uniform across countries; and sufficient
possibilities for EMU-wide arbitrage should
be available so that interest rate changes
can be transmitted quickly and uniformly
throughout the monetary union. This last
condition requires, at a minimum, a sameday EMU-wide payment and settlement
system to support wholesale transactions.
Operating monetary policy in the EMU
raises two basic questions: what variable(s)
should serve as targetfs) to reach the price
stability objective, and what instruments
should be used to reach the target(s)?
Regarding targets, discussion seems still
to be open as to whether the ESCB will
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make use of an intermediate monetary target or will use an alternative, in particular, a
direct inflation target. In many EU countries
in recent years, especially because of
widespread financial innovation, there has
been a breakdown of the relationships
between money and inflation. These relationships are also likely to be uncertain in
the early days of the EMU. Nevertheless, the
apparent success of the monetary targeting
approach used in Germany might give
added credibility to the ECB at the start-up
of the EMU if it adopts a similar framework.
Also, recent studies of money demand relationships have tentatively shown a stable
money demand at an aggregate European
level. Besides, inflation targeting is relatively untested and therefore may not be a
good option at the outset of policy operations of a new monetary institution.
Whatever the decision on which variable
to target, there is general agreement on the
use of the short-term interest rate as the
operational target. There is also a general
feeling that a money target and an inflation
target could be operated with essentially
the same set of monetary instruments.
Indeed, a number of EU countries have
shifted from one to the other in recent years
without this of itself leading to a fundamental change in monetary instruments.
As for the selection of instruments, the
EMI, guided by the ESCB statute, has put
forward a number of criteria: efficiency and
effectiveness, market conformity, equal
treatment with respect to all groups of
financial institutions that have access to the
ESCB, simplicity and transparency in
support of the other criteria, decentralization to the extent possible, and continuity
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in the transition to the new operational money (this is usually called the money requirements may be given some consideramultiplier) and increase the extent to which tion, although the level of reserve requireframework.
The principle of decentralization deserves the demand for money responds to a ments in the EMU could be lower than that
some attention. While monetary policy for- change in interest rates in case of less than prevailing in some of the major countries
mulation in the EMU must, by definition, be full remuneration of the required reserves. until a few years ago.
The design of reserve requirements is
centralized, there is an ongoing discussion The money market management function
regarding the degree to which implementa- consists of inducing or enlarging the banks' related to their role. If much weight is
tion can be decentralized. An argument in demand for reserves and, when reserve placed on their monetary control function,
favor of decentralization is that because the requirements only need to be met on aver- the reserve requirement ratio (the ratio of
NCBs know local financial markets well, age during the holding period, limiting the banks' required reserves held at the NCB to
they can implement monetary policy more effect of daily reserve fluctuations on banks' deposit liabilities) should be noneffectively. There is also a desire to maintain money market interest rates. Less volatile negligible, and the reserves should not be
fully remunerated. However, the
a role for the NCBs, partly because
market management function can
there may be a linkage between the
monetary operations of an NCB and
be fulfilled with a relatively low
When will economic and
ratio; indeed, averaging the ratio
prospects for financial markets in
monetary union begin?
that country. But not all instruments
around zero would be a feasible
The Maastricht Treaty on European Union states that
are candidates for decentralization.
option that would limit some of the
members of the European Union (EU) should decide before
Management of reserve requireinstrument's drawbacks. If reserve
the end of 1996 whether the majority of member countries
requirements different from zero
ments and standing facilities can
meet the specified convergence criteria to start Stage 3 of the
clearly be conducted on a decentralwere imposed, there would be
Economic and Monetary Union and whether it is appropriized basis, but there is less experino monetary reason preventing
ate to enter Stage 3. If so, a date will be set for Stage 3 to
ence with decentralization of open
the
authorities from remunerating
start. Stage 3 is defined as the ultimate stage of economic
them. Other issues in the design
market operations.
and monetary union wherein the currencies of the particiof reserve requirements—on what
pating EU countries are irrevocably locked and replaced by
Instrument frameworks
base and for which period they
a single currency, the euro. To enter Stage 3, members must
meet four convergence criteria: achieve a high degree of
The ESCB could use three types
should be calculated, and for
price stability; have a sustainable government financial posihow long they should be mainof instruments: reserve requiretion; observe the normal fluctuation margins for their
tained—are unlikely to cause any
ments, standing facilities, and open
exchange rate provided for by the exchange rate mechanism
great difficulty. However, there
market operations (OMOs). The
of the European Monetary System (EMS) for at least two
is the issue as to whether the
choice among them depends to a
years without devaluation; and achieve a long-term interest
ESCB/ECB
statute—which says
large extent on views regarding the
rate indicative of durable convergence and the country's parthat
only
credit
institutions, defined
respective roles of the central bank
ticipation in the EMS.
as those institutions that both
and the markets in stabilizing the
If a decision to start Stage 3 has not been taken by the
accept deposits and extend credits,
system. At one extreme, interest
end of 1997, the Treaty states that it should start at the
are required to hold reserves—
rates are targeted very narrowly.
beginning of 1999 with those members that have satisfied
the convergence criteria. It has now been agreed that startmight not be too restrictive from a
With little use of the self-stabilizing
ing before 1999 will not be feasible. There has even been
monetary policy point of view. A
properties in the system, the ESCB
some discussion about postponing the start beyond 1999.
wider definition would be "financial
would have to operate frequently in
The Treaty contains provisions that would permit Denmark
institutions," which include mutual
the market to achieve the target. At
and the United Kingdom to "opt out" of Stage 3.
funds and, in some countries, postal
the other extreme, the authorities
financial services.
set a corridor within which interest
A related issue is the degree to
rates can fluctuate (they effectively
set interest rate bounds), and the self-stabi- money market rates, in turn, reduce the which a commercial bank would be able to
lizing properties of the system will reduce need for frequent central bank intervention. choose in which NCB it would maintain its
The recent widespread trend to lower required reserves. The Maastricht Treaty
the frequency of the central bank's discretionary interventions in the market. In reserve requirements reflects increasing provisions for the sharing of NCBs' profits
practice, most EU central banks have been recognition of the implicit tax that unremu- may make the NCBs relatively relaxed
operating somewhere between these mod- nerated reserve requirements entail, which about the distribution of required reserves
els. For instance, the Bundesbank sets may encourage customers to bypass the between them. Nevertheless, there may be
interest rate bounds and intervenes in the banking system (a process known as disin- concern that freedom to choose could lead
markets to manage movements within termediation). With financial deregulation, banks to shift to those centers where relathe scope for disintermediation, including tively large amounts of financial business
these bounds.
Reserve requirements. Deposits that offshore, has been growing. However, those are undertaken, spurring the shift toward
banks are required to hold with the central countries that continue to maintain a mone- these centers. In any case, even if they can
bank to back their own deposit liabili- tary target, in particular, Germany, are con- choose, uniformity of reserve requirements
ties—reserve requirements—fulfill two cerned to have available the monetary will reduce banks' incentive to micromanmonetary functions: monetary control and control capability of reserve requirements, age the location where they satisfy the
money market management. As a mone- although they too have generally lowered requirement.
Standing facilities. These are central
tary control device, reserve requirements the level of reserve requirements in recent
help stabilize the relationship between years. If the ECB adopts a monetary target, bank financing facilities for commercial
reserve money and broader measures of monetary control arguments for reserve banks that can be activated at their
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discretion. There are three types: marginal
lending facilities (a Lombard facility) at
above-market rates; lending (discount) facilities close to or below market rates; and
deposit facilities.
Combining standing facilities to establish
a "corridor" to guide interest rate movements has considerable appeal. Such a corridor could clearly signal the stance of
monetary policy. Changes in the rates on
the standing facilities would generally signal a substantive policy change, while
changes in interest rates deriving
from open market operations might
rather reflect day-to-day developments and indeed, in some cases,
purely technical factors. At present, a
majority of EU central banks use a
combination of such standing facilities. Preparatory work has been
undertaken to establish two standing facilities: a marginal lending facility and a
deposit facility. The combination of a
Lombard and a deposit facility would provide a symmetrical arrangement to clear
the interbank market at the end of the day;
liquidity can be injected at the ceiling rate
and absorbed at the floor rate.
The width of the band—an issue still
under discussion—has consequences for
the intensity of the central bank's presence
in the market, and for the depth of the
money markets. A fairly wide band would
reduce the frequency with which the central
bank would need to intervene through open
market operations, as well as the frequency
of recourse by the commercial banks to the
central bank's standing facilities.
The possibility has not been excluded
that the ESCB could supplement its instruments with additional modalities for providing liquidity to the markets, for instance
through a special refinancing facility with a
maturity of a few months. This aspect is
still under study.
Open market operations. OMOs are
to be the key instrument in steering day-today developments in the money markets.
They are seen as the main instrument for
providing or withdrawing liquidity, steering interest rates, and, if needed, performing signaling functions. Decisions have still
to be made on issues such as decentralization, which institutions can participate
(counterparties), and remote access.
There are regular OMOs, which may
take place at prespecified intervals
(e.g., weekly or biweekly), and fine-tuning
OMOs that could be done at any time,
according to short-term liquidity developments. Repurchase agreements (repos, or
reverse repos—agreements to purchase or

sell a security and to resell or repurchase it
at a specified time in the future at a
specified price) will be the preferred technique in conducting OMOs because they
increase the central bank's flexibility with
respect to the maturity of its interventions,
reduce the impact on the market prices of
the underlying securities, and circumvent
more easily the potential problems that
might otherwise arise with respect to the
choice of eligible securities. However, the

"Combining standing facilities to establish a 'corridor'
to guide interest rate
movements has
considerable appeal.""

30

ESCB may use other techniques such as
outright sales, foreign exchange swaps,
issuance of central bank paper, and collection of fixed-term deposits.
In a decentralized execution of OMOs,
the ESCB can take advantage of each NCB's
knowledge of the local markets. Thus,
under the instructions of the ECB, the
NCBs would organize the bidding process,
passing on bids received to the ECB for
allocation decisions.
The principle of equal treatment in the
statute of the ESCB points to using the
widest possible range of counterparties for
the central bank's OMOs. Often, only those
institutions subject to reserve requirements
are allowed to act as a counterparty to the
central bank in OMOs.
Whatever the definition of eligible counterparties, there is also the issue of "remote
access," that is, whether an NCB can be
accessed by an EU bank established outside the national borders of the NCB. The
principle that all banks recognized in one
member state are authorized to do business
in all member states can be understood to
imply that all financial institutions could
participate in auctions organized by central
banks in other countries. While the principle of remote access is in line with the principles of the single market, central banks
could create such an environment that there
would be little reason for banks to seek it.

Payment system

An important element of the preparations for monetary union is the construction of a payment system to support
achievement of pan-Union uniformity of
interbank interest rates. This requires that
settlement of large-value, cross-border
transactions, in particular those associated

with the ESCB's operation of monetary
policy, can be made on a same-day basis. A
two-stage approach has been adopted to
achieve this requirement: first, creating
national large-value, real-time gross settlement (RTGS) systems with certain defined
conditions in each EU member, and second,
interlinking these systems at the EU level.
Each NCB is committed to introducing a
large-value, real-time gross settlement system by mid-1997. For some NCBs, this
involves redesigning their existing
system, for others, building a new
one. Work is also under way to
develop an interlinking system,
which, together with the national
RTGS system, will be denoted
the Trans-European
Automated
Real-Time Gross Settlement Express
Transfer (TARGET) system. Much
progress has been made in this area, and
the required deadlines seem within reach.
The TARGET system will offer payment
services at a speed similar to those offered
domestically. The system will enable participants in the national RTGS systems to
exchange domestic and cross-border payments in euro in the same way. TARGET
will be based on real-time settlement and
will, therefore, eliminate most settlement
risks typically associated with net settlement systems. In contrast to national payment arrangements, TARGET will have
two settlement agents: at the one end, the
NCB that credits the account of the payee,
and at the other end, the NCB that debits
the account of the payer. However, the system does not create any delay in the transfer of funds, despite the existence of two
settlement agents.
The TARGET system will be designed to
operate only in euro. This raises questions
for the start of EMU, when national currencies will still be circulating. The preferred
solution seems to be that the system will
convert national currencies into euro at the
outset of the transaction, and will convert
back at the end.
Interestingly, the TARGET system will
be available to all member NCBs, even in
countries that are not in the EMU at the
outset, although, as noted above, only for
transactions in euro. Access to the singlecurrency, large-value payment system may
provide an incentive for banks and enterprises in non-EMU countries to undertake
cross-border transactions in euro, which
could lead to switching into euro even in
those EU countries not in the EMU. If costs
of financial operations are lower in EU
countries outside the EMU area than in
those inside, financial institutions may shift
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their business to centers where it is relatively more profitable to centralize their
treasury operations.
The issue of remote access is also relevant in the design of the payment system.
While it would be difficult to resist remote
access to payment facilities, conditions of
access to particular NCBs, and hence the
rules of operation of the various RTGS systems, could be so harmonized that there is
no particular incentive for remote access.
Decisions on a number of technical
and policy issues have still to be made.
While harmonization of operating
rules seems desirable in principle,
some questions remain to be
addressed. As regards opening hours,
for instance, there is a concern that
maintaining shorter hours in some
countries may lead to a switch to those EU
centers with longer opening hours. Also,
any attempt to restrict hours might lead to
a shift of business out of the EMU.
Regarding design of a uniform pricing
system, pricing should cover the development costs of the system and be uniform
across the EMU. However, development
costs have been quite different across
countries. The Scandinavian countries, for
instance, essentially already had their
RTGSs in place. A uniform price will be set
for each transaction using the interlinking
system, to avoid having banks source their
transactions to minimize payment costs.
With these issues likely to be resolved
soon, there is the prospect of the imminent
introduction of a payment system throughout the EU that should represent the state
of the art in terms of technology and payment risk analysis.

EMU at the outset, there could be increasing use of the euro, particularly in the
smaller countries. If this happens on a large
scale, it would reduce the monetary independence of the countries affected and
could also influence EMU monetary policy.
The models for the execution of foreign
exchange operations are broadly analogous
to those for domestic monetary operations:
a centralized model in which the ECB carries out interventions from one single deal-

should be the operational target. The ECB
will operate on this target using some combination of reserve requirements, standing
facilities, and OMOs. The relative emphasis
placed on these instruments is likely to
depend on a number of factors:
• the degree to which it is held that the
ESCB can rapidly establish its credibility
by adopting essentially the same instruments as are at present used by the country
considered the most successful in its monetary policy in the EU—generally
regarded to be Germany;
• the degree of concern over the
various possible distortionary effects
of reserve requirements. The more
these matter, the smaller the emphasis likely to be placed on this
instrument;
ing room, and a decentralized system in
• the nature of the signals the monwhich NCBs receive instructions from the etary authorities wish to give to the marECB and undertake the actual interventions ket—if they wish to give continuous
signals, they may rely on OMOs; but if they
in their home markets.
The statute of the ESCB has stipulated wish to limit market signals to discrete
an upper limit on the amount of the NCBs' administered changes, they might seek to
foreign reserves that can be called up by establish an interest rate corridor and interthe ECB. It is expected that the external vene primarily by moving the bounds of the
debt-service needs of EMU members will corridor; and
• the desirable degree of decentralizabe the major factor determining the level of
the remaining national reserves (foreign tion—if decentralization has a high priorexchange working balances). NCBs will be ity, this may point toward a self-stabilizing
subject to ECB guidelines to ensure that system where OMOs may be undertaken
they manage reserves in such a way that rather infrequently.
their actions in the foreign exchange marThe development of a pan-EU payments
kets do not interfere with the Union's mone- system is an integral part of the preparation
for the EMU. Considerable work has been
tary and foreign exchange policies.
undertaken to develop RTGS systems in the
Conclusion
member countries and to link these national
The prospect of the EMU has led the EU systems. A number of issues are under concentral banks to put substantial efforts into sideration, including remote access and the
examining the optimal design of instru- degree of harmonization needed in the
ments to operate a market-responsive mon- operating procedures of the pan-EU payetary policy. This is taking place against a ments system.
These discussions are likely to have
background in which the conditions of
operating monetary policy are very differ- important implications for the conduct of
ent from those of even a few years ago: monetary policy in other countries too. For
financial liberalization, facilitating the instance, the Maastricht Treaty's provimovement of financial flows; information sions on central bank independence are
system developments, enabling policy sig- already influencing central bank laws in
nals to be transmitted instantly across other parts of the world. The resultant
entire regions and across financial sectors; withdrawal of some EU central banks from
a deeper understanding of the implications their traditional function of acting as
of central bank independence and price sta- banker to the government may also come
bility as the primary policy objective; and under wider consideration. The developfinally, the increasing recognition of the ment of the RTGS system is likely to spur
interdependence between the effective oper- the development of such systems in other
ation of monetary policy and an adequate countries, in parallel with work done in
wider groupings of countries such as the
payment system infrastructure.
Although there is no decision yet as to Group of Ten. Decisions reached on the
whether a monetary aggregate should be choice of monetary instruments are likely
used as an intermediate target, it seems to also to have a considerable influence well
be agreed that short-term interest rates beyond the countries of the EU.

"The development of a panEU payments system is an
integral part of the preparation for the EMU "

External issues
Under the Maastricht Treaty, the foreign
exchange regime is to be determined by the
Council of Ministers after consultation with
the ECB, with the endeavor to reach consensus consistent with the price stability
objective. The ESCB will be responsible for
foreign exchange operations. It is widely
held that the EMU will adopt a floating rate
regime, at least at the outset.
Since not all EU countries may be able to
join the EMU at the outset, the question
arises as to which type of exchange rate
arrangement should be established to link
the non-EMU currencies to the euro and
whether, in such an arrangement, as under
the present European Monetary System
(EMS), there should be provision for shortterm credit facilities.
As pointed out earlier, it is not impossible that in countries that do not join the
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As the European Union's
member countries make
progress on controlling water
pollution from homes and
industry, their attention is
turning to reducing water
pollution from agriculture.
Their experience shows that
this can be achieved only
through further integration of
agricultural and environmental policies.

A

GRICULTURAL water pollution is becoming a major concern not only in developed
regions such as the European
Union (EU) but also in many developing
countries. The intensification of agricultural practices—in particular, the growing
use of fertilizers and pesticides, and the
specialization and concentration of crop
and livestock production—has had an
increasing impact on water quality. The
main agricultural water pollutants are
nitrates, phosphorus, and pesticides. Rising
nitrate concentrations threaten the quality
of drinking water, while high pesticide
use contributes substantially to indirect

emissions of toxic substances. Increasing
levels of nitrates and phosphorus in surface
waters reduce their ability to support plant
and animal life and make them less attractive for recreation.
Controlling water pollution from agriculture is made difficult by its particular
nature. In most circumstances, agricultural
pollution occurs over a wide area, and its
sources are diffuse and difficult to identify.
It also varies unpredictably over time and
space, and depends not only on rainfall patterns and the land—slopes and soil characteristics—but also on farmers' land use and
crop choices, production techniques, and
fertilizer and pesticide use. Farmers' decisions, in turn, are affected by market prices
for inputs and outputs, as well as by governments' agricultural support policies. In
contrast to many industrial and municipal
situations, few pollution treatment alternatives are readily available for installation on
farms. Pollution control measures must rely
heavily on approaches that affect farmers'
land use and production decisions. Thus,
agricultural policy, which directly influences these decisions, and environmental
policy to control agricultural water pollution need to be coordinated and pursued
with the same goals in mind.

Policy challenges
A policy for controlling agricultural
water pollution needs to specify the level of
water quality desired and what measures
should be adopted to achieve this goal.
Various problems, including incomplete

information about the costs and benefits of
pollution abatement, make it difficult to
determine the optimal level of water quality
in terms of economic efficiency. Therefore,
the choice is often made based on other criteria, such as human health concerns or the
protection of current uses of the water.
Policies that can affect farmers' land use
and production decisions include voluntary
measures such as education and training,
moral suasion, and technical assistance;
regulatory measures such as performance
standards (maximum discharge rates or
maximum pollutant levels) and direct controls on outputs, inputs, or technology; and
incentive-based measures such as taxes,
subsidies, and transferable discharge permits. For pollution coming from a single
source, it is often more efficient to adopt
incentive-based measures, in particular an
emissions tax, than regulatory measures
for achieving a desired level of emissions
reduction. But, since agricultural emissions' sources are diffuse, they cannot be
addressed directly with an emissions tax or
subsidy. Other incentive-based measures
that could be used as proxies, such as taxes
on output or on purchased inputs, do not
provide efficient incentives for farmers to
modify the ways in which they use inputs
(for example, methods and timing of fertilizer application), even though such changes
could significantly reduce agricultural pollution. Tax-based measures may therefore
not be as effective in controlling pollution
from diffuse sources as some other regulatory alternatives.

Susanne M. Scheierling,
a national of Germany, was a Consultant to the World Bank's Asia Technical and Eastern Africa Departments and is currently a research
scholar with the Water Resources Project at the International Institute for Applied Systems Analysis in Laxenburg, Austria.
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The choice of the appropriate measure is measures and both variable import levies phosphorus. During the 1980s, owing to
made more difficult by the fact that, and export subsidies were widely adopted. improved sewage treatment and changes in
besides efficiency, environmental policy By the mid-1980s, about 90 percent of total detergent formulations, river pollution levobjectives often include other criteria such agricultural output in the Community was els in many member states declined in
as equity, acceptability, administrative sim- covered by price supports, and expendi- terms of oxygen-consuming substances
plicity, and risk reduction. Clearly no single tures for the agricultural sector represented and phosphorus. But there was widespread
measure can meet all the criteria, and a mix about 65 percent of the Community's bud- evidence of high and increasing nitrate levof measures will be imperfect in terms of get. This policy, together with technological els as a result of agricultural activities.
Environmental policy. Public conmeeting any single criterion—an effective advances, stimulated intensive agricultural
practices and production. Between 1960 cern about the environment led to the adoppolicy therefore involves compromises.
Given these challenges, it is not surpris- and 1985, agricultural production, in mone- tion of the first environmental measures in
the early 1970s. In 1973, the first of a
ing that effective control of agriculseries of five-year Environmental
tural water pollution is still an
Less inorganic nitrogen fertilizer is being
Action Programs was adopted, and
unresolved issue in many parts of
applied to agricultural land
in the following years, several meathe world. In the European Union,
(metric tons per square kilometer)
sures for reducing and preventing
the situation has been intensified
25
water pollution were introduced.
by a supranational agricultural
Like the Community's environmenpolicy that for decades has stimutal policy in general, the policy on
lated agricultural production and,
controlling water pollution relied
indirectly, pollution. Environmental
primarily on the regulatory appolicy measures to reduce this polproach. It focused on setting quality
lution have to "compete" against
objectives for particular uses of
agricultural policy measures.
France, Germany, the Netherlands,
water and reducing pollution caused
and the United Kingdom are among
by the discharge of certain dangerous substances, but it did not explicthe EU member countries that have
itly address the issue of water
experienced especially severe agripollution from agriculture.
cultural water pollution problems
Sources: Food and Agriculture Organization, Fertilizer Yearbook
Agricultural water pollution
and adopted a variety of measures.
and Production Yearbook, various years.
issues surfaced in connection with
The experience of these four counthe 1980 Community Directive on
tries illustrates that the control of
agricultural water pollution not only defies tary terms, climbed dramatically, with drinking water, which required member
easy solutions but also necessitates the increases ranging from 50 percent in France countries to ensure that certain quality
objectives (or maximum pollutant levels)
improved coordination and, ultimately, the to about 85 percent in the Netherlands.
An indicator of the intensification of for drinking water supplies were met by
integration of agricultural and environagricultural practices and the resulting 1985. But, during the second half of the
mental policies.
pressure on water resources is the intensity 1980s, it became obvious that most member
Community policies
of inorganic nitrogen fertilizer use (see countries had not achieved these quality
Until the mid-1980s, the European Com- chart). From 1970 to the mid-1980s, inor- objectives. In particular, the maximum polmunity generally had separate sets of poli- ganic nitrogen use on agricultural land lutant level for nitrate, set at 50 milligrams
cies for agriculture and the environment. grew by 42 percent in the Netherlands and per liter, was exceeded in many areas.
Although some member countries had
On the one hand, agricultural policy, which by 135 percent in the United Kingdom.
encouraged the intensification of agricul- Owing to the incentives provided by the provided penalties for infringement of the
tural practices, did not take into account CAP, inorganic nitrogen use in the four pollutant levels specified in the Directive,
water quality or any other environmental member countries reached relatively high they were not enforced, and consumers
implications. Environmental policy, on the levels, compared with non-Community were not informed of deviations from the
other hand, rarely addressed the negative countries. For instance, in 1985, nitrogen quality objectives. Water suppliers often
side effects of agriculture. As a result, agri- use intensity in Germany was about five found that there was limited scope for
culture became a major source of water pol- times, and in the Netherlands more than ten reducing pollutant levels by blending water
and, particularly when they were dealing
lution and, in some areas, a threat to times, higher than in the United States.
In the four member countries, agricul- with smaller groundwater sources, they
drinking water supplies.
Agricultural policy. The Common ture became a major source of nitrate and were reluctant to invest in the relatively
Agricultural Policy (CAP), as incorporated phosphorus pollution of water during this expensive technologies for removing agriinto the 1957 Treaty of Rome, which laid period, while industrial and municipal dis- cultural pollutants. By the end of the 1980s,
the Community's foundation, was generally charges of these substances continually several countries decided to provide for
seen as a step leading to the economic and, declined. By the end of the 1980s, agricul- investments to ensure that the Directive's
ultimately, political union of Western ture accounted for 70-85 percent of the water quality objectives were met. For
Europe. Its objectives included, among nitrogen pollution, and more than 30 per- example, the water companies in England
others, increasing agricultural productivity cent of the phosphorus pollution, of the sur- and Wales designed programs to invest
and ensuring a fair standard of living face water in rural areas. In more urban £1.8 million between 1990 and 1995. In
for the agricultural community. In order areas, the corresponding figures were 50 France, the average price for water was
to achieve them, market price support percent for nitrogen and 5 percent for expected to double during the 1990s as a
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addressed for the first time in the Directive
on pollution caused by nitrates from agricultural sources, which, after two years of
Toward integration
debate, was adopted in 1991. It requires
The 1980s were years of intensifying cri- member countries to designate as "vulnerasis for the Community's agricultural policy. ble zones" areas of land that are likely to
Owing to rapid growth in budgetary costs, contribute to nitrate levels exceeding 50
mounting surpluses, and environmental milligrams per liter. Member countries were
damages, it was increasingly recognized to establish "codes of good agricultural
that the policy's existing approaches were practices" to be implemented on a mandano longer sustainable. There was also a tory basis in vulnerable zones and on a volgrowing recognition that, in order to be untary basis in all other areas. In addition,
effective, environmental policy had to be an action programs for the vulnerable zones
integral part of other sectoral policies.
needed to be established by the end of 1995
Agricultural policy. During the sec- and implemented until 1999. Action proond half of the 1980s, a variety of new grams must ensure that application of farm
measures were adopted to solve the manure does not exceed specified limits
Community's agricultural policy crisis. and establish rules concerning periods and
These measures turned out to be insuffi- conditions for applying manure and inorcient to solve the underlying problems of ganic fertilizer. Member countries may
the CAP, and more fundamental reforms introduce additional measures, taking into
were introduced for 1992-96. Their main account their effectiveness and their cost
feature is a reduction in support prices for a relative to other measures. By the beginrange of agricultural products. Compen- ning of 1996, five member countries had
sation for the price reductions is granted established action programs.
through a range of direct payments made in
connection with programs, such as rota- National control measures
tional set-asides and maximum livestock
Unlike the CAP, under which the Union
densities, that are designed to limit produc- (and formerly the Community) has almost
tion. An agro-environmental package is also exclusive competence, the common environincluded that aims at more environmentally mental policy leaves member countries confriendly methods of production. Subsidies siderable freedom to implement national
are offered to farmers who reduce livestock measures. Reflecting their particular sociodensity, decrease fertilizer and pesticide use, economic conditions and patterns of agrior switch to organic farming or other more cultural production, the four member
countries have chosen quite different meaextensive forms of production.
In the four member countries, the CAP sures for controlling agricultural water polreforms already seem to have had some lution. As agucultural water pollution has
effect on agricultural practices: in the 1990s, become increasingly visible and been
agricultural production and inorganic nitro- addressed by Community action, national
gen fertilizer use have been declining after governments have gradually extended the
more than two decades of growth range of their control measures to include
(see chart). Because the time lag between not only voluntary but also regulatory and
the adoption of new agricultural practices incentive-based approaches.
An initial reaction to rising problems
and improvements in water quality can be
considerable, it is too early to tell how with drinking water quality in the 1980s
the measures have affected agricultural was the development of voluntary meawater pollution. The overall environmental sures to educate and inform farmers on
effects of the current reforms are not how to improve production techniques. In
expected to be dramatic. This is because 1984, for example, the French Ministries of
even though the share of direct payments Agriculture and the Environment created a
in the Community's agricultural budget rose new organization that was solely responsisteeply, agricultural support continues to be ble for promoting education, information,
dominated by production-oriented pay- and research on agricultural water polluments. Furthermore, the production-limiting tion control. When it became obvious that
measures were set at levels that affect only this approach was not sufficient to induce
the more intensive enterprises, and the agro- broad changes in agricultural practices, the
environmental package will have an impact member countries gradually introduced
only where governments are willing to regulatory measures. For instance, in 1984,
administer and finance particular programs. the Dutch government forbade new "facEnvironmental policy. Agricultural tory farms" for pigs and poultry, and in
water pollution issues were directly 1986 the German government imposed
result of planned investments in water
purification.
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greater restrictions on the use of pesticides.
Regulatory measures, especially those
targeting special geographic areas, often
were accompanied by compensatory payments. For example, in Germany, where
special land-use restrictions were introduced in 1986, payments have been made
to farmers in water protection zones.
The regional government of BadenWurttemberg introduced a special levy on
the water price—the so-called water
penny—to fund the reimbursements. Partly
as a result of monitoring and enforcement
problems, an alternative approach—buying
the land in water protection zones—has
been applied in a few cases. German municipal authorities and Dutch water supply
companies have purchased land in water
protection zones and leased it back to farmers under strict land-use conditions.
Incentive-based measures, mainly subsidies, have been adopted since the late 1980s.
For example, a program for environmentally sensitive areas in the United Kingdom
provides grants to farmers to induce them
to reduce the application of fertilizers and
pesticides or to convert to organic farming.
A relatively new approach encourages
"negotiated agreements" between municipal authorities or water supply companies
and farmers. For instance, in an effort to
improve the quality of drinking water supplies, the city of Munich pays subsidies to
farmers who agree to switch to less intensive practices. Another incentive-based
approach has been adopted by the Dutch
government for controlling manure production and disposal. It included establishing
manure quotas for individual farms and a
national manure bank to stimulate the distribution of manure supplies. From 1990 to
1994, manure quotas were gradually tightened, and in 1994 they became tradable.
Implementation of the 1991 Directive on
nitrate pollution from agricultural sources
was delayed in many member countries,
and the European Commission has instigated several infringement proceedings.
Some countries are currently taking steps to
implement the Directive. According to the
Commission, the trend is toward requiring
farmers to keep records of their mineral
accounts and to pay levies in vulnerable
zones for manure applications that, on a per
hectare basis, exceed the limit specified in
the Directive. The German government, for
example, did not identify vulnerable zones
but instead established an action program
throughout the country. Legislation adopted
in the beginning of 1996 requires farmers to
practice mineral accounting and to limit
manure application as specified in the
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Directive. The German environment ministry does not anticipate that farmers will
have to reduce livestock densities as a result
of this limit; rather, farmers who exceed the
limit will probably lease additional land or
establish manure banks. Owing to its high
livestock intensity (more than five times the
Community's average) and large manure
surpluses, the situation in the Netherlands
is more difficult. With farmers having
already exploited many possibilities to
reduce surpluses on a per hectare basis,
compliance with the Directive will necessitate reducing livestock production, at least
in some areas. Overall, the European
Commission expects that monitoring and
enforcement requirements will place heavy
burdens on the member countries.

Conclusions

During the last decade, the EU countries
have made efforts to reconcile their policies
for agriculture and the environment. At the
Union level, agricultural policy is expanding subsidies for less intensive and less
polluting methods of production, and environmental policy has begun to directly target agricultural pollution of water.
In individual member countries, policies
for controlling agricultural water pollution

have gradually been extended to incorporate a mix of voluntary, regulatory, and
incentive-based measures. However, there
has been a great reluctance to use measures
other than voluntary ones. In cases where
regulatory or incentive-based measures
have been used, they were usually—in
violation of the "polluter pays" principle
adopted by the European Union—
accompanied by payments to farmers. The
implicit assumption seems to have been
that farmers have a property right to use
land as they see fit, and if the public wants
less intensive land use, it must pay compensation. The irony is that the public is
also paying for the agricultural support
prices that encourage intensification.
In recent years, it has become obvious
that this state of affairs is no longer sustainable. The new Agreement on Agriculture
resulting from the conclusion of the
Uruguay Round of multilateral trade negotiations and the planned enlargement of the
EU to include countries of Central and
Eastern Europe make additional reforms
of the Union's agricultural policy very
likely. In particular, direct income support is
expected to increasingly replace agricultural price supports, which should provide
efficient incentives for agricultural pollution

abatement. Environmental policies at both
the European Union and national levels will
increasingly address agricultural water pollution problems by imposing mandatory
"codes of good agricultural practices."
Monitoring and enforcement will be facilitated by more sophisticated administration
and information systems to register land
uses and other activities of a shrinking population of full-time farmers. Still, there is
much to be learned concerning agricultural
pollution control and the effectiveness of
various mixes of measures. Empirical work
on alternative control policies currently is
too limited to devise informed "packages of
good control measures." It is therefore
important for many control approaches to
be pursued in greater detail and to be more
closely evaluated. IF&DI
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Using Warehouse Receipts in Developing
and Transition Economies
R I C H A R D L A C R O I X AND PANOS V A R A N G I S

Warehouse receipts provide an
important addition to the store
of negotiable instruments in a
country's financial sector.
They can be especially useful
in developing and transition
economies where new market
instruments need to be created.

W

AREHOUSE receipts, negotiable instruments backed by
the underlying commodities,
are an integral part of the marketing and financial systems of most industrial countries (see box). The overall
efficiency of markets, particularly in the
agribusiness sector, is greatly enhanced
when producers and commercial entities
can convert inventories of agricultural raw
materials or intermediary or finished products into a readily tradable device. Since
warehouse receipts are negotiable instruments, they can be traded, sold, swapped,
used as collateral to support borrowing, or
accepted for delivery against a derivative
instrument such as a futures contract.
Unfortunately, the use of warehouse receipts is limited in many developing and
transition countries because of institutional
and structural shortcomings, among which
the most prevalent are the following:
• lack of incentives for the development
of a private storage industry owing to

government intervention in agricultural
markets—usually by setting support prices
that take insufficient account of price variations over time or in different regions to
allow for profitable storage;
• lack of an appropriate legal, regulatory,
and institutional environment to support a
system of warehouse receipts; and
• limited, if any, familiarity of the country's commercial, including its banking,
community with warehouse receipts.

Benefits
It is worth trying to overcome these constraints, since a well-functioning system of
warehouse receipts has important economic benefits.
Warehouse receipts provide farmers with
an instrument that will allow them to
extend the sales period of modestly perishable products well beyond the harvesting

Uses of warehouse receipts in the United States
In the United States, warehouse receipts are
used for four primary purposes:
• as collateral for standard nine-month loan
programs, backed by government guarantees,
provided through the US Department of
Agriculture (farmers use this post-harvest
inventory financing to ease their cash-flow
constraints and to facilitate the marketing of
their crops);
• as inventory documentation for
government-owned grain—for, instance, in
the US government's strategic reserves—that
is stored in privately owned warehouse space;
• as a means of making collateral out of
crops held in commercial storage (by, for

Richard Lacroix,
a Dutch national, is a Consultant to the Agricultural and Regional
Development Operations Division of the World Bank's Central Europe
Department.
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season. When delivering the product to an
accredited warehouse, the farmer obtains a
warehouse receipt that can be used as collateral for short-term borrowing to obtain
working capital. That way, the farmer does
not need to sell the product immediately to
ease cash constraints. Of course, this option
will be attractive only if the farmer expects
that seasonal price increases will make it
worthwhile to store the product and sell
it later. Unfortunately, governmental price
supports are often structured in such a way
that these expectations are not met. Rather,
owing to governments' efforts to decrease
price volatility and "stabilize markets," support prices are frequently fixed for most of
the period between harvests and, on top of
that, are set uniformly for the entire country. Moreover, real interest rates are often
very high in developing and transition
countries, making borrowing against

instance, grain milling companies); and
• as delivery documents that are acceptable
for trading on futures exchanges, against letters of credit in payment for exports, etc.
The relative importance of each of these
uses depends upon market conditions—
principally prices and the sizes of inventories
and carryover stocks. The usefulness of warehouse receipts in the economy has been well
established—for example, it is widely recognized that the United States would have found
it difficult to manage and liquidate the huge
grain inventories its farmers accumulated during the mid-1980s in the absence of a system of
warehouse receipts as negotiable instruments.

Panos Varangis,
a Greek national, is an Economist in the Commodity Policy and Analysis
Unit of the World Bank's International Economics Department.
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How a system of warehouse receipts works

inventories infeasible. This occurs because
it is unlikely that borrowing costs can be
recouped through seasonal price increases,
even in the absence of other pricedampening measures.
The availability of secure warehouse
receipts may, however, allow owners of
inventories to borrow abroad in currencies
for which real interest rates are lower, particularly if loans are made against inventories of an export commodity, thereby
hedging against the foreign exchange risk
of foreign borrowing. This practice is followed in Kenya and Uganda, where coffee
stocks are often financed in pounds sterling. Also, since high real interest rates are
often linked to perceived risks, particularly
when it concerns agriculture, secure warehouse receipts may reduce risk and lead to
lower lending rates.
Correctly structured warehouse receipts
provide secure collateral for banks by assuring holders of the existence and condition
of agricultural inventories "sight unseen."
Warehouse receipts can be used by farmers
to finance their production, and by processors to finance their inventories. If there is a
default on any obligation guaranteed with
the warehouse receipt—for instance, a
bank loan—the holder has first call on the
underlying goods or their monetary equivalent. Collateralizing agricultural inventories
will lead to an increase in the availability of
credit, reduce its cost, and mobilize external
financial resources for the sector.
Warehouse receipts contribute to the creation of cash and forward markets and thus
enhance competition. They can form the
basis for trading commodities, since they
provide all the essential information needed
to complete a transaction between a seller
and a buyer. Their availability will thus
both increase the volume of trade and
reduce transaction costs. Since buyers need
not see the goods, transactions need not

take place at either the storage or the
inspection location. Indeed, with a functioning warehouse-receipt system, commodities
are rarely, if ever, sold at the warehouse
proper. A transaction can take place informally or on an organized market or
exchange. In either case, the warehouse
receipt forms the basis for the creation of
a spot, or cash, market. If transactions
involve the delivery of goods on a future
date, warehouse receipts can form the basis
for the creation of a forward market and for
the delivery system in a commodity futures
exchange. A broader benefit of warehouse
receipts is that they increase the confidence
of participants, particularly those in the
private sector, in market transactions.
A warehouse-receipt system provides a
way to reduce gradually the rok of government agencies in agricultural commercialization. Government intervention in
agricultural markets usually has two main
objectives: to support prices, by buying
directly from producers, and to guarantee a
measure of food security. In order to support prices, governments can accept warehouse receipts when prices drop below a
support floor, rather than taking delivery of
physical inventories—a system similar to
the loan rate system used in the United
States until recently. Since warehouse
receipts guarantee the existence of stocks,
governments can achieve their foodsecurity objectives by merely holding these
receipts. The private sector will be responsible for purchasing, storing, and disposing
of the physical stocks. When private sector
initiatives designed to protect market
participants against price fluctuations
develop—for instance, through hedging in
a futures market—the government will no
longer need to play a role in this area.
Warehouse receipts can be combined with
price-hedging instruments. This combination provides lenders with secure collateral,

in the form of warehouse receipts, and puts
a minimum value on it, through the hedging
operation. For example, the PTA Bank in
Kenya finances coffee exporters by taking
their warehouse receipts as collateral and
also offers them a put option, purchased at
the London Commodity Exchange, that
guarantees sellers a minimum price for the
coffee they have in storage. By assuring a
floor price for the stored coffee, the PTA
Bank can provide finance for a higher percentage of the value of coffee than it could
justify in the absence of the floor price.
Banks will often advance 80-90 percent of
the value of the transaction if it is hedged,
but only 50-60 percent if it is not.

Preconditions for viability
In order for a warehouse-receipt system
to be viable, the economy within which it
operates must meet certain conditions:
The legal system must support pledge
instruments, such as warehouse receipts, as
secure collateral. The pertinent legislation
must meet several conditions:
• warehouse receipts must be functionally equivalent to stored commodities;
• the rights, liabilities, and duties of each
party to a warehouse receipt (for example a
farmer, a bank, or a warehouseman) must
be clearly defined;
• warehouse receipts must be freely
transferable by delivery and endorsement;
• the holder of a warehouse receipt must
be first in line to receive the stored goods or
their fungible equivalent on liquidation or
default of the warehouse; and
• the prospective recipient of a warehouse receipt should be able to determine,
before acceptance, if there is a competing
claim on the collateral underlying the
receipt. The lack of an appropriate legal
environment is probably the single most
important constraint on the creation and
acceptance of warehouse receipts in many
Finance & Development / September 1996
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developing countries and in most countries
in transition.
Operational conditions must be conducive to the creation of a warehousereceipt system and include the following:
• reliable warehouse certification, guaranteeing basic physical and financial
standards;
• the existence of independent determination and verification of the quantity and
the quality of stored commodities, based on
a national grading system (with inspection
of warehouses and stored commodities performed, in most cases, by the private sector
under license from a government body—for
agricultural goods, usually the ministry of
agriculture); and
• the availability of property and casualty insurance.
The integrity of the system must be
assured through performance guarantees. A
key prerequisite for the acceptability of
warehouse receipts by the trade and by
banks is the existence of a performance
guarantee for warehouses, assuring that the
quantities of goods stored match those specified by the warehouse receipt and that their
quality is the same as, or better than, that
stated on the receipt. Without this guarantee, farmers and traders will be reluctant to
store their crops, and banks will be hesitant
to accept warehouse receipts as secure collateral for financing agricultural inventories.
The unavailability of performance guarantees—for instance, because of the absence of
reliable inspection and certification—may
occasionally lead to second-best solutions.
For example, in Brazil, a system of warehouse receipts operates that is limited to
products stored in bank-owned warehouses.
Performance guarantees are usually
posted as insurance bonds, which are sometimes supplemented, as in many US states,
with an indemnity fund. These funds are
created through contributions of participating warehousemen, collected as part of the
fees they charge for their services. The
funds are used either alone or as a secondary guarantee alongside insurance
bonds. In the latter case, they reduce the
cost of the main guarantee instrument, the
insurance bond, making the provision of
guarantees accessible to smaller warehouses. This broadens the market for warehouse services and increases competition in
the storage industry.

Poland's system
Some of the principal issues involved in
developing and transition countries' efforts
to introduce systems of warehouse receipts
may be most easily explained by looking at
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one country's experience in some detail.
Consider the case of Poland. The restructuring of Poland's agricultural sector
during economic transition resulted in,
among other things, the breakup of cooperative marketing structures and of the country's marketing and processing monopoly
for cereals, as well as the creation of a
government-owned marketing agency for
agricultural products, the Agencja Rynku
Rolnego (ARR), that is modeled on the US
Commodity Credit Corporation. The ARR
is to assist the emerging private sector with
agricultural marketing while attempting to
minimize expected disruptions during the
transition period. As yet, there are few
alternative marketing channels in the agriculture sector, particularly for grains; and,
hence, for the moment there is no orderly
way to withdraw the ARR from the market
without disrupting trade. The rural finance
sector is dominated by a state-owned agricultural bank, the Bank for Food Economy,
which pursues traditional policies of support for production and investments.
High risks, limited familiarity with agriculture, and the absence of appropriate
lending vehicles keep the emerging banking sector, by and large, from venturing into
agriculture and the rural economy in general. The legislative process that will lead to
creation of the legal underpinnings of
pledge instruments, such as warehouse
receipts, is currently under way. And,
finally, there is abundant underutilized storage capacity in Poland—much of it
still in public hands—but the relevant facilities mostly lack the appropriate physical
infrastructure and the financial wherewithal to guarantee the condition of the
stored commodities.
Pilot project. The US Agency for
International Development is funding a
pilot project that aims at introducing
warehouse receipts in Poland using a nongovernmental organization—the United
States' Volunteers in Overseas Cooperative
Assistance—as the executing agency. A
task force to examine the issues and propose solutions appropriate for Poland has
been created that encompasses all stakeholders—farmers, warehousemen, regulators and legislators, lending institutions,
and insurance companies. The pilot project
called for the examination of 100 grain elevators, from which 20 were chosen to participate in the project based on their
management practices, the condition they
were in, and their financial situations. They
are spread over the entire country. Eighteen
of the elevators chosen are private, and two
belong to ARR.

The project has created an interim system of examination and inspection of warehouse facilities that is to be succeeded by a
nationwide system. In addition to examination and inspection, the project calls for the
design of standards for the commodity
stored in cases where existing storage standards are deemed insufficient. While the
ongoing activities in inspection and examination are sufficient to support a pilot project, they need to be broadened to include
nationwide application of the warehousereceipt system. In particular, private companies need to be involved in inspections
and quality assessments called for by a
government authority.
Legal issues. A new law on collateral
has been discussed in parliament and has
been sent to a special committee that is
soliciting comments. Warehouse receipts
are considered pledge instruments under
this law. The law also supports the creation
of a central pledge registry, which will facilitate resolution of disputes owing to
competing claims before the lending or
acceptance of warehouse receipts takes
place. A draft law on commodity exchanges
has been prepared, under which warehouse
receipts are further defined, particularly as
instruments to facilitate commodity trade
by, among other things, supporting delivery
under futures contracts. In addition, a special warehouse-receipt act might be required
to complete the legal foundation for an
effective system of warehouse receipts.
Another issue related to warehouse
receipts in Poland is the implication of the
tax law on warehouse receipts. Under present Polish law, the Ministry of Finance has
the right to create "statutory tax liens," popularly known as "secret tax liens." These
liens have priority over previously registered mortgages or pledges, including warehouse receipts. As a result, creditors whose
loans are supposedly secured with registered warehouse receipts cannot be certain
that the value of their collateral will not be
eroded or eliminated by the debtor's failure
to pay taxes in the future. In contrast, in the
United States and Western Europe, the tax
authorities do not, with minimal exceptions,
have priority over previously registered
secured creditors. Also, under current
Polish law, if a warehouseman owes taxes,
the tax authorities have the right to seize all
goods in the relevant warehouse. This
applies even to stored commodities for
which the storing enterprise is merely the
custodian. Although these tax-related
issues do not make the use of warehouse
receipts impossible, they do make these
instruments less secure collateral than
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they would be in the absence of the proposed laws and may limit the acceptability
of warehouse receipts among banks and
other creditors.
It is noteworthy that the project is proceeding in the absence of a complete legal
foundation and in the presence of the threat
of the secret tax liens. This is possible
because the pilot project relies upon existing relations of trust between particular
participating warehouses and their banks.
Thus, the warehouse receipts to be issued
under the pilot project will, for the time
being, have a limited utility, confined as
they are to specific pre-existing relationships. Once a complete legal foundation is
in place, these warehouse receipts will
become the nucleus of a nationwide system.
Guarantees. Insurance bonds for warehousemen are expensive in Poland, because
the system of warehouse receipts is new and
somewhat risky. The high cost of compliance guarantees is particularly problematic
for small warehouses and is a serious barrier to new entrants into the industry. It is
typically much less of a problem for established, large operators such as ARR. The
system that Poland is currently designing

provides for a combination of insurance
bonds and an indemnity fund, which is to
be established as a mutual insurance fund
among the participating enterprises.
Recently, planning was initiated for a
World Bank project that aims at assisting in
the development of a warehouse-receipt system in Poland. The Bank's project is to
carry out three main functions: contributing
to the creation of the indemnity fund; assisting in the development of an enabling legal
environment; and supporting the development of warehouse licensing and inspection
systems and associated activities.
The Bank's contribution to the creation
of an indemnity fund will be in the form of
a contingent loan, the proceeds of which
will be available during the formative stage
of the fund. Private warehousemen will
charge a fee on every transaction and
deposit the proceeds in the fund. Thus, over
the duration of the project, the Bank's exposure will gradually diminish and ultimately
fall to zero, in step with the capitalization of
the fund—that is, as the fund grows,
reliance on the Bank's implied guarantees
will decline. The fund, which will cover
warehouses that are licensed and inspected,

will protect lenders against the risk of inefficient licensing, selection, and inspection of
warehouse facilities that can result in warehouse defaults.

Conclusions
For countries in transition and developing countries where commodity subsectors
have undergone liberalization, the quick
establishment of credit flows is crucial to
the success of reforms. Warehouse receipts
provide a method of collateralizing crops
and lowering the risk to the lender, thereby
lowering financing charges to the borrower.
In addition, warehouse receipts provide a
marketing tool to the emerging private sector, thereby allowing the orderly withdrawal
of the state from commodity marketing.
The experience of several developing
countries that have tried to establish
warehouse-receipt systems indicates that, in
order to work well, warehouse receipts need
a recognized basis in law, so that the ownership established by the receipt is not challenged. Equally important are provisions
for performance guarantees and the establishment of systems for warehouse inspection and crop-quality determination. iF&Dl
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Germany's Social
Assistance Program:
The Dilemma of Reform
CHRISTIAN THIMANN

Germany's social assistance
program is the subject of
intense national debate. Its
large and rapidly growing
costs do not make fiscal
consolidation easy and, more
important, it aggravates
Germany's most pressing
economic problem: structural
unemployment.

S

OCIAL assistance is a key plank in
Germany's comprehensive welfare
system. All German residents
(including non-nationals) who have
no source of income are entitled to receive
social assistance benefits. Income support
is also available to supplement earnings,
pensions, or unemployment benefits that
fall short of a level necessary for a basic,
"dignified" standard of living.
Spending on social assistance has risen
two and a half times as fast as GDP over the
past two decades, complicating Germany's
efforts at fiscal consolidation. But the main
problem lies deeper: social assistance may
be distorting work incentives and exacerbating Germany's structural unemployment
problem. Most of Germany's unemployment
(10.6 percent in May 1996) is seen as structural in origin. When recipients begin to
work, they almost immediately lose all or

part of their benefits. The withdrawal of
benefits is a kind of implicit taxation,
which, combined with explicit taxation
on earnings, may discourage low-income
workers from seeking employment.

Growing expenditures
Expenditures on social assistance in
Germany have soared over the past two
decades (Chart 1), primarily because of a
large increase in the number of recipients.
By 1994, nearly 2.5 million people were collecting social assistance. But the real value
of benefits has also increased significantly.
The average monthly allowance for an
adult is between DM 900 and DM 1,050
($60Q-$700), and benefits may be higher
for senior citizens, the physically disabled,
and expectant mothers. Children receive
50-90 percent of the basic adult allowance,
depending on their age.
International comparisons are difficult to
make. However, a recent comparative study
by seven ministries of labor in the European
Union shows that for a typical recipient, the
German benefit level—measured by the
average percentage of earnings replaced by
social assistance (the replacement rate)—is
significantly higher than in the United
Kingdom; roughly comparable to that in
Finland, France, and the Netherlands; and
lower than in Denmark and Sweden. The
work incentive problem stemming from
high effective tax rates is similar in all these
countries, however.

Recipients
One striking feature of the social assistance program in Germany is a decline in

the average age of recipients. For nationals,
the average age has fallen from 41 to 33
since 1972. This decline was due not to an
increase in the share of children, who
receive their own basic allowance, but to a
decline in the proportion of pensioners. The
proportion of recipients of working age has
increased substantially, from 39 percent of
the total in 1972 to 56 percent in 1994.
Single women make up 34 percent of
adult recipients—the largest group; 26 percent of recipients are single men; and 22
percent are single women with one or two
children. The widespread impression that
social assistance goes mainly to single parents or supplements low pensions for
senior citizens is therefore incorrect. The
main recipients are single adults without
children (60 percent), most of them of working age. Thus, the arguments below, particularly the calculation of effective tax rates,
concentrate on this group.

The welfare trap
Some recipients qualify for some social
assistance after finding work because their
earnings are so low. Others, however, lose
all benefits because their incomes are too
high for them to qualify. In both cases, the
combination of explicit taxation from the
income tax code and implicit taxation from
the withdrawal of benefits has a sizable
impact on disposable income.
The German income tax code was revised in 1996 following a Constitutional
Court ruling that none of the income needed
for minimum subsistence, assessed at DM
12,000 per year for a single person, could be
taxed. Exempting low incomes from tax

Christian Thimann,
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was also seen as a way to boost work incentives. Such a positive effect on labor supply
cannot be expected for social assistance
recipients, however, because the withdrawal
of benefits means that their overall effective
tax burden remains very high.
Social assistance benefits are adjusted
with changes in net monthly earned income
(gross income less social security contributions, taxes, and an allowance for employment expenses equivalent to around
10 percent of gross income), as follows:
• Less than DM 130: workers are entitled
to receive full benefits.
• Between DM 130 and DM 1,000: social
assistance payments are reduced by 85 percent of additional net income. In other
words, a DM 100 increase in net earnings
raises disposable income by only DM 15—
an implicit tax rate of 85 percent.
•Between DM 1,000 and DM 1,150:
social assistance payments are reduced by
the full amount of the increase in net
income, and the implicit marginal tax rate
is 100 percent.

• More than DM 1,150: workers are no
Even though Germany's tax reform
longer eligible for social assistance.
exempts all gross monthly incomes below
In addition to losing all or some of their DM 1,440 from income tax, the total
benefits when they take up employment, marginal burden for social assistance recipworkers with a gross monthly wage of at ients is still a staggering 73 percent. Lower
least DM 580 also become subject to social taxation in this income bracket leads to
security contributions and income tax (see higher after-tax income—which means the
table). When these deductions are added to loss of a greater proportion of benefits.
the loss of benefits, the total marginal tax As a result, the tax and benefit system disburden on the earnings of low-income courages Germans from taking up lowrecipients of social assistance is 73 percent, paying jobs or part-time work while they
on average. In the monthly income bracket are receiving social assistance, creating a
between DM 145 and DM 580, for example, "welfare trap."
the tax burden is 76.5 percent. The total
marginal tax burden rises to almost 80 per- Exiting social assistance
cent for monthly earnings between DM 580
What are the incentives to give up social
and DM 1,440. It reaches 90 percent for the assistance? What are the realistic job alterDM 1,440-1,650 gross income bracket natives for workers, and how do they combecause benefits are completely withdrawn, pare with social assistance benefits? These
aside from the allowance for employment questions are implicitly recognized in the
expenses (e.g., transportation and clothing). Lohnabstandsgebot—the principle that benThe marginal tax burden drops to 46 per- efits must be lower than wages, in keeping
cent for workers with gross earnings of with the view that social assistance is
DM 1,650 (DM 1,150 net) or more, who are meant to encourage people to get regular
ineligible for social assistance.
jobs. The government commission that regularly reviews the difference between benefits and wages uses the average net
Chart 1
earnings of unskilled blue-collar workers
Germany's social assistance program, 1970-94
in industry as the primary low-end bench1
Expenditures
mark wage, which it has found to be higher
than the social assistance benefits to which
single people, couples, and couples with up
Chart 2

Western Germany: Social assistance
entitlements and potential
wage earnings, 1996
(average monthly net earnin™^

Source: Statistisches Bundesamt, Zeitreihen zur Sozialhilfe, July 1996.
Detailed categories for western Germany only.
Income maintenance only. Although support to asylum seekers has not been paid out of the
social assistance budget since 1994, it is included here to make recent figures comparable
with historic figures.
1

2

"A"= Apprentice in retail or crafts sector.
"B"= Retail sector: unskilled employee.
"C"= Services sector: low-skilled employee/
crafts sector: unskilled worker.
"Off"= Official benchmark wage (unskilled worker,
industry).
Source: Statistisches Bundesamt, Lohnstatistik, and
author's calculations.
Note: The horizontal lines are the social assistance
entitlements for the groups indicated in the chart.
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Marginal explicit and implicit taxation as a function of gross monthly wage income, 1996
Gross
income
(deutsche mark)
(1)

Social security
contributions
(percent)
(2)

Marginal
income tax
(percent)
(3)

<145

0.0

0.0

145-580
580-1,440
1,440-1,650
>1,650

0.0
19.8
19.8
19.8

0.0
0.0
26.1
26.2

Net
income
(deutsche mark)
(4)

<145
145-580
465 2 -1,160
1,160-1,280
>1,280

Net income
less employment
expenses
(deutsche mark)
(5)

<130
130-522
420-1,040
1,040-1,150
>1,150

Withdrawal of social
assistance benefits
Effective marginal tax
as percentage of income
on gross income 1
Net income
Gross income
(percent)
(6)
(7)
(8)

0.0

0.0

0.0

85.0
85.0
100.0
0.0

76.5
59.7
44.1
0.0

76.5
79.5
90.0
46.0

Sources: Ministry of Finance, Ministry of Labor and Social Affairs, and author's calculations.
Note: Columns 2,3, and 6 are derived from the schedules for social security contributions, income tax, and benefits withdrawal, respectively. Column 7
shows benefit withdrawal rates as a function of gross income. Column 8 combines these elements into an effective marginal tax rate.
1
Total effective marginal tax burden, consisting of social security contributions, marginal tax rate, and percentage by which gross income is reduced with
withdrawal of social assistance benefits.
2
Social security contributions are due on total gross income. Therefore, immediately above the threshold level of DM 580 gross, net income is actually
lower than under the threshold level.

to three children are entitled (Chart 2). The
commission has therefore concluded that
the gap between wages and social assistance benefits is generally wide enough.
This conclusion and the particular wage
selected as the benchmark are both open to
question, however. By using as its main
benchmark an economy-wide average wage
in industry, the commission is probably
overestimating the wages to which most
recipients of social assistance can aspire,
for a number of reasons.
First, the industrial sector pays the highest wages and is not an easy sector to enter
for workers who have been unemployed for
long periods. Former social assistance
recipients may find it easier to get jobs in
the services, retail, or crafts sectors; wages
in these sectors might therefore make
better benchmarks. Second, an economywide average wage is based not on entrylevel wages but on the earnings of workers
with an average number of years of employment in a given company—and earnings
strongly increase with the number of years
of employment in the same firm. As wage
statistics show, earnings for workers who
have been employed the longest by a given
firm are 40 percent higher than entry-level
wages for unskilled workers, and are 60
percent higher for white-collar workers.
However, recipients of social assistance are
likely to be earning entry-level wages when
they enter or re-enter the workforce. Third,
taking up full employment is not the only
alternative—and probably not even the
most relevant one—for a person on social
assistance. Many recipients may seek gradual entry or re-entry into the labor market,
be it in part-time jobs, in apprenticeships,
or on a contractual basis.
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The picture looks very different if these
factors are taken into account. The services
sector, for example, turns out to be a rather
unattractive alternative to social assistance.
At a gross wage of DM 2,300 per month, an
average entry-level wage in the services
sector, net income would be approximately
DM 1,560—just DM 500 more than the
social assistance entitlement.
Leaving social assistance for a regular
job—rather than an apprenticeship—is
least attractive for women. In a full-time
regular job in the retail sector, for example,
monthly earnings would be only about
DM 500 higher than social assistance benefits. If a woman has a child, the difference
between social assistance and earnings
narrows to DM 300 per month, because tax
relief plus cash benefits for the child are
lower for working mothers than the social
assistance benefits provided to unemployed
mothers. A woman with two children who
takes a job may even see her disposable
income go down.
In sum, the official benchmark wage for
measuring the wage-benefits difference is
"insider" oriented. It reflects whether a person in an average full-time job—an
insider—has an incentive to quit his or her
job voluntarily and file for social assistance. More relevant for the question of
exiting social assistance, however, is the
"outsider" perspective: what wages can
recipients of social assistance—people
without jobs—hope to earn? In many cases,
wages and benefits are so close that there is
practically no incentive to get a job.

Reform constraints
Reform of social assistance is subject to
many constraints, making it very complex.

The system must be needs-based; benefits
must be generous enough to allow for a
decent standard of living; the system must
only temporarily support those who are
capable of working and help them find their
way (back) into the workforce—while supporting, indefinitely, workers unable to find
jobs. These constraints have important
implications for the schedule of benefits
withdrawal. Roughly speaking, full support
for the needy with absolutely no other
source of income means monthly benefits
of around DM 1,100—and there may be no
benefits for those with sufficient incomes
(meaning incomes above DM 1,100). The
result: a 100 percent effective marginal tax
rate. Whether or not recipients work, disposable income is always DM 1,100.
To increase work incentives, benefits
would have to be reduced—or provided to
those with net monthly incomes over
DM 1,100 so that earnings from work would
boost disposable income. Both options face
political opposition, the first because it
could be regarded as undermining full support for the needy, the second because it
could be regarded as extending eligibility to
those who are not in need and as increasing
the permanent cost of social assistance.

Possible steps to reform
Nevertheless, two measures could be
taken (and are actually being discussed) to
help the social assistance system achieve
its aim of fully supporting those in need
while encouraging recipients who can work
to do so:
• Withdrawing benefits over time—say,
three months after a recipient starts a new
job. The main reason recipients do not look
for work is that working does not raise their
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T
taking up employment may entail search
and setup costs (often before income goes
up), and daily expenses may also increase
once people go back to work. Withdrawing
benefits slowly would make it easier for
social assistance recipients to cover these
transition costs and see—at least at the
beginning—a clear "work bonus" in the
form of an increase in disposable income. In
the long run, this measure should not necessarily increase the fiscal burden of social
assistance if it is effective in motivating
recipients to enter the labor market.
The potential for moral hazard—the risk
that recipients may take up and then deliberately quit employment to get benefits
again—is probably small (and could also
be legislatively prevented). Experience
shows that there are virtually no incentives
for workers to quit and enter the social
assistance system: they lose social status,
reduce their net earnings, and also forgo
potential increases in earnings. In fact, people usually enter social assistance because
of adverse circumstances (e.g., unemployment, divorce from the wage earner, long
illness). Thus, efforts should be focused not
on discouraging people from entering the
social assistance system but on finding
ways to encourage recipients to exit.

• Making child allowances consistent for
low-income workers and social assistance
recipients. Although the 1996 tax reform
increased cash benefits for children, they
are still considerably lower than the
allowance under the social assistance system. For example, the head of a low-income
household with two children receives a
monthly cash benefit of up to DM 936 for
the children if collecting social assistance—but only DM 400 if working. This
problem is similar in other European Union
countries; it implies that the replacement
rate can increase by 30-40 percentage
points with one or two children and, for
low-income earners in some Scandinavian
countries, can even exceed 100 percent.
The idea behind these substantial differences in child benefits is clear: recipients of
social assistance are assumed to have no
resources at all for their dependent(s) and
therefore receive a full cash benefit for
them. Regularly employed workers, by contrast, are assumed to have sufficient
resources, so that the tax allowance is
intended merely to supplement income.
But, given the low wages for women who
enter, for example, the services or retail sectors, this is not always the case.
Reconciling the differences between
social assistance benefits for children and

NEW FROM THE INTERNATIONAL MONETARY FUND

allowances for children under the tax
law—for example, by increasing the tax
allowances and cash benefits for single parents, in particular those with older children—will increase the gap between the
net position of a family or a single earner
with children and a recipient of social assistance. The German government planned to
take measures to increase child benefits,
but put the plan on hold because of the
need to lower the fiscal deficit to meet the
Maastricht criteria for entry into the
European Monetary Union. The measures
were targeted at publicly sharing a greater
part of the costs of rearing children. The
external effects an increase in child benefits
would have—by widening the gap between
regular earners with children and social
assistance recipients—further justify such
measures and might even offset some of the
budgetary costs. In particular, an increase
could significantly help single women with
children to take up employment. IF&DI
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A Reform Proposal for Costa Rica's
Pension System
ASLI D E M I R G U g - K U N T A N D A N I T A S C H W A R Z

Costa Rica's public pension
system, like those of many
other countries, faces long-run
financial problems. As its
authorities consider reform,
they should bear in mind that
although a radical approach
inevitably entails higher
initial costs than a gradual
approach, the benefits of the
former may make it worth
pursuing.

Mi

ANY developing countries are
grappling with pension reform in
the face of growing pressures
from aging populations. The typical systems are defined benefit, pay-asyou-go schemes in which contributions and
benefits are weakly linked. (For background information, see the three articles
on pension reform that appeared in the
June 1995 issue of Finance & Development)
Consequently, the schemes usually run into
financial difficulties, pose a large fiscal burden for future generations, and are typically quite inequitable in their impact. The
question facing policymakers is how to
reform the pension system and address the
transitional costs associated with such
I

reform. Cost Rica provides a good example
of the problems of a traditional public pension scheme and the policy options facing
the government.

The present system

The Costa Rican Social Insurance Fund
(CCSS, the main social security institution),
was established in 1941 to provide compulsory social insurance coverage for employees on old-age, disability, and survivor
pensions, as well as sickness and maternity
benefits. CCSS covers 45 percent of the
working population, insuring both public
and private workers. The table summarizes
the main features of the CCSS system.

In general, the current system is too
costly to be sustainable in the long run. On
the one hand, the contribution rate—a total
of 7.5 percent of an employee's salary—
is quite low by international standards.
Contribution rates in pension systems in
Latin America and the Caribbean, for example, average 10.5 percent, and rates are even
higher in the industrial countries, where
they average 16.3 percent. On the other
hand, targeted replacement rates (the percentage of a retired person's wage that is
replaced by a pension) are very high. A
worker with 40 years of service can expect
a replacement rate of over 80 percent. This
compares with an average replacement rate

Main features of the Costa Rican
Social Insurance Fund pension system
Contribution rate

Employees: 2.50 percent of wage
Employers: 4.75 percent of wage
Government: 0.25 percent of wage

Retirement age

Women: 59 years and 11 months
Men: 61 years and 11 months

Pension base

Highest 48 months during last five years

Replacement rate

60 percent of base plus 0.0835 percent for each month over 20 years

Vesting requirement

20 years

Minimum pension

80 percent of minimum wage

Maximum pension

706 percent of minimum wage

Inflation indexation

Ad hoc

Survivor pensions

70 percent of pension for spouse after two years of contributions

Disability pensions

Same as old-age pension after three years of service

Source: Asli Demirgug-Kunt and Anita Schwarz, 1995, "Costa Rican Pension System: Options for
Reform," World Bank Policy Research Working Paper No. 1483 (Washington).
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of 50 percent in industrial countries.
Although inadequate inflation indexation is
used to lower the actual replacement rates
and ease the financial burden on the state,
this practice significantly erodes retirees'
living standards as they age. The retirement age, which was recently raised to 60
and 62 years for women and men, respectively, is also relatively low. Lax regulations
have allowed individuals to use disability
pensions as a very generous early retirement system; one-third of pension recipients claim disabilities compared with less
than 10 percent in most other countries.
Despite the low contribution rate, the
CCSS suffers from extensive evasion, since
the weak link between contributions and
benefits leads contributors to view the system as a tax on labor. Private sector
employees, especially, evade the system
either by not contributing or by underreporting their incomes during most of
their career. Since pensions are based on
salaries during the last five years before
retirement, individuals report much higher
incomes in these years to qualify for the
maximum pension. Furthermore, the poor
investment performance of the CCSS'

Chart 1

Government costs

reserves worsens the funds' financial problems—real returns on pension investments
have been either low or negative, shrinking
the fund in real terms.
In Costa Rica, as in most countries, the
long-run prospects for financial viability
are dominated by demographics. Owing to
the longer life expectancies and lower birth
rates that accompany higher incomes, the
ratio of the number of people of retirement
age to the number of people of working age
increases over time. In 1990, there were nine
individuals of working age for every individual of retirement age, suggesting that
if each of the former contributed 7.5 percent
of his or her average wage, the resulting
contributions could support a pension
worth about 66 percent of the average wage
for each retiree. However, by 2070, there
will be only two workers per retiree, which
would mean that the same 7.5 percent contribution would be able to support a pension worth only 14 percent of each retiree's
average wage.
This demographic change clearly will
translate into higher contribution rates,
lower replacement rates, or budget deficits
for the government. The cost to the govern-

ment if both the contribution rate and the
benefit rate remain unchanged would rise
from 2 percent of GDP in 1992 to 32 percent
of GDP by the year 2070.

Options for reform
There are two major reform paths Costa
Rica's pension system might take. The first
is a limited reform, which would involve
keeping the present system intact but making minor changes to make it both more
financially sustainable in the near term and
more equitable. The second is a more radical reform that would involve restructuring
the system to create a multipillar old-agesecurity system.
Limited reform would attempt to make
the system more financially sustainable by
raising the normal retirement age, raising
the contribution rate, decreasing benefits,
or better investing the system's reserves. It
should be noted, however, that all of these
reforms oriented toward maintaining financial solvency are likely to be successful only
in the short-to-medium term and are not
likely to provide long-term security.
Radical reform (essentially the model
described in the pension reform articles

Chart 2

Average benefits paid under different
reform proposals

(with no deficit financing from the government)

Source: Demirguc-Kunt and Schwarz, 1995, "Costa Rican Pension System: Options for Reform," World Bank Policy Research Working Paper No. 1483.
1
As of July 12, 1996, C 1=US$0.0046.
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that appeared in the June 1995 issue of
Finance & Development) would involve
instituting a mandatory fully funded,
defined-contribution pillar, through which
individuals could save to provide income
for when they are retired or unable to work.
This pillar would be supplemented by a
public pension system, much smaller than
the current one, that would provide a social
safety net. Finally, the third pillar would
consist of optional but funded companybased or occupational pension schemes and
voluntary savings in the form of bank
deposits, marketable securities, and investments in real assets.
The costs and characteristics of the two
strategies depend on the specific components chosen. While limited reform
could consist of raising the retirement age, lowering benefits, or raising contribution rates, we assume
that only the retirement age is
raised—to age 65—in our judgment, the least politically sensitive
option in Costa Rica (Chart 1).
Radical reform can include more
options. The proposal considered
here is fairly expensive. We assume that all
individuals aged 65 and above would
receive a pension worth 50 percent of the
minimum wage, or about 25 percent of the
average wage, funded from general government revenues; and individuals and employers would contribute a combined 7.5 percent
of earnings to a mandatory savings pillar.
The limited reform would save money,
but would still entail relatively high costs
over the long term. The universal pension
to be provided under the radical reform
would also entail rising costs owing to the
aging of the population. However, these
costs could be lowered by restricting pensions to those who had contributed to the
pension system or only to those whose
incomes fell below the poverty line. At first,
the multipillar system pays less because
retirees will have accumulated savings for
only 10 years. But over the longer term, the
radical reform results in higher benefits
than either the current system or the limited reform plan (Chart 2).

The transition
In any pension reform, the design and
management of the transition is a crucial
issue, with potentially large consequences
for the stability, equity, and political acceptability of the reform. In Costa Rica, an
immediate change to a new pension system, particularly a pension system which is
substantially different from the existing
one, would result in gross unfairness to
46

some current workers and jeopardize the
political acceptability of the reform. An
appropriate regulatory framework would
also have to be put in place. As with the
reform options, there is a wide choice of
transition options with considerable variance in costs.
One possibility would be to calculate
what the government already owes each
current contributor and pensioner, and then
have the government transfer that sum to
the respective individuals. Another option,
which would be more costly, is for the government to allow all individuals in the
existing plan to remain in that plan with
the current level of contributions and benefits, but mandate that all new contributors

''In Costa Rica, as in most
countries, the long-run
prospects for financial
viability are dominated
by demographics."
join the new plan. This option (see lower
panel of Chart 1) is more costly since workers would continue to accumulate service
credits for benefits that were not covered by
their contributions. Many other options
exist, including allowing the old plan to
operate for those over a particular age but
mandating that all younger workers transfer to the new pension system. While the
cost of radical reform with the high-cost
transition option built in is higher than the
cost of limited reform at first, the future
pension cost for new entrants to the labor
force will be substantially lower under radical reform. Choosing a less costly transition
option would, of course, substantially lower
total costs under radical reform.
The radical-reform solution we are
proposing results in lower costs and higher
benefits than our limited reform proposal
in the long term, thus providing both the
government and covered employees with a
win-win solution. In the medium term, however, transition costs may result in higher
total costs under radical reform.

Conclusion
Should transition costs deter countries
from choosing the best long-term strategy?
While the answer may depend on each
country's particular circumstances, there
are additional long-term advantages to pursuing radical reform that are hard to quantify but may be sufficient to outweigh the
medium-term disadvantages:

• More poverty alleviation is achieved
than under the original pension system,
which provided relief only to aging workers
in the formal sector. Furthermore, tax revenues taken from the whole population will
provide benefits to the whole population
rather than to a select group. This improves
equity as well as providing a more efficient
social safety net.
• Incentives for evasion and for decreased labor force participation are
reduced—those who do not participate in
formal labor markets and who do not contribute or who contribute very little, receive
low pensions.
• Pay-as-you-go schemes in countries
likely to experience major demographic
changes require sharply rising payroll taxes to remain solvent, all
things being equal, which undermines employment in the formal
sector and labor competitiveness.
Arresting this dynamic through
pension reform should increase
both employment and the productivity of labor.
• Capital market development is
strengthened, making long-term capital
available for both public and private sector
investment. In addition, improved incentives for better management of pension
funds can raise returns, and hence workers'
benefits, significantly.
Thus, despite the initial high costs of
radical reform, the benefits that can be
derived—long-term fiscal sustainability,
better pension benefits, an improved income distribution, fewer labor market distortions, and capital market growth—make
this approach well worth exploring. IF&DJ

Authors' note: After we submitted this
article to Finance & Development, the
Costa Rican government embarked on a
reform strategy similar to the radical
reform proposal the article describes. In
place of a universal pension, the authorities
are proposing to set up a contributory pension for the first pillar and a smaller
mandatory savings pillar, which is to be
instituted once an appropriate regulatory
framework is in place. These two pillars
would be complemented by additional contributions made by individual workers on a
voluntary basis.
This artick is derived from the authors' "Costa
Rican Pension System: Options for Reform,"
World Bank Policy Research Working Paper
No. 1483, June 1995 (Washington).
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Disparities in

Global
Integration
MILAN BRAGNBHATT AND
URI DADUSH

Thanks in part to the benefits
of global integration, more
developing countries are on
course to start catching up
with industrial countries. But
slow integrators run the risk of
falling further behind unless
they change their policies.

T

HE LAST decade saw an upswing
in the pace of global economic integration; the ratio of world trade
volumes to real GDP rose by
1.2 percentage points a year over 1985-94,
three times faster than in the previous
decade and faster even than in the 1960s.
Global foreign direct investment (FDI) also
surged, doubling as a share of world GDP,
to reach nearly $200 billion in the early
1990s. Developing countries as a group
participated in this trend, but there were
wide disparities in the pace of global
integration, with many countries becoming
less integrated with the world economy
during this period.

This is a matter of concern, since the
pace and level of integration are empirically associated with economic growth, and
there are good theoretical reasons to expect
integration and growth to be mutually
enhancing. That many developing countries became less engaged in the world
economy should not be cause for fatalism
or despair, however, because the evidence
indicates that government policies play a
large role in determining the extent to
which countries can draw on the benefits of
global integration for economic growth.
The experience of fast-integrating developing countries provides powerful practical
lessons for countries that want to expand
their engagement with the world economy
in order to enhance their growth performances. After all, some of today's fast integrators were yesterday's weak performers.

Measuring integration
Global economic integration can be measured in different ways. Here we focus on
the benefits of increased participation in
the world economy: exposure to new ideas,
technologies, and products; improved resource allocation; heightened competition
as a spur to achieving world standards of
efficiency; wider options for consumers;
and the ability to tap cheaper sources of

Milan Brahmbhatt,
a UK national, is a Senior Economist in the International
Economic Analysis and Prospects Division of the World Bank's
International Economics Department.

finance internationally. Our choice of indicators is eclectic, spanning a variety of
measures such as ratios of international
trade and foreign direct investment to GDP
(both indicative, among other things, of
openness to outside knowledge), creditworthiness ratings (a measure of access
to international capital markets), and the
share of manufactures in exports (an imperfect measure of a country's ability to
produce at world standards and absorb
technical knowledge).
Although the aggregate ratio of developing country trade (exports plus imports of
goods and nonfactor services) to GDP rose
strongly over the last decade, more than
three-fourths of the increase was accounted
for by just 10 countries. Indeed trade ratios
fell in 44 of 93 developing countries. Viewed
by region, trade ratios fell in sub-Saharan
Africa, were flat in the Middle East and
North Africa, and barely edged forward in
South Asia (Chart 1). One study (Coe,
Helpman, and Hoffmaister, 1995) found that
the size of spillovers from research and
development in industrial countries on productivity in developing countries rose as
developing countries imported more from
Organization for Economic Cooperation
and Development (OECD) member countries, and that such spillovers could account
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Chart 1

Trade expanded over
the past decades

(number of countries)

Changes in real trade/GDP
fnorren^

East
Asia

South
Asia

Fast integrators
Moderate integrators
Weak integrators
Slow integrators

6

3
2

Total

9

Ranking

Latin
Middle East
SubEurope and
America and
and North Saharan
Central
the Caribbean
Africa
Africa
Asia

3
5

5
5
9
2

2
4
2
5

2
10
10
14

5
2

21

13

36

9

2

Source: World Bank staff estimates.
1
Speed of integration of developing countries, early 1980s to early 1990s.

Chart 2

Investment is uneven
Foreign direct investment/GDP

Sources: World Bank data and staff estimates.

for most of the rise in developing countries'
total factor productivity during 1971-90.
Trade restrictions are a main source of
distortions between domestic and international prices and result in resource misallocations and reduced competition from
imports. Trade restrictions vary greatly
across developing regions despite the
widespread trend toward trade liberalization over the past decade. Tariffs in South
Asia, averaging around 45 percent in the
early 1990s, remain far higher than in other
regions, while those in the Middle East and
North Africa and sub-Saharan Africa—in
the 25-30 percent range—have shown little
48

change since the second half of the 1980s.
In contrast, many countries in Latin
America and East Asia, as well as several
in Central and Eastern Europe, have substantially reduced their average tariffs, to a
range of 10-15 percent.
The distribution of FDI across developing countries is also highly skewed. Eight
countries accounting for 30 percent of
developing country GDP garnered twothirds of overall foreign direct investment
flows during 1990-93. Regions with particularly low ratios of foreign direct investment to GDP included South Asia,
sub-Saharan Africa, and the Middle East
and North Africa (Chart 2). Over the past
decade, ratios of foreign direct investment
to GDP fell in 37 of the 93 countries studied;
nearly all of them were in sub-Saharan
Africa, Latin America, and the Middle East
and North Africa. Like trade, foreign direct
investment is a significant indicator of integration, in part because of its potential for
diffusing technology and skills. A recent
study (Borensztein, de Gregorio, and Lee,
1995) found that a 1 percentage point
increase in the ratio of foreign direct investment to GDP in developing countries during 1971-89 was associated with a 0.4-0.7
percentage point increase in per capita GDP
growth, with the impact varying positively
with educational attainment, an indication
of a country's ability to absorb technology.
Two other indicators that shed light on
disparities in integration are country credit
ratings and the share of manufactures in
exports. The credit ratings generated by
banks or rating agencies measure both
access to private capital markets and the
terms of that access. In those compiled by
Institutional Investor (March 1995) during
1993-95, over half of all developing countries were in the bottom quarter of the
range of possible credit ratings. These
countries, most of which had no access at

all to medium- or long-term private capital
markets, included half or more of the
countries in sub-Saharan Africa, Latin
America (chiefly Central America and the
Caribbean), Eastern Europe and Central
Asia (almost all the countries of the former
Soviet Union), and nearly half the countries
in the Middle East and North Africa.
Among those countries whose ratings were
in the next-to-bottom quarter, many had
some access to private markets but often
only at rates 500 or more basis points (that
is, 5 or more percentage points) over benchmark US rates. In contrast, countries in the
top quarter of ratings, all of which were
high-income countries, can typically borrow larger amounts relative to their economic size, and can borrow both more
cheaply (at rates that are 50 basis points or
less above benchmark US rates) and at
longer maturities.
The share of manufactures in total
exports may provide some information on
countries' access to gains from technology
transfer and their ability to produce at
world standards, although it also reflects
their stage of development and factor
endowments. Two-thirds of the 93 developing countries reviewed in our study had a
share of manufactured products in exports
of a third or less during 1983-92, while half
stood at less than 20 percent. Sub-Saharan
Africa's share of manufactured products in
exports was less than 10 percent, while the
Middle East and North Africa, and Latin
America and the Caribbean averaged 20-25
percent. These regions also experienced the
lowest rates of growth in shares of manufactured exports in total exports over the
past ten years.
To summarize these trends, we formulated a "speed-of-integration index" derived
from changes between the early 1980s and
the early 1990s in four of the indicators discussed above: the ratio of real trade to GDP,
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Integration speeds growth

the ratio of foreign direct investment to
GDP, Institutional Investor's credit ratings,
and the share of manufactures in exports.
The speed-of-integration index is the
simple average of changes in these four
indicators over the period, expressed as
standardized scores. Using levels of these
variables (but adjusting the trade ratios for
the size of countries' economies) yields a
level-of-integration index.
On the basis of the index, developing
countries are grouped in four quartiles
ranging from "fast integrators" (those with
the highest index values) through "moderate" and "weak" to "slow" integrators in the
lowest quartile (see Table 1). The "fast integrator" quartile contained most of the fastgrowing East Asian exporters, as well as
reformers such as Argentina, Chile, and
Mexico in Latin America; Morocco in the
Middle East; Ghana and Mauritius in
Africa; and the Czech Republic, Hungary,
Poland, and Turkey in Europe. At the other
end of the spectrum, the "weak" and "slow"
integrator quartiles included not only most
of the low-income countries in sub-Saharan
Africa but also many middle-income countries in Latin America and the Middle East
and North Africa.

Integration and growth
Chart 3 documents the empirical association between higher speeds of integration
and faster growth. The high-income countries and fast integrators among the developing countries achieved median per capita
GDP growth of about 2 percent a year over
the past decade. Moreover, the experience
of the fast integrators was not merely a
reflection of the gains made by the highgrowth East Asian countries, although the
latter were important. Excluding the East
Asian countries, fast integrators still
achieved median per capita growth of
1.5 percent a year, well above the rates

achieved by the other classes of integrators.
There was also an association between
growth during 1984-93 and the level of
integration prevailing at the beginning of
the period. This is consistent with studies
that have found growth to be positively
associated with open policy regimes. For
the most part, only fast-integrating developing countries saw their per capita
incomes converge toward industrial country levels over the past decade.
The positive effect of freer trade and foreign investment on growth is undoubtedly
one of the most critical factors explaining
the relation between integration and
growth. But this is only one part of the
story. Growth itself tends to promote integration. Imports rise faster than incomes,
as consumers satisfy tastes for a more

diverse range of products. The rising returns to capital associated
with faster growth lead to
increases in developing countries'
imports of capital goods. Fastgrowing countries attract more
foreign direct investment and
obtain better credit terms.
The close association between
growth and the speed of integration also suggests that both are
likely to be affected by a number
of common factors, including
changes in the external environment, the institutional setting, and
government policies. Policies that
are good for growth are also apt to
be good for integration, though some
aspects of policy will have particular relevance for integration.

Good policies count
Sound policies play an important role in
determining both growth and the speed of
integration. Policy reforms designed to
increase growth and stability are likely to
influence a country's speed of integration,
both directly and through their effect on
growth. Three types of policies affect the
speed of integration relatively quickly:
macroeconomic policy, trade and FDI
regimes, and telecommunications and
transportation infrastructure.
Macroeconomic instability may affect
integration directly, through its impact on
foreign direct investment, other foreign

^^^^•I^^^^^^^^HH^IHBI^^^Q^^I^^H^^I^^^^H^^^^^^I
^^^^^^B M hT»ff*T?*T»TiT*fiiTT<jffKi?n *i\ itvfftti* M^iT^T5^i N KI •ffiM'^MTTSn^^^^^^B
Integration policy and performance, 1984-93
(percent)

High-income
Fast
countries integrators

Developing countries
Moderate
Weak
Slow
integrators integrators integrators

CPI inflation 1
Change in CPI inflation
CPI inflation volatility2

3.63
-5.22
1.65

13.40
-2.81
7.24

16.86
-0.22
7.63

23.86
8.21
14.21

19.89
19.77
13.27

Black market premium
Real exchange rate volatility2

0.00
0.06

0.12
0.13

0.56
0.20

0.41
0.27

0.48
0.40

Per capita GDP
GDP volatility2

2.03
1.89

2.09
2.61

-0.40
3.09

-1.04
4.39

-0.92
3.60

-2.46
1.16
2.27

-2.37
1.88
2.31

-6.66
0.79
2.82

-3.70
0.38
2.79

-5.92
-2.54
4.53

Budget balance/GDP
Change in budget deficit
Budget balance volatility2

Sources: World Bank data and staff estimates.
Note: Contains data for 88 countries for which there were adequate tariff data. The balanced data
set for this sample allows comparison across policy areas, such as between macroeconomic and
trade policy. Values for integration classes are medians. Changes in inflation and budget deficit are
averages for 1981-83 and 1991-93.
1
CPI denotes consumer price index.
2
Standard deviation.

Finance & Development / September 1996

©International Monetary Fund. Not for Redistribution

49

capital inflows, and investment in the
export sector. A considerable body of
research in recent years has investigated
the adverse effects of uncertainty on investment. These effects are likely to apply particularly strongly to foreign investors, who
know less about the country than domestic
investors, have greater choice in pursuing
alternatives, and are likely to attach a
higher risk to a more unstable economy.
Countries that suffer from greater macroeconomic instability tend to be slower integrators (Table 2). Slow integrators have
generally had higher inflation, greater
exchange rate volatility, and particularly
adverse trade-to-GDP and FDI-to-GDP
ratios. Slow integrators also have had large
fiscal deficits, which are the most important source of macroeconomic instability.
Restrictive trade and FBI policies limit
integration by restricting imports and
inhibiting capital inflows. Trade restrictions
reduce the profitability of exporting relative
to serving the domestic market and blunt
incentives to adopt international standards
of product quality and process efficiency.
Higher tariff levels are thus associated with
lower trade-to-GDP ratios, after adjusting
for the tendency of big economies to trade
less relative to GDP. Because many foreign

investors operate complex international
supply networks, protection and its
associated red tape reduces a country's
attractiveness. In some developing countries
(for example, China, Hungary, and Malaysia
in recent years), foreign direct investors
account for a large share of exports.
The third policy area affecting the pace
of integration is the availability and proper
maintenance of adequate economic infrastructure, in particular telecommunications
and transportation facilities. High-quality
communications are essential for countries
that aim to participate in the globalized
production structures established by multinational corporations; to respond promptly
to rapidly changing market conditions in
industrial countries; or to participate in
new export markets for long-distance
services such as data processing, software
programming, back-office services, and
customer support.

Prospects
World Bank projections for developing
countries suggest that the income gap
between fast and slow integrators will
continue to widen over the next 10 years.
Though the growth performance of slow
integrators is expected to improve,
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compared with that of the last 10 years, in
the absence of an acceleration of economic
reforms, it is likely to remain well below
that of the fast integrators, including the
high-income countries. Other factors underpinning this projection are slow growth of
demand for primary commodity exports;
continued, though gradual, declines in commodity prices; and continued poor savings
and investment performance in many
slow integrators. The projections further
underline the need for a significant
improvement in the quality of policies in
the slow integrators. [F&D
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A

According to a folk saying, a single
c
fool can confuse a thousand wise men. Paul
Krugman has set himself the heroic task of
being the single wise man to confound a
thousand fools. Almost alone among academic economists, Krugman has, as evidenced by this collection of reprinted
articles, decided to debate today's popular
writers on international economics—Lester
Thurow, James Fallows, and others.
On the field of logical debate, Krugman
triumphs. He exposes the ineptness of the
"pop internationalists" in grasping both
concepts and data. The favorite pop shibboleth that Krugman demolishes again and
again is "competitiveness." Competitiveness is the idea that the leading industrial
nations are going head to head in the
"decisive war of the century," in Lester
Thurow's words. Krugman patiently
explains over and over again that nations
can mutually benefit from international
trade. He explains why a productivity gain
in one nation is not necessarily another
nation's loss and could well be its gain.
The pop internationalists even have
trouble handling simple accounting,
according to Krugman. In one hilarious
section, he describes how pop internationalists warn simultaneously that (1) US capital investment is being diverted to the
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(editors)
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(cloth).

low-wage developing nations, and (2) those
low-wage nations are running huge trade
surpluses that are destroying US industry.
Apparently, such pop internationalists
don't understand that it's impossible for a
low-wage nation, or any other nation, to
have a trade surplus and a net capital
inflow at the same time (domestic savings domestic investment - exports - imports).
Krugman shows that pop analysts also
have trouble handling the numbers, even
when they do understand the concepts.
The concept that capital could flow to lowwage countries is certainly respectable. But
how important quantitatively are such capital flows to today's industrial nations? The
great emerging markets boom of 1993,
with record capital flows from the First
World to the low-wage Third World,
reduced the growth of the First World's
capital stock by at most 0.2 percentage
points. Not exactly the stuff of First World
nightmares.
Krugman points out how amazingly little interest pop internationalists display in
the accumulated intellectual work on economic policy issues. This is not just
Krugman complaining about his own work
not being cited. The pop internationalists
apparently lack interest in any previous
thinking about economic issues by anyone,
behaving as if they actually had to invent
ideas from scratch. James Fallows finds little value in anything that has been written
about economic issues since Friedrich List,
a (justly) forgotten nineteenth-century
German economist. Just to do a quick
check on Krugman's complaint, I glanced
at the index of Lester Thurow's new book,
The Future of Capitalism. The ideas from

economics that are cited in the index (two:
factor price equalization and the "liquidity
trap") are outnumbered by the ideas from
the natural sciences (three: evolution, punctuated equilibrium, and plate tectonics).
This weakens my confidence in Thurow's
survey of economics in the late twentieth
century. Whether it's a good survey of the
natural sciences in the late twentieth century, I can't say.
What's sad about all of this is how hard
it's going to be for Krugman to win the
media war with the pop internationalists.
The media hordes show little interest in
either logical debate or hard numbers.
They show a lot of interest, however, in
Krugman's alleged grudge because he
didn't get Laura Tyson's job in the Clinton
administration. (Paul Krugman does
review a book by Laura Tyson in this volume. Contrary to legend, the review is
favorable.)
Reading Krugman's book raises larger
questions about the nature of intellectual
debate about economic policy in industrial
nations. Why do the media—and too often
policymakers as well—prefer warmongering metaphors to sober analysis, hysterical
predictions of doom to constructive policy
ideas, and Big Hair to Big Scholarship?
How can we criticize developing countries
for choosing bad economic policies when
the economic policy discussion in the rich
countries is so sophomoric? These questions remain unanswered. The optimist can
only hope that Krugman's valiant attempt
to interject sense into pop policy debates
will help matters. More economists should
imitate Krugman and join the fray.
William Easterly

.-his book provides a powerful and
heretical counterpoint to the standard literature on financial repression and liberalization. The debate on financial systems and
policy is joined through analyses of country experiences that are diverse in regard
to both the strategies employed and the
results achieved. The countries targeted are
from East Asia—where, except for the
Philippines, financial liberalization programs have succeeded—and Latin
America—where the results were

somewhat below expectations. Most crosscountry analyses—far from leading to any
acceptable generalizations—have focused
on the risks involved in making universally
applicable statements on financial policies
for developing countries trying to emerge
from repressed financial systems. This
book goes beyond this and rebuts the view
that financial repression is pernicious in all
situations.
The book shows the role of the state in a
new light by emphasizing "the pervasiveFinance & Development I September 1996
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ness of transaction costs and the role of the
organizations and organizational innovations in reducing them." This notion has
been imaginatively reinterpreted by
Haggard and Lee and applied to the development of the financial system. Operationally, this implies that, in a given
institutional setting, which may even happen to be a capitalist market economy, if
the costs involved in carrying out certain
financial transactions are higher than the
benefits, new organizations, including private companies, emerge that tend to reduce
these costs.
In its broad contours, this core idea is a
clone of Ronald Coase's famous proposition
that it is not easy for a country to move on
to a different public policy because of the
presence of market failures, unless that policy entails decidedly greater benefits than
costs. The editors put this issue very succinctly: "Just as the existence of market
failures does not necessarily warrant government intervention, so the existence of
government failures does not necessarily
mean that intervention is detrimental to
economic growth."
The theoretical underpinnings the editors have formulated do not contradict
the conventional wisdom that a country
must have an adequate institutional

infrastructure if a highly competitive, market-oriented financial system is to work
efficiently. This infrastructure must satisfy
an array of preconditions, ranging from a
system of laws and regulations to an effective information system, to adoption of
techniques designed to minimize costs of
financial intermediation and to reduce
uncertainty. But the principal question is
how this infrastructure can be established.
And here Haggard and Lee have something
novel to say. They argue, mainly on the
basis of their understanding of the Korean
and Taiwanese experiences, that "It is possible for an internal organization such as
an internal capital market to perform the
tasks required of the needed institutional
infrastructure more efficiently." In other
words, nonmarket institutions could be
built up to nudge the financial system
toward the market. In such a quasi-internal
capital market, the government, financial
institutions, and borrowing enterprises
become partners. The efficient allocation of
funds in such an organization is ensured
by the dependence of its clients on the markets (often the foreign markets), which act
as a check on the governments.
Will quasi-internal capital markets continue to be permanent financial features of
the economies that have already benefited

from them? Viewed in the light of what
Korea has done since 1993, this question
certainly appears to be a fundamental one.
Korea is committed to completely dismantling its interventionist regime by 1997-98
and to taking the classical path of liberalization in vogue all over the world. The editors, however, are alert enough to deal with
this emerging phenomenon. "Economic
development may," they argue, "itself affect
the efficiency of the quasi-internal organizations. As the economy becomes larger
and more complex, graduating from producing simple goods to more sophisticated
products, organizational failures are likely
to become more burdensome than the market failures." This means that the editors
view their theoretical framework as a transitional arrangement that is useful in the
initial stages rather than a permanent
architecture of the financial system.
Financial Systems and Economic Policy
in Developing Countries is certainly one of
the best books of its genre, with its main
theses well articulated, its empirical evidence ingeniously marshaled, and the political dimensions of financial liberalization
clearly and relevantly defined.
Deena Khatkhate
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Foreword by Ceslav Ciobanu, Minister, Ministry of Privatization, Moldova
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four types of privatization, including mass privatization, that are critical
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PaulJ. Nelson

The World
Bank and NonGovernmental
Organizations
The Limits of
Apolitical Development
St. Martin's Press, New York, 1995,
xiii + 235 pp., $49.95 (cloth).

Lhe World Bank and nongovernmental
organizations (NGOs) share the same overarching goal—poverty reduction in the
zones of turmoil and development where
85 percent of the world's people live.
Nearly 5,000 NGOs based in developed
countries are active in the developing
world. They provide support to some
twenty thousand indigenous voluntary
organizations. Together, they make up a
mosaic of bewildering diversity.
The resources and skills at the command of voluntary organizations complement those available in public sector
agencies. Thus, retrenching governments
have become frequent sponsors and

Jagdish N. Bhagwati and Robert E. Hudec
(editors)

Fair Trade and Harmonization
Prerequisites for Free Trade?
MIT Press, Cambridge, Massachusetts, 1996,
Volume 1, Economic Analysis, xi + 598 pp.;
Volume 2, Legal Analysis, vi + 492 pp.; $60 per
volume (cloth).

/ess than two years after the conclusion of the Uruguay Round of multilateral
trade negotiations, the world's liberal trading system is under renewed attack. The
contention that "fair trade" or a "level playing field" is a precondition for free trade is
so potent today that it is impossible to
ignore. For economists and trade policymakers alike, this two-volume study provides a timely, in-depth analysis and
critique of the arguments that are often
voiced challenging the principles underlying the newly established World Trade
Organization (WTO), the successor to the
General Agreement on Tariffs and Trade
(GATT). The study addresses two central
questions: Are differences in domestic
institutions and policies among trading
nations compatible with liberal multilateral
trading principles? And, is greater harmonization of domestic institutions and

purchasers of nonprofit organizations' services and, increasingly, cooperative relationships are being forged between the
government sector, the private sector, and
the voluntary sector. As a consequence,
NGOs have become frequent partners in
the design and execution of World Bankfinanced development projects.
Unfortunately, due to poor communications and policy differences, some important advocacy NGOs have opposed World
Bank programs. Paul Nelson's book,
characteristic of this branch of the NGO
movement, questions the relevance and significance of NGO-World Bank cooperation.
Noting that World Bank finance and
advice are used to connect developing
countries to the global economy, Nelson
portrays this role as inimical to the poor,
biased in its choice of instruments, and unresponsive to local needs. Acknowledging
that the World Bank has initiated important changes in its approach to poverty
reduction programs, he suggests that such
initiatives have not induced basic shifts in
focus away from orthodox economic principles. Faced with an upward statistical
trend in the number of NGO interventions
in Bank-financed projects, he finds fault

with the quality and scope of Bank-NGO
interaction. Confronted with the advent of a
World Bank participation learning group,
he charges that top-down, capital-driven
development models still dominate the
organization.
The book presents an internally consistent view of the author's belief system. Its
empirical basis is a set of interviews with
Bank staff and NGO informants conducted
in 1989 and 1990, supplementary conversations with staff, and a review of project
documents produced during 1990-93.
Paradoxically, the book relies heavily on
internal Bank reviews and on the highly
selective use of the World Bank's independent Operations Evaluation Department's
findings.
A full chapter is devoted to the dilemmas faced by NGOs in defining accountability for their own actions and in
preserving their independence while
depending on official resources for a growing share of their activities. This reflects an
awareness of the limits of voluntary action
and hints at the potential benefits of a genuine dialogue between advocacy NGOs and
official aid agencies.
Robert Picdotto

policies needed to sustain the present liberal world trading order? The evidence
assembled in these two volumes suggests a
resounding "yes" to the first question and
an unequivocal "no" to the second.

requires trade policymakers to be prepared
to deny trading opportunities to countries
with lower environmental and labor
standards unless those countries scale up
their standards. Other arguments are structural—for example, that the globalization
of the world economy reinforces the arguments for "fair trade."
Bhagwati also assesses the arguments
against diversity of standards, using examples from recent trade policy disputes. One
example is the notorious case brought to
GATT by the United States, which was
objecting to Mexican trawlers using purse
seines to catch tuna. Bhagwati acknowledges that success in convincing Mexico to
forgo the use of these seines could save dolphins. But, he asks, what about the economic implications? Giving up purse seines
could also reduce productivity in the tuna
industry and adversely affect Mexico's
growth and its capacity to generate
resources that could be used to increase
spending on other environmental problems.
Such implications must be assessed objectively as well.
Another insight of special interest is
how far "special and differential treatment"
(S&D) in favor of developing countries has
veered from its original conception under
the GATT articles, where it provided them

Economic Analysis

The first volume in the set addresses the
range of issues surrounding the new world
trading order that has emerged in recent
years. These are (1) the relationship of environmental standards and trade policy,
including the politically charged issue of
whether liberal trade regimes and open
global capital markets inevitably lead to a
"race to the bottom" in which competition
pressures industries to relocate to countries
where standards are the lowest; (2) the link
between the openness of an economy and
its labor standards; (3) the effects of diversity in tax systems on the benefits from
free trade; and (4) trade and competition
policy. A separate chapter examines the
main issues affecting trade between Japan
and Europe.
In a brilliant and overarching first chapter, Bhagwati reviews the arguments for
harmonizing institutional arrangements
among trading nations. Some arguments
are philosophical—for example, that a
sense of trans-border obligation to others
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with a virtual exemption from several of
GATT's disciplines and norms. Most
notable among these was a provision under
the GATT agreement's Article XVIII,
which authorized any developing country
to use import restrictions, provided GATT
concluded that these were needed to correct a balance of payments problem—an
approach that, in effect, went against the
spirit of the IMF's Articles of Agreement.
As policymakers globally came to
acknowledge the importance of sound
macroeconomic and appropriate exchange
rate policies for balance of payments
adjustment, and as economic development
strategies came to emphasize outward orientation rather than import substitution,
S&D was no longer considered a useful tool
for developing countries generally, except
perhaps for a few extremely poor countries.
Referring to the North American Free
Trade Agreement (NAFTA) negotiations,
Bhagwati worries that we may be entering
a new era of "reverse" S&D, attributable to
a fear that trade with the developing countries may hurt the real wages of low-skilled
workers in the industrial countries. This
fear led to attempts in the United StatesMexico negotiations on NAFTA to enforce
minimum wage increases and higher environmental standards in Mexico that had no
parallel in the earlier United States-Canada
negotiations. Is this asymmetry the beginning of a pattern in which the industrial
countries, in effect, seek greater concessions from developing countries than from
each other?
Indeed, there is little doubt that the "fair
trade" versus "free trade" controversy is
being argued most vigorously in the area of
labor standards. In their highly readable
chapter on international labor standards
and trade, which provides a valuable historical perspective, Drusilla Brown, Alan
Deardorff, and Robert Stern ask readers to
look beyond the impressionistic (and perhaps impressive!) political rhetoric. Using a
variety of trade models, they analyze the
economic case for international harmonization of labor standards and find it is rather
weak. They suggest that, in fact, a country's
position in international trade, as either a
net exporter or a net importer of those
goods most affected by labor standards, will
determine whether it should favor international standards that are high or low.
The authors note that the objective of
labor standards in high-income countries
may not, in fact, be to raise national welfare, but rather to protect their scarce production factor—that is, low-skilled labor.
Scaling up labor standards in low-income
54

countries will support this protectionist
objective, but only by lowering the welfare
of both the high-income countries and the
world as a whole.
This volume makes clear that the "one
size fits all" approach to harmonization is
inappropriate. It is "must" reading for all
those interested in getting to the bottom of
the "fair trade" debate. Professors
Bhagwati and Hudec have brought
together a set of papers that provides a
penetrating analysis that cuts through the
fog of intuitive half-truths obscuring the
current debate.
S.J. Anjaria

Legal Analysis
Volume 2 examines the relationships
between trade and environmental policy,
labor policy, and competition (or antitrust)
policy. Increasing tensions among trading
partners have been created by differences
in their domestic policies that, they believe,
create unfair advantages and distortions in
trade. Likewise, calls for using trade
restrictions as inducements for countries
with less rigorous standards in these areas
to raise them (or as penalties for not doing
so) have created increasing friction.
Although environment, labor, and competition policy objectives are no doubt
extremely important, the use of trade
restrictions to enforce them is not compatible with the present WTO framework.
Consequently, there is considerable debate
about whether that framework should be
changed to facilitate attainment of these
objectives.
The papers are interesting and fruitful
additions to the current debate and will
certainly help influence the future design of
policy. The legal analysis complements the
economic analysis of Volume 1. But one
does not need to be a lawyer to enjoy and
benefit from Volume 2. It does not aim to
present either a single comprehensive view
or an overall policy prescription, but rather
a variety of perspectives. Nonetheless, the
general thrust of most of the book is to
question the validity of a radical revision of
the WTO framework to cater to domestic
and social objectives. Some flexibility in
institutional procedures is advocated,
together with critical cost-benefit analyses
of the issues.
In the opening, general chapter, Frieder
Roessler correctly notes that the WTO does
not have the capacity either to judge the
political importance of domestic policy
goals or to promote positive harmonization. Thus, it would carry out its function
best by enforcing clear legal rights speci-

fied in market-access commitments. The
WTO could, however, offer flexible procedures under which these commitments
could be modified through negotiations
when governments wished to accommodate important social goals.
On the trade-and-environment debate,
Daniel Farber and Robert Hudec agree that
trade rules should not be allowed to interfere with needed environmental regulations
but express the view that the WTO is not a
serious threat on this score. Comparing
GATT's jurisprudence with the US
Supreme Court's decisions on the US
Constitution's interstate commerce clause,
they conclude that both institutions have
skillfully handled difficult cases of ostensibly neutral regulatory measures that have
a discriminatory purpose or effect. Indeed,
this reviewer agrees with the authors that
no legal test can satisfactorily resolve the
tensions between local autonomy and free
trade in all conceivable cases. Hudec suggests that GATT's Article XX should recognize the trade measures called for by
certain international environmental agreements. Governments could thus consider
trade policy perspectives in environmental
negotiations without asking GATT to
judge environmental policies.
On the trade-and-labor debate, Virginia
Leary presents an interesting history of
attempts to link trade with workers' rights
and urges that future discussions stress the
common ground for both parties to the
debate. But she also warns against the use
of social clauses as an excuse for protectionism, which has become a matter of serious
and vocal concern to most developing, and
some industrial, countries. She recommends
that primary emphasis be put on moral suasion through the International Labor
Organization (ILO), with WTO-authorized
sanctions reserved for the most serious violations and used only as a last resort.
Brian Langille takes a contrary view, noting the influence of government policies on
competition and arguing that trade negotiations must explicitly establish basic labor
rights. He points out that labor laws (such
as those covering collective bargaining and
specific conditions of employment) already
modify market-determined outcomes in the
light of political imperatives based on concepts of justice and individual autonomy.
Regarding harmonization of divergent
competition laws, Daniel Gifford and
Mitsuo Matsushita assert that difficulties
in this area—particularly as regards recent
disputes between the United States and
Japan—arise from failure of communication. They suggest that efficiency consider-
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ations should play a key role in the dialogue, in that non-enforcement of competition laws could be justified on efficiency grounds,
provided that WTO rules were not violated. This concept would
certainly appeal to economists, though perhaps not as strongly to
politicians. This reviewer found particularly striking the authors'
observation that, from the standpoint of efficiency, a variety of
domestic laws—especially US antidumping law—are candidates
for reform. Brian Hindley suggests that an agreement on competition policy could be achieved in relatively simple ways by applying GATT's Article XXIII to cases where GATT benefits are
nullified or impaired by anticompetitive government practices
that are not addressed under the country's laws. He is skeptical
that incremental gains would result from a more complicated
agreement on competition policy.
The volume's chapters generally do not endorse unilateral measures to achieve social objectives, and they question both the
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necessity for such measures and their efficacy. This is an important contribution to the debate, considering that unilateral measures are often the result of decisions to take the politically
expedient path instead of the more difficult and time-consuming
one of multilateral accommodation.
Given that "fairness" arguments often are associated with discussions about the trade effects of divergent domestic policies,
and are politically very potent, it is particularly useful that the
studies by Ronald Cass and Richard Boltuck investigate popular
views of "fairness." These chapters make it clear that "fairness"
arguments, as they are applied to many of the cases of international trade friction, leave much to be desired in terms of coherence, consistency, and objectivity.
Naheed Kirmani

Dennis L McNamara

Textiles and Industrial Transition in
Japan
Cornell University Press, Ithaca, New York, 1995,
xvii + 206 pp., $37.50 (cloth).

-Lie
ie restructuring of Japan's textile industry over the past 30
years has been phenomenal. Total production of natural fibers
dropped 50 percent between 1961 and 1990. Zensen, the Japanese
federation of textile and other unions, reports that since 1975,
employment has declined 55 percent in the spinning industry and
59 percent in the man-made fiber industry. The value of imported
textiles tripled from $5.5 billion in 1980 to $15.4 billion in 1990
and is now more than double the value of Japanese textile exports.
By following a process of "adjustment," the Japanese textile industry has tried to moderate this decline and redirect itself into more
profitable products and sectors. Japan is, for example, one of the
world's largest exporters of synthetic textiles.
Textiles and Industrial Transition in Japan winds its way
through the Japanese textile industry's adjustment experience,
providing a cogent explanation of how the "collective interests" of
individual companies and specific sectors have sustained a common commitment to the industry's survival. The Japanese textile
adjustment "story," as McNamara modestly calls it, is a study in
Japanese corporate philosophy. The story's cast of characters
spans the full range of Japanese industrial society, including textile "moguls" (the industry's leading spinners and synthetic-fiber
producers), "mavericks" (opportunistic upstarts), sogo sosha (general trading companies), and fashion houses, as well as the state,
the Ministry of Trade and Industry, owners' associations, and
labor.
The story line is that growing pressures from within Japan (rising costs of labor and energy, a more discerning consumer) and
from without (competition from lower-cost Association of
Southeast Asian Nations (ASEAN) and other offshore producers,
many of whom the moguls themselves helped spawn) threatened
jobs and the survival of highly leveraged textile companies and
forced the three principal parties involved—capital, state, and
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labor—to pursue a common course of
adjustment. The sharp rise of the yen
accentuated the pressure to adjust. While
the general perception has been that cooperation and mediation have prevailed
across the industry, there are numerous
examples of dissent and deviation. For
instance, efforts by the moguls to balance
supply and demand by scrapping spindles
have been countered by maverick spinners
seeking to expand and modernize spindlage in order to gain market share. At different times, the state tried to coordinate
adjustment through incentives and promotional programs, but its effectiveness is
debatable.
Some moguls opted out of the fray by
using their technological know-how and
financial clout to diversify into related
industries (such as chemicals and plastics).
For example, Kanebo, Japan's largest
spinner, oversaw a decline of textiles as a
percentage of total sales from about 75 percent in 1971 to 32 percent in 1992. Textile
producers similarly invested offshore, often
allied with their traditional sogo sdsha

Alberto Giovannini

The Debate on
Money in Europe
MIT Press, Cambridge,
Massachusetts, 1995,
xii -I- 373 pp., $40
(cloth).

A,,

Jberto Giovannini has been a prolific
and influential contributor to the debate
on money in Europe. His book on the
European Monetary System (EMS),
Limiting Exchange-Rate Flexibility,
coauthored with Francesco Giavazzi and
published in 1989, is still required reading
for anyone interested in the economics of
the EMS. This new book brings together
his other writings on European monetary
matters, including several well-known
papers on Economic and Monetary Union
(EMU). The earliest paper was written in
1985, the most recent in 1992. Reading
these papers together, some years after
they were written, one can appreciate more
fully how Giovannini's work both reflected
and affected the European debate.
In his 1990 paper on the transition to
monetary union, written just after the publication of the Delors Report, Giovannini
emphasized the risks of the long and open56

partners, in search of lower-cost production
bases, generous government investment
incentives, and new markets.
Strategies of product specialization were
likewise embraced and driven by efforts to
optimize value addition in an industry
characterized by slim profit margins. The
textile companies' clarion call was to mobilize their superior technology and efficiencies to make value-added textile products
for which proximity to market and consistent quality were worthy of a price premium. Japan's producers of man-made
fiber leapfrogged traditional cotton-based
mills by building much larger plants to
take advantage of economies of scale, procurement clout, and ready access to feedstocks traded at international prices.
Labor has had a history of going along
with owners' restructuring programs out
of loyalty to the firms (although this may
be changing). Workers' overriding concerns have been for company survival, job
security, and the terms of corporate and
government severance and re-employment
packages.

McNamara describes the sogo sdsha as
the "integrator" of the industry that helped
keep adjustment on course. Indeed, the histories of the Japanese textile industry and
the sogo sdsha are intertwined.
This well-written book is a storehouse of
useful references. It makes for compelling
reading for those interested in industrial
transition and, especially, for practitioners
and students of the Japanese and global
textile industries. While the success of the
adaptation of the Japanese textile industry
may not be clear-cut, McNamara suggests,
its experience could offer insights into similar challenges faced by other countries' textile industries or by various other "sunset"
industries in Japan and worldwide.
McNamara asserts that corporatist theory
helps to explain patterns of collective action
among competing interests—as have been
observed in Japan's textile industry—when
such action could determine whether a
declining industry survives or not.
Peter B. White

ended transition to EMU endorsed by the
report. The longer the transition, he
argued, the greater the probability of
exchange rate realignments, and these, he
said, would prolong the transition because
they would widen inflation rate differences
between the strong- and weak-currency
countries and thus prevent the convergence
of inflation rates that is the only rationale
for a long transition. The same point is
made in other papers, most of which were
written at a time when many European
economists believed that devaluations
could not affect real exchange rates
because they would merely validate expectations of continuing inflation. (There is
still an antipathy to exchange rate changes,
but for the opposite reason; as recent
episodes have shown decisively that devaluations can in fact influence real exchange
rates, they are now viewed as a threat to
the single market!)
In his 1990 paper on fiscal rules for a
monetary union, coauthored with Luigi
Spaventa, Giovannini provided the best
analytical case for using limits on deficits
and debts as entry conditions for EMU.
The paper is notable for emphasizing debt;
the Delors Report had recommended strict
limits on budget deficits but had paid less
attention to debt. I do not know how
strongly this particular paper affected official thinking, but it was, without question,

one of the first to focus on debt levels and
thus to recommend entry conditions resembling the conditions actually embodied in
the Maastricht Treaty.
The distinguishing feature of this book,
however, is Giovannini's use of quantitative
methods to answer basic questions raised
by the debate on money in Europe. The
questions actually answered are not always
the same as those posed initially. Nevertheless, they deserve close attention, partly
because they raise new questions.
Three of these empirical papers appear
in the first part of the book, which deals
with the functioning of fixed exchange
rates. The first paper asks whether fixedrate regimes are always asymmetric even
when they are based formally on seemingly symmetric rules, and the paper goes
on to examine actual experience under the
gold standard, the Bretton Woods system,
and the EMS. Giovannini finds evidence of
asymmetry under the gold standard and
the EMS but, somewhat surprisingly, much
less evidence of asymmetry under the
Bretton Woods system. The second paper
is concerned with the relative importance
of rules and discretion under various fixedrate regimes, but the empirical work deals
more narrowly with the credibility of
exchange rate bands under the gold standard and Bretton Woods system. The third
paper, coauthored with Zhaohui Chen, asks
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whether economic fundamentals have
influenced expectations of exchange rate
realignments in the EMS and finds little
evidence to that effect. Expectations were
influenced mainly by the position of the
actual exchange rate within the exchange
rate band and by the length of time since
the previous realignment.
The second part of the book contains
two short papers published originally in
A European Central Bank, a volume that
Giovannini edited in collaboration with
Marcello de Cecco. The third part contains
four papers on the Delors Report and its
aftermath, including two already mentioned—the paper on the transition to
EMU and the joint paper with Spaventa.
It also contains a wide-ranging paper on
European monetary reform. The paper
develops in greater detail Giovannini's critique of the gradualist approach to EMU,
and it contains empirical work on interest
rates, exchange rates, and the ex post profitability of speculation under the EMS.
There are two short papers at the end of
this part, with paradoxical titles and dates.
The first one, written early in 1991, several
months before the Maastricht Summit,
asks "Is EMU Falling Apart?" The second

one, written late in 1992, months after the
first EMS crisis, has as its title "Economic
and Monetary Union: What Happened?"
but it says nothing at all about the crisis
itself—the most dramatic happening of
1992. It is instead an exercise in political
economy that asks which groups and countries stand to gain or lose from EMU and
concludes that this sort of analysis is not
very useful. (There is no discussion of the
EMS crises in this entire collection, not
even in the introduction, although it was
written in August 1993, just after the second crisis.)
The fourth part of the book contains two
forward-looking papers—on the intricacies
of introducing a single currency and on
central banking in a monetary union. The
first subject has attracted a great deal of
attention, partly because of the odd restrictions imposed by the Maastricht Treaty
(for example, the rule that the locking of
exchange rates must not affect the external
value of the ecu) and partly because of
questions about the enforceability of existing contracts denominated in the old
national currencies. But the paper does not
shed much light on those issues. Instead, it
concentrates on a strange case—one in

which the conversion rates between the
national currencies and the new single currency are chosen without paying attention
to the effects on the cross-rates between the
national currencies or the effects on existing exchange rate expectations. The second paper deals with two controversial
questions raised by the provisions of the
Maastricht Treaty—whether the treaty
strikes the right balance between central
bank independence and accountability
(Giovannini is not sure) and whether the
European Central Bank should be given a
bigger role in the prudential supervision of
financial institutions (Giovannini says yes,
and I agree).
Although this book does not address the
issues now being debated in Europe, it is a
useful addition to the literature. Most of the
papers are well worth reading, even by
those who have already read much of
Giovannini's work.
Peter B. Kenen
Credits: Art on cover and pages 2, 6, and 10:
Eric Westbrook; photographs on pages 21, 24,
32: Padraic Hughes; art on pages 37,44: Luisa
Watson; art on pages 40, 47: Massoud Etemadi.
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work from the outset. Most participants are offered a position on the permanent staff at the end of this initial two-year
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Applicants must have an excellent command of written and spoken English, strong quantitative and computer skills,
as well as a superior academic training in economics—with emphasis on monetary economics, international trade and
finance, and public finance. The typical successful EP candidate is 29 years old, has a Ph.D. in economics, and has
demonstrated aptitude in working as an applied economist on policy issues in an international environment. However,
the Fund is also very interested in those with a master's degree and some years of relevant work experience in such
fields as banking, finance, international capital markets, taxation, privatization, and financial regulatory issues—provided that they can also show a thorough grounding in macroeconomics.
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World Development Report 1996:
From Plan to Market
"Although this topic has already generated
stacks of academic studies, the Bank's
report is the first comprehensive attempt to
compare Chinese, ex-Soviet and East
European experiences and to sort out which
strategies have worked and which have not."

FROM PLAN
TTO MARKET

The Economist
June 29,1996
Between 1917 and 1950, countries containing one-third
of the world's population seceded from the market economy and launched an experiment in constructing alternative systems of centrally planned economies. This
vast experiment transformed the political and the economic map of the world, and the course of much of the
twentieth century. World Development Report 1996:
From Plan to Market, the nineteenth in this annual
series, is devoted to the transition of these countries—
those of Central and Eastern Europe, the newly independent states of the former Soviet Union, and China,
Mongolia, and Vietnam—to ask what we have learned
about the ingredients of any successful transition and
how they should be pursued.
The Report addresses the initial challenges of transition,
how they have been met in different countries, and how
they may be met in others. It also looks beyond the
early reforms and analyzes the longer term agenda of
consolidating them by developing the institutions and
policies which will help new systems to develop and
prosper over time.
One of the Report's main messages is that consistent
policies, combining liberalization of markets and trade,
new entry, and reasonable price stability, can achieve a
great deal—even in countries lacking clear property
rights and strong market institutions.
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