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Research Challenges for
Development Economists

We need to understand more deeply a number of critical issues that confront the World Bank and
its member countries before we can transform knowledge into effective actions

-L»-I.uch of what is said about the propen-
sity of economists to disagree is vastly exag-
gerated, as evidenced by the striking degree
of consensus in the advice that the broad
mainstream of economists has given on the
transition in Eastern Europe. But certainly,
there is much we do not know. Despite rapid
technological progress that has created all
sorts of new economic opportunities, living
standards over the last decade have actually
declined on two continents—Africa and Latin
America. It seems that we, as economists,
have more ability to identify and reject quack
prescriptions that violate necessary condi-
tions for development and growth, than we
have to provide policies that ensure sufficient
conditions.

This essay is based on the keynote speech delivered
by the author at the World Bank Annual Conference
on Development Economics in Washington, DC, in
April 1991. The full text of the speech will be appear-
ing in a special supplement of the World Bank
Economic Review and the World Bank Research
Observer in 1992.

Lawrence Summers

How can we help lift billions out of the
poverty trap and set them on the path to sus-
tainable development? This article argues
that more than ever before, the central prior-
ity for the World Bank, and indeed for the en-
tire aid community over the next decade, is to
create and help implement improved strate-
gies for economic development. These strate-
gies must rely, to a greater extent than before,
on the transfer and transformation of knowl-
edge, so as to compensate for the expected
paucity of development assistance in the wan-
ing years of this century. To put it bluntly,
since there will not be much development
money over the next decade, there had better
be a lot of good ideas.

Money vs. ideas
Consider the historical volume of transfers

to the developing countries and the projected
volume of aid for the next decade. For the de-
veloping world as a whole, aggregate net
transfers in 1991 dollars totaled $50 billion in
1980. Over the last five years, however, these
transfers were significantly negative on aver-
age. A restoration of the earlier levels of flows
is not in sight. While the cessation of net posi-

tive transfers to the developing world during
the 1980s reflected, in large part, the commer-
cial banks' response to the debt crisis, the
prospects for large net transfers from institu-
tions like the Bank have declined as well.
Over the 1975-80 period, the World Bank
Group made net transfers to the developing
countries of $9 dollars per person in the devel-
oping world (in 1991 dollars). Over the next
five years, these net transfers are projected to
decline to just over $2 per person in the devel-
oping world. For a large number of countries
that do not qualify for concessional IDA
flows, there will actually be a negative flow of
money to the Bank (see table).

Resource transfers will be limited. Yet this
potential financial constraint need not dimin-
ish the effectiveness of our role. While aid
flows are crucial, the reality is that improving
the efficiency of development assistance to
the developing world will often make a
greater contribution to growth. Consider, for
example, the following comparison: a two
tenths of one percent increase in total factor
productivity in developing countries would
contribute more to their GDP growth than an
additional $100 billion of capital invested at
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porters—this can be done within the develop-
ing world.

Attracting capital. Capital market de-
velopment also involves attracting capital. As
mentioned at the outset, recent trends suggest
that the flow of capital to the developing
world will, even in fairly optimistic scenarios,
be much smaller in the near future than it has
been in the recent past. Commercial bank
flows to many developing countries will not
be restored any time soon. The downside risk
associated with lending to the developing
world became obvious during the last decade.
As a result, in the coming years, investors will
demand a large potential upside to their in-
vestments in developing countries, so as to
balance the downsides they faced in the past.
In order to replace commercial bank lending,
the developing world will need equity flows
and direct foreign investment on a large scale.
The Bank and the International Finance
Corporation (particularly the latter) have done
important work in catalyzing those flows. But
equity flows are still very small on the whole.
We need to think about ways of leveraging
them more effectively, because it is equity not
debt flows that will effect large transfers or
large foreign-financed investment in develop-
ing countries during the next decade.

Achieving economic justice. The
World Bank is committed to poverty reduc-
tion. But poverty alleviation is a means, not
an end; it is a way of allowing people to live
healthier, longer, more comfortable, and ful-
filling lives. We know a great deal about the
distribution of income, and a fair amount
about how to change it, but, as evident in the
work done for the World Development Report
1991, there is little hard quantitative evidence
on the effect of social sector interventions on
health, literacy, nutrition, and so forth. Any
effort to quantify the financial effects of lives
saved and relate them to the value of original
social sector investments is problematic to
say the least. But it is not unreasonable to ask
for some amount of information bearing on
what can be accomplished through social sec-
tor programs.

Economic growth and social progress are
related, and rising tides do lift all boats. But
there are vast differences in social sector
performance among countries at similar in-
come levels. Among low-income countries,
Indonesia, Sri Lanka, and the Republic of
Yemen have almost exactly the same per
capita income. Yet, life expectancy is 51 years
in Yemen, 60 in Indonesia, and 70 in Sri
Lanka. Among upper middle-income coun-
tries, Brazil and Uruguay have essentially the
same income level, but life expectancies differ
by six years. To put these figures in perspec-
tive, consider that eliminating all forms of

cancer would add only three years to the aver-
age life expectancy in the United States, and
much less in poorer countries.

What are the roots of the differences? What
can be done to reduce them? The very differ-
ent experiences among countries must demon-
strate the vast potential of strategically de-
signed, relatively inexpensive government
interventions. But how? The answer must go
well beyond targeting programs to reach spe-
cific groups. Differences in life expectancy or
illiteracy of the kind described above cannot
be ascribed simply to the failure of some coun-
tries to concentrate on the lower social strata
of their population. They must reflect differ-
ences in all social strata. The problem of deliv-
ering those services seems to me an important
one for the Bank's future research.

Beyond the comparisons across countries,
and of potentially equal or greater impor-
tance, is a micro-dimension. We do not have
well crafted and tested systems of comparing
smaller "control" groups of people within
different parts of a society and tracking their
socio-economic development over time.
Medicine has agonizingly come to the conclu-
sion over the last century that only double
blind evaluations of drugs or carefully con-
trolled statistical evaluations of surgical
procedures have any validity at all. Without
such comparisons, mistakes are incessant.
Obviously, the scope for controlled evalua-
tions is greater in some settings than in
others. In the real world, not every ceteris can
be paribus. But, I would suggest that too often
we, as development economists, operate in a
kind of statistical Stone Age. We would learn
much from maintaining a standard policy of
setting up baseline groups to use as controls
in evaluating social sector projects or, to
the extent that matched enterprises can be
found, even projects directed at restructuring
enterprises.

Social services are important. So is raising
the income of those who work, and that means
causing their skills to be more highly valued

Lawrence Summers
a US citizen, is Vice
President, Development
Economics, and Chief
Economist of the Bank. He
is on leave from his position
as Professor of Economics
at Harvard University.

in the labor market. We must rechannel some
of the energy we have directed at understand-
ing the capital market to understanding the
labor market. That will involve fathoming
more accurately the impact of labor market
regulations on output and participation rates,
so their removal would become a more signifi-
cant part of our adjustment programs. But it
also means finding ways of harnessing labor
markets to provide employment not for a
small fraction of workers at very high wages,
but for a much larger number of workers in la-
bor-intensive industries. Human capital is a
principal asset of the poor. Raising its return
has to be a central investment, and, therefore,
a research priority.

Population is another area, nearly unique
among areas of development policy, where
there is a disjunction between widespread
seemingly compelling beliefs and the current
state of the scientific literature. Perhaps this is
not surprising given how much emphasis in
recent years has been devoted to the determi-
nants of population growth and how little to
its consequences.

It is widely believed that population growth
is a major barrier to economic development
and a perpetuator of poverty in developing
countries. Robert McNamara represented the
views of many when he equated population
growth and nuclear war. Yet a relatively re-
cent National Academy of Science report pro-
vided a dramatic shift in viewpoint, reaching
a rather agnostic view about the conse-
quences of population growth. It seems likely
that improving our understanding of the pop-
ulation question will require recognizing that
reducing population growth has differing con-
sequences in different circumstances. Changes
in population growth are likely to have differ-
ent outcomes when they are brought about by
declines in death rates of older adults, declines
in child death rates, responses of families to
changes in social security arrangements, and
specific efforts at promoting family planning.
The impact of changes in population is also
likely to vary across places. Where a large
fraction of the population lives off the land,
population growth is likely to be more perni-
cious than where the land has diminished in
importance as a factor of production.

Beyond the traditional question of the im-
pact of population on growth, there are a host
of other questions that need to be answered,
so as to guide a rational population policy.
How strong are the links between population
growth and environmental degradation? Is it
really population pressure that is pushing mi-
gration into Rondonia in western Brazil? How
much extra pressure does population, as dis-
tinct from other problems, put on African
soils? What are the links between population
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growth and inequality in the wage structure?
Does population growth affect the wage struc-
ture? What are its fiscal consequences? And
will investments in population policies pay off
for governments?

Gauging more accurately the impact of
population growth on development perfor-
mance is only the beginning of what we need
to know about demographic change and its
consequences. Over any but the longest hori-
zon, there is very little that can be done about
the rate of population growth. We need more
effective policies to deal with the increasingly
aged population of the developed world—and
we must think through the pressures for mi-
gration that are rapidly building. If current
projections hold, over the next two decades
the developing world will account for 95 per-
cent of labor force growth, but for less than 15
percent of capital investment. This calls for ei-
ther transferring capital to places like Africa
where the labor force is growing more
rapidly, accepting large flows of migratory la-
bor, or recognizing that an important force
will be operating to increase inequality over
the next 20 years.

Governance. Beyond the questions of
what governments must or can do, is an issue
that may well be the most important, and per-
haps the most difficult to grapple with: the
question of governance. We have learned over
the last three decades that the heavy hand of
government retards growth, and we have seen
that, contrary to economists' beloved trade-
offs, very often even as governments retard
growth, they are also insensitive to objectives
that are thought to conflict with growth.
Concerns about the environment or inequal-
ity, which go beyond the bottom line, are not
met more effectively by the heavy hand of
government.

That much we know. We are much less
clear on the right line between the invisible
hand and government's helping hand. It may
be fair to assert that the rhetoric surrounding
the use of selective credit policies in Japan and
East Asia is not very different from the
rhetoric that surrounds development banks
and other tools of selective credit policy in
other parts of the world. But the results have
been dramatically different. In a sense, the
policies must have been different also. Failed
policies in Asia have been reversed much
more quickly than failed policies in Latin
America or Africa, and have not, therefore,
mushroomed or bred the same kind of corrup-
tion. But in a deeper sense, the underlying pol-
icy intention has been the same in both places.

Why the difference in outcomes? It must go
back in some way to politics—broadly de-
fined. Perhaps differing degrees of urbaniza-
tion or differing amounts of underlying in-

equality shape political forces differently, or
so, at least, it has been argued. Just how sus-
ceptible these things are to change, one cannot
say with certainty. The view that govern-
ments should simply swear off selective poli-
cies if they cannot do them well may be a bit
naive. The same political forces that make
governments unable to implement those poli-
cies well may make governments unable to re-
sist engaging them.

Understanding more fully the political roots
of economic success and failure is an intellec-
tual task of great importance. By itself, it can
contribute to judgments about where assis-
tance is and is not likely to be effective.
Beyond this question, there is the issue of
crafting appropriate policy advice that reflects
political realities, which insulates results from
inherently political pressures, as in the case of
countries that rely on foreign companies to
collect custom duties; or that create dynamics
that push the politicians in the appropriate di-
rection, as in the case of making them substi-
tute shorter prohibited for seemingly endless
permitted lists of goods that can be imported.

There is a very sensitive and closely related
question—that of the links between democ-
racy, civil liberties, and economic perfor-
mance. We have learned an important lesson
over the last decade: authoritarian regimes are
not necessary to bring about growth. Growth,
on average, proceeds at about the same rate in
democratic and nondemocratic regimes. We
know two other things. Since World War II,
there has been no war involving two demo-
cratic nations, and in the last 50 years, as
Amartaya Sen pointed out at the Annual

World Bank Conference on Development
Economics in 1990, there has never been a
famine in a country with a free press. These
facts raise the question of whether democracy,
while not essential to growth, may in a whole
set of ways improve development perfor-
mance on other dimensions. It is time that we
look in much more detail than we have in the
past at the relationship between democracy
and development. We need, as well, to begin
to think about what we can do, beyond
economic policies that promote growth, to im-
prove the performance of governments.

Recent events press yet another question
related to governance. What is the future of
nation states as independent actors? On the
one hand, pressure for integration and cooper-
ation mounts, as in the European Community.
On the other hand, pressure for devolution in-
creases in a number of countries. This raises
questions of managing the transition to more
autonomous constituent states within a na-
tion-state to preserve the stability that is es-
sential to growth.

Conclusion

In a world that is short of money, it is im-
portant to have ideas. Research spawns ideas.
Focusing the development research effort over
the next decade in the areas discussed above
can be given the Pascal defense. To para-
phrase Pascal, if there is no God and I go to
church on Sundays, I will have wasted some
time. If there is a God and I fail to go, the costs
will be transcendently greater. So, too, with
the search for new ideas. The payoffs to suc-
cess dwarf the consequences of failure. •
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Lessons
from
Economic
Development
What have we karned about the path to successful development?

Vinod Thomas

learned from the tremendously diverse
record. Rapid industrialization, pushed by the
heavy hand of government through discrimi-
nation against agriculture and infant-indus-
try protection, was a favored strategy for
many years. Today, there is clear evidence
that such distortions impede development.

"uring the past 30 years, developing
countries have roughly doubled their average
incomes and achieved striking gains in
health and education. A few have seen their
living standards rise fivefold, a rate of
progress that is extraordinary by historical
standards. Several developing countries have
managed to double average incomes in a
much shorter time period than did the indus-
trial countries in earlier periods of their de-
velopment (see Chart 1).

At the same time, the picture in many parts
of the developing world has been dismal.
Despite the vast technological advances of the
20th century, about one quarter of all devel-
oping countries have witnessed an actual fall
in living standards in the past 30 years. As a
result, more than one billion people, one fifth
of the world's population, live on less than
one dollar a day—a standard of living that
Western Europe and the United States at-
tained 200 years ago.

The sharp contrast between success and
failure is the starting point of the World
Development Report 1991. Why have country
experiences been so different? The processes
driving economic development are by no
means fully understood. But, much can be

Chart 1
Periods during which output per

person doubled In selected countries

Years

0 10 20 30

United Kingdom,
1780-1838

United States,
1839-86

Japan,
1885-1919

Turkey,
1957-77

Brazil,
1961-79

Republic of Korea,
1966-77

China,
1977-87

Source: World Bank, World Development Report 1991.

The World Development Report 1991 has been prepared by a team led by Vinod Thomas
that included Surjit S. Bhalla, Rui Coutinho, Shahrokh Fardoust, Ann E. Harrison, Daniel Kaufmann,
Elizabeth M. King, Kenneth K. Meyers, Peter A. Petri, T.N. Srinivasan, and N. Roberto Zagha. The
International Economics Department prepared the data and projections. Clive Crook was the principal edi-
tor. Stanley Fischer played a principal role in the initial stages of the Report's preparation. The work was
carried out under the general direction of Lawrence H. Summers.

Copies are available from World Bank Publications, P.O. Box 7247-8619, Philadelphia, PA
19170-8619 USA, $16.95, in English, French, and Spanish.

Instead, the most crucial determinants appear
to be investments in human and physical cap-
ital, along with the strengthening of market
competition. The Report concludes that coun-
tries must strive to create a market-friendly
environment, in which governments allow
markets to function well, while intervening ef-
ficiently when markets prove inadequate.

Paths to development
Throughout history, the pace of develop-

ment has been influenced by factors beyond
the control of individual countries. Over the
past 30 years, the average growth of develop-
ing countries has tracked the average growth
of industrial countries remarkably (see
Chart 2). Yet, faced with similar external fac-
tors, individual countries have performed
quite differently—in the past, some countries,
for example, Nigeria and Mexico, even re-
gressed after favorable price shocks. A study
of 33 countries did not find a statistical asso-
ciation between differences in growth rates
and the magnitude of external shocks, and an
analysis of 40 countries suggested that im-
provements in domestic policies and institu-
tions could be a more powerful source of bet-
ter performance than improvements in
external conditions.

What actions, then, will promote rapid eco-
nomic development in the 1990s? On the ex-
ternal side, lower trade barriers, lower real in-
terest rates, and larger capital flows will
improve development prospects for all. But,
how well individual countries do under better
global conditions—or even despite poor
ones—will depend crucially on domestic fac-
tors as elaborated below.
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Domestic sources of growth
In more than 60 developing countries exam-

ined, changes in the use of capital and labor
made a large contribution to changes in out-
put. But, more significantly, differences in
growth performance arose less from differ-
ences in the growth of capital than from
growth in total factor productivity. Countries
that have registered the highest growth
rates—namely, the economies of East Asia—
were the ones with the highest productivity
growth. In countries where growth has stag-
nated, there has been little improvement in
productivity.

But, what drives productivity? The answer
is technological progress, which in turn is af-
fected by history, culture, education, institu-
tions, and policies. Technology is diffused and
assimilated through investments in physical
and human capital and through trade. Pre-
liminary analysis links the growth in produc-
tivity and output to education and economic
policy. The levels of schooling of the labor
force significantly contribute to increases in
productivity and output. A better policy envi-
ronment also triggers higher productivity and
output.

The evidence goes further. In addition to
the individual effects of education and policy
on productivity and growth, there seems to be
an interactive effect when they are combined
(see Chart 2). Such an interaction appears
even stronger when considering productivity,
rather than output. These results do not show
causation, but they suggest the benefits of in-
vesting in education and improving the policy
climate simultaneously.

A detailed study of the World Bank's in-
vestment projects confirms the importance of
policies in raising the efficiency of invest-
ments. The rate of return to public and pri-
vate sector projects implemented under poli-
cies that do little to distort prices is
consistently higher than under policies that
result in more distortions. A substantial im-
provement in policy is associated with a 5-10
percentage-point increase in the rate of return
for projects, or a 50-100 percent increase in
the average return.

Market-friendly approach
In creating the best environment for

changes in productivity to take place, govern-
ments must look carefully at how the state
and markets interact. The four critical ar-
eas—human resources, the domestic econ-
omy, the international economy, and macroe-
conomic policy—are interrelated, and because
of such links, if handled properly, promise to
render disproportionate benefits. For exam-
ple, a relatively undistorted domestic econ-

Chart2
The annual change in per capita GDP in

OECD and developing countries,
1965-90 {in percent)

1965

Source: World Bank data.

omy rewards those who build up their human
capital more generously than does a distorted
one, and microeconomic efficiency makes it
easier to keep inflation low.

Investment in people. Improving peo-
ple's education and health is key to economic
performance, and therefore, to development.
Increasing the quantity and quality of invest-
ments in people thus rightly forms a central
part of the development agenda. But markets
in developing countries cannot be relied upon
to provide people—especially the poor—with
adequate education, health care, nutrition, and
family planning.

Many governments are investing far too lit-
tle in human development with predictable re-
sults; in Brazil and Pakistan rapid growth
alone was insufficient to improve the social in-

Sources: International Currency Analysis, Inc., various
years; World Bank data.
Note: High distortion reflects a foreign exchange premium
of more than 30 percent; low distortion, a premium of 30
percent or less. Education is measured by the average
years of schooling, excluding postsecondary schooling
of the population age fifteen to sixty-four. High education
is defined here as more than 3,5 years; low education,
3.5 years or less.

dicators, such as life expectancy, literacy, and
infant mortality. In Chile and Jamaica, how-
ever, investments in people improved these in-
dicators, even in periods of slow growth.
These varying country experiences show that
different levels of investments in human re-
source development and their quality have
strongly contributed to these differences (see
accompanying article by Elizabeth King).

Competitive microeconomy. Domestic
and external competition has very often
spurred innovation, the diffusion of technol-
ogy, and an efficient use of resources. Japan,
the Republic of Korea, Singapore, the United
States, and Europe's most successful econo-
mies have all established global competitive
advantage through the rigors of competition.
Conversely, in much of the developing world,
systems of industrial licensing, restrictions on
entry and exit, inappropriate legal codes con-
cerning bankruptcy and employment, inade-
quate property rights, and price controls have
all weakened the forces of competition and
held back technological change and the
growth of productivity.

An efficient domestic economy also re-
quires public goods of correspondingly high
quality. These include, most fundamentally, a
regulatory framework to ensure competition,
and legal and property rights that are both
clearly defined and conscientiously protected.
In addition, investment in infrastructure, such
as irrigation and roads, which provide high
returns, is essential.

Global links. When international flows of
goods, services, capital, labor, and technology
have expanded quickly, the pace of economic
advance has been rapid. Openness to trade, in-
vestment, and ideas has been critical in en-
couraging domestic producers to cut costs by
introducing new technologies and to develop
new and better products. The positive effect
of import competition on firms in, for in-
stance, Chile, Mexico, and Turkey, and
greater competition in export markets on
firms in Brazil, Japan, and the Republic of
Korea confirm the decisive contribution to ef-
ficiency that the external economy can make.
Removing barriers to international trade
means that a country's own population is not
a constraint to achieving economies of scale.
Singapore, with a population of about 2.7 mil-
lion, exports about $35 billion worth of manu-
factured goods annually—nearly twice as
much as does Brazil with a population of
about 147 million, or three times as much as
Mexico with a population of about 85 million.

The international flow of technology has
taken many forms: foreign investment; for-
eign education; technical assistance; the li-
censing of patented processes; the transmis-
sion of knowledge through labor flows and
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broadens the base of political support for dif-
ficult changes. But caution is needed. Redis-
tribution through distorting prices (such as
subsidized credit) can be damaging, and the
benefits often go to the less needy. Many of
the policies recommended in the Report are
expected to tilt the distribution of income in
favor of the poor.

Finally, economic reform itself is an essen-
tial means for strengthening market and state

institutions and achieving development. What
are the lessons on the nature of economic re-
form (see box)? Swift reforms help to neutral-
ize the resistance of interest groups opposed
to change; at the same time, more gradual re-
forms may allow time to address their con-
cerns. Countries such as Chile, Ghana,
Indonesia, the Republic of Korea, and Mexico
show that packages of comprehensive reform,
with at least some bold changes made at the

start of the program, are more likely to suc-
ceed, whereas the social cost of not reforming
rapidly can be very great, as Argentina, Cote
d'lvoire, Peru, countries in Eastern Europe,
and others discovered in the 1980s. There is
no single formula for success, but swift and
comprehensive reforms—with strong, accom-
panying measures to reduce poverty and pro-
tect the environment directly—will usually be
the right way forward. Q

Challenges in Human Development
Elizabeth M. King

Economist, World Bank

An the past century, vast progress has been achieved in social wel-
fare—the ultimate goal of development. This advance has usually
taken place hand-in-hand with economic growth, but even where
growth lagged, the quality of life improved. Governments have played
a leading role—public spending on classrooms and textbooks, safe
drinking water and sanitation, nutrition and immunization programs,
and family planning clinics have been critical, especially for the
world's poor. But the demands of the future require better targeting,
new and more efficient methods of delivery, fewer regressive subsi-
dies, and closer partnership with the private sector in the provision of
certain services.

The agenda for human development in the 1990s differs widely
from country to country. Even so, most countries face similar
challenges.

Slowing population growth. Nearly 95 percent of the growth
in the world's population in the next 25 years will be in developing
countries. High fertility rates and poverty together form a vicious cir-
cle that threatens the welfare, or even the survival, of their popula-
tions, especially mothers and children. Income growth has generally
slowed population growth, but family planning programs and a rise in
education levels have made this possible even for poorer countries.

Improving health and nutrition. The World Health Organi-
zation and UNICEF estimate that 43 percent of about 15 million child
deaths each year could be prevented through vaccinations or other
low-cost interventions. But, apart from reducing infant mortality rates
and increasing life expectancy, two other tasks are urgent: providing
nutrition to improve the mental and physical well-being of children
and adults, and improving the control and treatment of disease. One
lesson is that creative delivery of nutritional initiatives pays off; a sec-
ond is that there is no single, off-the-shelf solution to designing a na-
tional health strategy. Each country must choose the mix of curative
and preventive health services, and of public and private delivery that
is most cost-effective in its institutional and epidemiological context.

Building technical capacity. Building and strengthening tech-
nical capacity—the ability of people to use and modify new and exist-
ing technologies—will be crucial in catapulting many countries on the
path toward sustained growth. The government could play two roles:
expanding better-quality primary and secondary education, and devel-
oping incentives to increase the supply of and demand for more spe-
cialized technical training.

Reducing poverty. More than one billion people in the develop-
ing regions today live in poverty. World Development Report 1990
concluded that this number could be reduced by a two-part strategy of
labor-intensive economic growth and efficient social spending, which
together expand opportunities for the poor. But these may not be
enough. Safety nets may be needed to protect the most vulnerable
groups.

The role of the state
Success in development requires a careful balancing of the roles of

the government and the private sector across a broad range of policies.
The evidence shows that investing in people makes sense not just in
human terms but also in hard-headed economic terms. But in this area,
more than in any other, except macroeconomic policy, the state must
generally take the leading role.

Over the past decade, social programs have come under severe fi-
nancial pressure during economic adjustment programs. It will often
make sense to shelter some social programs from short-term economic
pressures for the sake of long-term investments in human development
and the quality of life.

Many well-designed and well-targeted programs have worked—and
not necessarily with a heavy drain on public resources. Several coun-
tries have encouraged community participation and support for social
services. Korea's educational expansion in the 1950s shows that this
need not create inequities. In health, countries are experimenting with
private insurance schemes as a way to meet the future demands, espe-
cially for expensive curative care. Relying for some services on non-
governmental organizations helps to broaden access to adequate edu-
cation and health care, but public subsidies, if any, should be linked to
the quality of services provided.

When economies are badly managed, investments in people may go
to waste. For example, countries that grew between 1975 and 1985
have infant mortality rates 25 percent lower than countries that did not
grow. Policies that encourage innovation and investment, and that in-
crease the demand for workers who are better educated and better
trained, provide the crucial environment for development. •

For a fulkr discussion of these issues, see "Investing in People," World
Development Report 1991, Chapter 3.
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Economic
Policy and
Economic
Growth
A critical examination of
the relative roles of culture,
technological advances,
and economic policies
William Easterly

"oes economic policy affect the long-run
growth rate of nations, and if so, then how?
This sweeping question has fascinated
economists at least since Adam Smith pub-
lished "The Wealth of Nations" in 1776. The
existence of a large number of poor non-in-
dustrial nations—which contain most of the
world's population—confirms the question's
obvious importance today. If economic policy
strongly affects the long-run rate of growth,
then the cumulative implications of such pol-
icy for human welfare are such as to dwarf
most other economic issues. This article ar-
gues that per capita growth will take place
only if the after-tax productivity of capital
and the rate of saving are high enough to
keep up with population growth. Since capital
productivity is affected by economic policy,
policy determines not only the level of
growth, but whether growth takes place at
all.

Although it is conventional to speak of all
non-industrial countries as "developing," less
than half of these countries show clear evi-
dence of consistent per capita GDP growth
over the past three or four decades. The table
classifies countries according to whether they
have positive or negative per capita growth
rates, and also whether their growth rates are
"significant" in the statistical sense. "Signi-
ficant" growth means that the underlying
trend is sufficiently stronger than the year-to-
year variation to allow one to confidently
identify an upward trend. We find that only
41 out of 87 developing countries had signifi-
cant positive per capita growth in the post-
war period (by contrast, all Organization for
Economic Co-operation and Development
countries were found to have significant posi-
tive per capita growth over this period).

The implications of zero or negative per
capita growth are ominous. Some African

countries have per capita incomes below
those that existed at independence nearly
three decades ago. The daily calorie supply
per capita declined over 1965-87 in 16 of the
37 low-income countries. Ten countries—all
in Sub-Saharan Africa—have average levels
of consumption below the poverty line sug-
gested by the World Development Report
1990. Many Latin American countries are in
the grip of the decade-long debt crisis, during
which per capita growth has been negative.
The average per capita growth rate of all de-
veloping countries in the 1980s was 0.1 per-
cent. Comparing the performance of these
countries to the booming economies of East
Asia, one wonders whether economic policy
could have made a difference to these sad out-
comes.

An influential recent trend in the
economics literature—the so-called "new
growth literature"—has been to argue that in-
deed policy does have an important impact on
growth. This strikes some as obvious. Yet,
the claim is more profound than it may ap-
pear, because there are at least two good rea-
sons—closely interrelated—why it may not
be true. First, growth may be determined
mainly by factors that do not respond to
economic policies, such as culture. Second, the
nature of economic production may be such
that sustained growth is not possible without
such non-economic factors as technological
advances.

The role of culture
The idea that growth (and relative income

levels) depends mainly on culture has a
strong hold on popular conceptions. Certainly
many have noticed the strong correlation be-
tween growth performance or income level
and non-economic characteristics of nations,
such as a temperate climate, European ethnic
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influenced by policy. Although the rate of
population growth typically varies only
within a narrow range, the productive contri-
bution of labor can be raised virtually without
limit through investment in education, train-
ing, and health. Investment in this kind of
"human capital" is conceptually no different
from investment in "physical capital," such as
plant and machinery. Moreover, the kind of
technological knowledge that is treated as im-
pervious to economic incentives in traditional
growth analysis can also be thought of as
"capital" that can be accumulated through in-
vestment in research and development.
Although developing countries may use
mainly technologies from industrialized coun-
tries, they must still invest in adaptation of
foreign technology to local conditions, a pro-
cess whose costs are often underestimated.
Finally, the effective contribution of natural
resources can be increased through invest-
ments in improving their productivity (such
as land improvement), or manufactured prod-
ucts can be substituted for them. This view of
growth implies that, far from being limited by
"non-economic" factors such as population
growth, natural resource availability, or tech-
nological progress, growth responds perma-
nently to the quantity and quality of invest-
ments made in each country.

How policy influences growth
Given the focus on technology and human

capital in the new views of growth, govern-
ments may be tempted to identify and subsi-
dize the right kinds of investment—those
they think have extra "learning-by-doing"
payoffs for technological progress or labor
productivity. Unfortunately, there is usually
little prior information about what kinds of in-
vestments will produce large technological or
productivity benefits. Technological advances
and the adaptation of foreign technology are
notoriously characterized by surprises—ad-
vances are made where they are least ex-
pected, while highly touted technologies too
often prove disappointing. Governments often
make things worse by spending resources
—resources that must be raised from taxes on
private initiative—on artificially favoring
"high technology."

Governments can play a more positive role
by creating an atmosphere where private in-
vestors, both domestic and foreign, have the
incentive to invest in increasing productive
capacity. Such an atmosphere is one where in-
dividuals can keep most of the rewards from
their investment in new productive capacity,
whether it be their own education, the adapta-
tion of a new technology, the improvement of
their land, or traditional investment in plant
and equipment. This requires clearly defined

property rights, low marginal tax rates on in-
come, market-determined prices, and a stable
macroeconomic environment.

In such an environment, the private sector
will be able to respond to rapidly changing
productive opportunities. A healthy level of
investment will itself generate new invest-
ment opportunities, as investors learn about
new technologies during the process of invest-
ment. The technological advances that are so
spawned will tend to relax the constraints im-
posed by labor and land, as technological ad-
vances economize on the use of such fixed in-
puts. For example, the Green Revolution in
the developing countries occurred as farmers
responded to incentives to adopt new and
highly productive technologies that
economized on the use of land.

Conversely, high implicit or explicit taxes
on the rewards from making new investment
can severely depress the amount of invest-
ment that takes place. With low investment,
there is little opportunity for learning about or
adapting advanced technologies. Low invest-
ment can also worsen the problem of environ-
mental degradation. If there is not sufficient
incentive for investing in advanced land-sav-
ing technologies, primitive technologies will
lead to deforestation and soil erosion. Those
developing countries where per capita growth
is absent—mostly in Sub-Saharan Africa—
are generally those where political instability
and traditional ownership systems imply high
uncertainty about property rights, and
marginal tax rates (sometimes implicit rather
than explicit) in the modern sector are high.
Many of these same countries are also experi-
encing severe deforestation.

However, the new growth theory also raises
the interesting possibility that a country's de-
velopment depends in part on where it starts.
There may be large "start-up costs" to build-
ing a market infrastructure and forming an
educated entrepreneurial elite or educated la-
bor force. Poor countries—such as those in
Sub-Saharan Africa—may stay poor because
they are unable to bear these start-up costs.

William Easterly
a US citizen, is Senior
Economist in the
Macroeconomic
Adjustment and Growth
Division of the Bank's
Country Economics
Department. He holds a
PhD from MIT.

To get out of such a trap may require foreign
assistance, but even this assistance is unlikely
to be effective unless policies are favorable to
growth, as described earlier. Even then, initial
progress may be slow because of the initial
low level of education and infrastructure, and
the low propensity to save at low incomes.
Over 1960-89, there were 25 decade-long
episodes of national per capita growth over 5
percent, but none of them began at per capita
incomes below $500 (in 1985 prices).

Governments can also play a positive role
by themselves investing in capital that is un-
likely to be provided by the private sector in a
market economy, such as legal systems, basic
health and education, roads, water supply,
and electrical distribution systems. Such in-
vestments raise the productivity of private
capital and thus increase the incentive for pri-
vate investors. Public investment in railways
and highways was instrumental in the devel-
opment of many countries, from the United
States in the 19th century to Mexico and
Colombia in the 20th. The lack of such trans-
portation investments is said to have severely
hampered development in countries like
Myanmar (formerly known as Burma).
Similarly, the lack of sufficient public infras-
tructure in Nigeria has lowered private capital
productivity, because firms are forced to in-
vest in their own inefficient electrical genera-
tors and water treatment plants.

Efficiency and growth
As mentioned earlier, policies that cause in-

efficiency—less output for a given amount of
inputs—have been traditionally thought to
lead to a one-time loss of output, but not to a
permanently lower rate of growth. Calcu-
lations of this one-time loss seldom exceed 2
percent of GDP. On these grounds, many have
argued that inefficient policies—such as con-
trols on prices and interest rates, high import
tariffs or restrictive import quotas, and differ-
ential tax rates for different activities—are
not particularly critical to a country's long-
run prospects. However, this view is incorrect,
according to some of the new perspectives on
growth. Less output for a given amount of in-
puts implies that there is less left over to rein-
vest in further accumulation of inputs, if all
inputs can indeed be increased by investment.
The drop in the amount available for invest-
ment permanently lowers the growth rate.
The losses due to inefficient policies are com-
pounded, over time until the sacrifice of a
country's long-run welfare becomes very seri-
ous indeed.

Inefficient policies such as subsidies, price
controls, and trade intervention imply that
some investment will be directed into activi-
ties that have a low economic return, lowering
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the average productivity of investment. With
a rapidly growing labor force, as in many de-
veloping countries, low productivity of invest-
ment may imply an increase in income just
sufficient to keep up with the increase of the
population. Insufficient income is left over for
increased capital accumulation, so the econ-
omy would remain stuck at a low income
level. Conversely, efficient policies foster in-
vestments in activities with the highest re-
turns. With high productivity of investment,
income growth can exceed that of population
sufficiently to allow part of the additional in-
come to be reinvested, establishing a virtuous
circle of growth.

A particular type of inefficiency common in
developing countries reflects policies that add
to the diversion of resources to a parallel or
underground economy. These include high
taxes in the formal sector that tend to drive
production underground where it can escape
taxes. Quantitative allocation of inputs at sub-
sidized prices causes resources to be invested
in lobbying for these inputs. Controls on the
financial system combined with macroeco-

nomic instability tends to attract resources
into unproductive financial engineering and
speculation. The only good news about the re-
sponse of the informal or traditional economy
is that it can limit the damage resulting from
misdirected government policies by evading
them, even if the damage still will be great.
For example, the interventionist government
of Idi Amin caused formal sector output in
Uganda to fall at 2 percent per year over
1970-78, but the traditional sector continued
to muddle along with 3.4 percent growth per
year. A similar example is Peru in the last two
decades, where Hernando de Soto in The
Other Path has documented a thriving under-
ground economy in the face of complex con-
trols over the modern economic sector.

The evidence that inefficient policies have
permanent effects on growth is substantial.
Numerous studies have found that trade inter-
vention tends to lower growth. For example,
Argentina grew rapidly in its neutral, out-
ward-oriented phase prior to 1930; it has stag-
nated as it turned inward. Outward-oriented
Thailand and Malaysia have outperformed in-

ward-looking India and Myanmar in Asia.
Growth in Brazil and Colombia accelerated
with opening in the 1960s. Many studies have
found that higher government consump-
tion—implying higher taxes, spent for unpro-
ductive purposes—is associated with lower
growth. Other studies have found that mea-
sures of macro instability, such as high and
variable inflation, are associated with lower
growth. Finally, there have also been findings
that political repression or instability tends to
lead to lower growth, perhaps because of the
implied uncertainty about keeping the re-
wards to one's investment.

The responsiveness of growth to economic
policies suggests there is hope for reversing the
poor growth performance experienced by most
developing countries in the 1980s. Multilateral
institutions such as the World Bank and IMF
can contribute to the revival of growth by pro-
viding capital to help cover "start-up costs"
and by providing support for reform of ineffi-
cient government policies, the achievement of
macroeconomic stability, and the creation of es-
sential public infrastructure. •
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performance, donors have been reticent in the
past to address issues of governance lest they
be seen as interfering in a country's internal
affairs. However, in an increasingly interde-
pendent world, no state can develop in isola-
tion from the global order. Poor countries are
particularly vulnerable to events in the rest of
the world. Consequently, they have come to
depend heavily on the international commu-
nity for financial and technical assistance for
their development. As donor governments
and their publics are becoming increasingly
aware that their assistance is greatly affected
by the quality of governance in the recipient
countries, they have become more and more
concerned to promote better governance. This
has raised the issue of sovereignty.

The concept of sovereign nations underlies
all aspects of the present international order.
Nonetheless, sovereignty is constrained by a
web of international, multilateral, and bilat-
eral agreements that create mutually binding
obligations within an established system of
international law. Since poor countries gener-
ally have fragile polities and weak systems of
accountability, with few autonomous institu-
tions and little countervailing power to that
exercised by the government at the center, ex-
ternal donors and development agencies have
the potential to exert considerable influence in
promoting good or bad governance. This can
embroil them in fundamental issues, such as
the link between government and the gov-
erned, and between state and society, which
are both culturally and politically sensitive.

Given the risk of ethnocentric and cultural
bias, external agencies need to be extremely
cautious in proposing specific solutions for
improving governance. Through dialogue and
analysis, options can be examined, but ulti-
mately it must be the responsibility of the
sovereign state to determine its own home-
grown solutions. For their part, external agen-
cies, within the legal limits of their statutes,
have an obligation to judge whether those so-
lutions appear credible, to assist and monitor
their implementation, and to modulate their fi-
nancial assistance accordingly.

Fostering better governance
Although there are many different views as

to what constitutes good governance, some of
which are ethnocentric or culturally deter-
mined, it is possible to specify a minimal core
of characteristics that are generally agreed
upon. These are discussed below. In large
measure, these derive from, or are related to,
the Universal Declaration of Human Rights,
which can be viewed as representing the
moral consensus of the international commu-
nity of nations.

Political accountability. While there is

no demonstrable direct correlation between
development and democracy, to be effective
agents of development, governments need to
be perceived as legitimate through some form
of political accountability. The classic mecha-
nism for ensuring political accountability
built into most constitutions is to subject the
political leadership (and even other public offi-
cials at the national, provincial, and local lev-
els of government) to a credible electoral pro-
cess with limited periods in office. External
agencies can assist, and indeed are currently
assisting, in promoting political accountabil-
ity in various ways. First, by helping to medi-
ate conflicts and second, by helping to orga-
nize and monitor elections. Occasionally,
donors have acted by withholding external fi-
nancial support from governments that have
clearly lost popular support to the point where
they cannot govern effectively.

Freedom of association and partici-
pation. Closely allied to the preceding con-
cern is the question of whether a country's cit-
izenry enjoys the freedom to organize
according to specific interests. Institutional
pluralism can be seen as an important mecha-
nism for diluting and disseminating exclusive
central political power. But it is not always
conducive to stability, particularly where peo-
ple have shown a strong tendency to organize
along ethnic lines.

At the national level, freedom of association
means the freedom to establish religious
groups, professional associations, women's
groups, and other private voluntary organiza-
tions to pursue political, social, or economic
objectives. Clearly, it is the latter three that
would be of principal interest to external
agencies concerned with assisting develop-
ment. Donors can provide critical financial
and technical assistance to such organiza-
tions, which can empower groups that are oth-
erwise marginalized within the existing politi-
cal and economic system. Surprisingly little
has been done in this sphere, mainly because
this aspect of institution building has not at-
tracted significant donor attention.

The situation is different at the local level.
Considerable assistance has been successfully
provided by donors to grass roots community
organizations and cooperatives, often chan-
neled through nongovernmental organiza-
tions (NGOs). The involvement of foreign
NGOs may reduce the risk of corrupt local
counterparts, but ultimately systems of ac-
countability must be built into the institu-
tional design of each organization (e.g., the
self-policing of cooperatives via cooperative
unions, as happens in the Cameroonian credit
union movement).

This leads to the broader role of external
agencies in promoting the active participation

of the ultimate beneficiaries of development
projects and programs that they finance in
both design and implementation. There is
now a wide consensus in the development
community on the desirability of such partici-
pation and few governments would openly
oppose the concept. Nonetheless, even for
regimes that were not notably repressive,
such grass-roots "democratic" initiatives have
frequently been regarded as potentially
threatening.

A sound judicial system. There are few
aspects of governance where consensus is
more firmly established than on the need for
an objective, efficient, and reliable judicial
system. An essential concomitant is the cre-
ation of honest law enforcement agencies and
a speedy and affordable court administration.

Some external aid agencies have been reluc-
tant to assist in strengthening judicial sys-
tems because the link to development is seen
as indirect. More particularly, it is feared that
involvement in law enforcement will risk as-
sociation with inequitable or unjust law en-
forcement. While very real, these risks can be
exaggerated compared to the importance of
instituting legal accountability. A sound judi-
cial system is a prerequisite for effective polit-
ical and bureaucratic accountability.

Bureaucratic accountability. To be
fully effective, measures to achieve political
and legal accountability need to be accompa-
nied by additional arrangements to make bu-
reaucracies more accountable. This requires
monitoring the performance of public agen-
cies and officials and an effective, and politi-
cally autonomous system dedicated to correct-
ing bureaucratic abuses and inefficiencies.

A critical dimension of bureaucratic ac-
countability is transparency. This implies, for
example, making readily available for public
scrutiny all public accounts and audit reports
(including those of all parastatal organiza-
tions), a practice that many public officials
strongly resist and donors increasingly de-
mand. So basic is this to the concept of good
governance that the question of sovereignty
should not arise. Every citizen, as well as ev-
ery donor, has a right to expect transparency
in the management of public funds.

At the core of bureaucratic (and political)
accountability is the need for rigorous sys-
tems of financial management and procure-
ment, with swift and tough penalties for
malfeasance. Sound methods of accounting
and auditing, and of customs duty and other
revenue collection, are readily available. The
same is true for procurement. External aid
agencies have been too often tolerant of finan-
cial abuse and indeed have at times indirectly
shown complicity in corrupt practices by re-
sponding to improper pressures from their
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own suppliers. The financing of unwarranted
"commissions" by export credit agencies is
but one example.

Fostering markets and helping to create
quasi-market mechanisms (e.g., contracting
out the provision of services such as refuse
collection or road maintenance, through com-
petitive bidding procedures) is also a useful
way to foster accountability, and donors can
usefully support such initiatives. Other instru-
ments that can be considered include the
appointment of ombudsmen and watch-dog
committees, holding public hearings, and
conducting opinion polls. In addition, loosen-
ing administrative controls and simplifying
the regulatory framework may facilitate com-
petition and reduce the opportunities for
corruption.

Freedom of information and expres-
sion. Openness is crucial for accountability.
The need for the free dissemination of infor-
mation goes well beyond facilitating account-
ability. Efficient markets depend on good in-
formation as does the exercise of freedom to
participate in economic and political decision-
making. Unfortunately, vital data such as that
relating to national accounts, trade, balance of
payments, employment, cost of living, house-
hold expenditures, and the like are frequently
withheld by governments from their citizens,
and yet openness is essential for a soundly
based public debate of the performance of a
government and its agencies. Informed policy
discussions are at the heart of a healthy politi-
cal process. Moreover, good social and eco-
nomic data are important for business plan-
ning, while their absence is a hindrance to
development.

There are many ways for external agencies
to assist in the collection and dissemination of
economic and social data and other informa-
tion needed for informed public debate. Yet,
their efforts in this field so far have been
slight. The need is for sustained and coordi-
nated programs to assist in building national
capacities for data collection and dissemina-
tion, as well as to encourage public debate by
financing seminars and public information
programs. It is not enough for the information
to be available; analysis and research are also
needed, and this should not be a monopoly of
the state. Donors can contribute to this
process by funding independent research or-
ganizations and by supporting the autonomy
of the universities.

Capacity building. Good governance re-
quires not only political commitment and sys-
tems for ensuring accountability, the sound
administration of justice, and freedom of in-
formation, but also competent public agen-
cies. This is an area where external agencies
have been active for many years, but still

with poor results.
The failure of external assistance for public

management is partly because political com-
mitment was lacking, but it is also due to the
poor design of the interventions. Two under-
lying features merit attention: first, capacity
building is a long-term venture and external
agencies need to evolve approaches that will
enable sustained long-term support programs
to be adopted. Second, external agencies can-
not be fully effective unless they adopt a col-
laborative approach in partnership with the
governments concerned. Much is to be gained
from a more concerted effort to help govern-
ments define clearly a single comprehensive
program of administrative reform and capac-
ity building that all concerned can support.
Examples of such programs abound—includ-
ing in Ghana, Gambia, the Central African
Republic, and Madagascar, to name but four
in Africa supported by the World Bank. The
African Capacity Building Initiative—to build
a critical mass of African policy analysts and
economic managers and to set up or rejuve-
nate local management institutions—recently
launched by a group of donors is a good ex-
ample of what can be done.

Roles of external agencies
There are many different categories of ex-

ternal agencies and each has its distinct role in
fostering better governance depending on its
mission and mandate. External agencies gen-
erally can more easily address the technical as-
pects of governance, but by no means exclu-
sively so, depending on their nature.

Pierre Landell-Mills
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International and multilateral insti-
tutions. Since, except in the case of the newly
created European Bank for Reconstruction
and Development, the statutes of international
and multilateral institutions expressly rule
out political considerations, the focus of their
action must be on the technical aspects of gov-
ernance. Thus, the World Bank and UN
Agencies have been active in assisting coun-
tries in strengthening their public administra-
tion (including the administration of justice),
reforming public enterprises, and building in-
stitutional capacities. This is entirely the right
focus, though much more could be done to im-
prove the effectiveness and sustainability of
technical assistance in this area. In addition,
there has been increasing effort to promote in-
stitutional pluralism by fostering local gov-
ernment, NGOs, and grassroots organizations
with the objective of mobilizing local human
and financial resources in the provision of
community services. This support for institu-
tional development can usefully be extended
to assisting the growth of other private
voluntary organizations, such as professional
associations and chambers of industry and
commerce.

Bilateral agencies. Such agencies may
choose to use their influence to promote politi-
cal accountability and respect for human
rights. This would be most effective if it were
focused particularly on encouraging the rule
of law. Helping to organize fair elections by
furnishing both resources and observers is an-
other possibility. The practice of supporting
particular political parties, however, clearly
undermines good governance by distorting
the political process.

Important opportunities exist for bilateral
donors to promote honest government by
channeling funds in ways that reduce the
chances of corruption. This could be done by
untieing aid from procurement restricted to
the donor country, by insisting on open com-
petitive procurement procedures, and by out-
lawing bribery or the payment of excessive
"commissions" by their suppliers. The United
States has taken the lead on this, but other
members of the Organization for Economic
Co-operation and Development have so far
been reluctant to follow.

Nongovernmental organizations. There
are two special contributions that industrial
country NGOs can make to promote better
governance. One is to support developing
country NGOs and hence foster pluralism.
The second is to campaign against human
rights abuses in a manner that is seen to be
completely apolitical. Amnesty International's
efforts in this area are well known.

Another category of activities where NGOs
can play a key role is to foster twinning ar-
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Exchange Rate Policy and the IMF
How, within its broad responsibilities, the IMF assists its members in choosing an exchange

arrangement and implementing exchange rate policy

David Burton and Martin G. Oilman

.1-rfxchange rate policy is of more than aca-
demic interest to many people. After all, the
exchange rate—a key price in any econ-
omy—affects the cost of imported goods and
the profitability of export industries, influenc-
ing the rate of inflation, output, and employ-
ment. The choice of exchange arrange-
ment—that is, whether the exchange rate is
pegged, floating, or something in between—
also influences the extent to which an econ-
omy is affected by booms and recessions
abroad and defines the scope for independent
monetary policy at home.

It is not surprising, therefore, that ex-
change rate policy has long been a controver-
sial subject, no less so in recent years when
practical questions about exchange rate pol-
icy have come to the fore. Eastern European
countries have introduced new exchange sys-
tems as part of their radical programs of
structural reform. Participation in the
Exchange Rate Mechanism of the European
Monetary System has expanded, with the
members seeing advantages in exchange rate
stability. And many African and Latin
American countries have been questioning in-
flation-linked devaluations, which often seem-
ingly lead to ever higher rates of inflation in
the absence of sound domestic policies.

At the center of the debate sits the IMF,
which, under its founding Articles of
Agreement, shoulders major responsibilities
in this area. It is charged with:

• overseeing the international monetary
system in order to ensure its effective opera-
tion;

• ensuring that members collaborate with
it and other members to assure orderly ex-
change arrangements and promote a stable
system of exchange rates; and

• helping to establish an unrestricted mul-
tilateral payments system; indeed, the IMF is
endowed with jurisdictional responsibility for
limiting the use of exchange restrictions by
member countries.

This article attempts to clarify these exten-
sive responsibilities, as well as to explain how

the IMF assesses the appropriateness of ex-
change rate policy and formulates its policy
advice. As developed and developing coun-
tries alike ponder how best to conduct ex-
change rate policy, the IMF is finding that
there is no single policy prescription—rather,
advice must be tailored to fit the policy priori-
ties and institutional realities of the country
concerned.

Evolution of arrangements

Although exchange rate policy cannot be
viewed in isolation from other macroe-
conomic policies, narrowly defined, it con-
cerns the way in which the domestic currency
price of foreign currency is determined. From
the time of the establishment of the IMF until
1973, the international monetary system was
based on par values—the original Bretton
Woods system. With a few exceptions, mem-
ber countries maintained a par value for their
currencies in terms of gold, either directly or
indirectly through a peg to the US dollar.
Under this system, a par value could only be
changed if, after consultation with the IMF, it
was established that exchange rate action
was necessary to correct a "fundamental dise-
quilibrium."

With the breakdown of the Bretton Woods
system, as a result of growing financial
strains and external imbalances, the world
moved to what has become known as a sys-
tem of "generalized floating." This implies
that there is no numeraire, or anchor, for the
system as a whole, a role previously played
by gold. Even so, individual countries are free
to peg their currencies to any other currency
or basket of other currencies, such as the
IMF's Special Drawing Right (SDR), or to al-
low the exchange rate to vary according to
market forces or some other type of adjust-
ment mechanism. The freedom of IMF mem-
bers to choose their exchange arrangement
was formally authorized in the Second
Amendment to the IMF's Articles in 1978. At
the same time, the amended Articles empha-
sized the need for member countries to direct

their economic and financial policies at foster-
ing orderly underlying economic conditions,
orderly economic growth, and reasonable
price stability—all seen as essential for main-
taining a stable exchange rate system.

Since the mid-1970s, there has been a ten-
dency among member countries to adopt or
maintain exchange regimes that in principle
allow greater flexibility. While currency pegs
accounted for 82 percent of the arrangements
in 1975, they declined to 72 percent in 1983,
and 66 percent in 1990 (these include the CFA
franc zone and the Common Monetary
Area—both in Africa—and the Eastern
Caribbean Central Bank). The growing cate-
gory of countries maintaining more flexible
arrangements embraces a wide variety of
schemes. Most of them follow a "managed"
float (i.e., the authorities adjust the rate peri-
odically in a discretionary manner), although
the actual flexibility of the rates ranges from
those that behave as if they were pegged to
those where the nominal rate can appreciate
or depreciate relatively freely. Other types of
flexible arrangements include: (1) the EMS,
where members' rates are pegged to each
other but the system floats independently
against outside currencies; (2) independent
floats, such as those followed by Japan and
the United States, where the official exchange
rate is determined essentially by the market
with only very limited efforts at management
or intervention; and (3) adjustment of the rate
according to a predetermined set of indica-
tors, as is done by Chile and Madagascar.

One complication, however, is that a large
number of developing country members
—about 40 in 1990—maintain dual or multi-
ple official exchange markets (among indus-
trial countries, Belgium and Luxembourg ter-
minated their long-standing dual market in
May 1990). In addition, parallel exchange
markets, which differ in the extent to which
they are officially tolerated, exist in about 70
member countries where access to the official
exchange market is restricted. To the extent
that a significant proportion of external trans-
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actions take place at parallel exchange rates,
the classification of the official arrangement
may in some cases thus be misleading.

Role of the IMF

Member countries are obligated to notify
the IMF of their choice of arrangement, infor-
mation that is then used as part of the bilat-
eral and multilateral surveillance process. The
IMF's Executive Board regularly devotes ses-
sions to exchange rate policy, with discus-
sions tending to focus on developments in in-
dustrial countries. Exchange rate develop-
ments are also analyzed in the semi-annual
World Economic Outlook, which provides the
basic analytical framework for the IMF's re-
view of the world economy and the exchange
system as a whole and which is discussed by
the Executive Board. On the national level,
the main vehicle for surveillance is the Article
IV consultation, a sort of annual check-up for
member countries, which usually concludes
with an Executive Board discussion of the
country's economic situation and policies,
with particular attention given to exchange
rate policy. The Board's views are then con-
veyed to the member's Government in the
form of a summing up by the Chairman of the
Executive Board as well as by its Executive
Director.

The advice provided by the IMF, in terms
of the appropriateness of exchange rate
policy, reflects not only the diverse economic
structures and varied exchange arrangements
of members but also the IMF's overall objec-
tives: (1) to help promote orderly growth and
reasonable price stability in individual mem-
ber countries; (2) to help members correct mal-
adjustments in their balance of payments; and
(3) to promote the expansion of world trade,
as a means of helping to create favorable con-
ditions for sustained economic growth and
high employment in member countries.

Viewed from this broader perspective, ex-

change rate policy has to be judged in the con-
text of a comprehensive analysis of a coun-
try's economic situation. Such an analysis al-
lows the IMF to assess the consistency of
exchange rate policy with a country's external
and domestic policy goals. And it makes pos-
sible an evaluation of whether a country's ex-
change rate policy can be maintained without
the imposition or the tightening of exchange
(and trade) restrictions, which would impede
the international free flow of goods and capi-
tal and tend to distort relative prices and re-
duce economic efficiency, thereby adding to
inflationary pressure at home.

While assessments cover a broad range of
policies and have devoted increasing attention
to structural issues, they typically focus on
the stance of fiscal and monetary policy, be-
cause over the years, the IMF has found that
disciplined domestic financial policies are the
necessary prerequisite for the maintenance of
relatively stable exchange rates and the
avoidance of restrictions. A review of recent
individual consultations with members sug-
gests that assessments of exchange rate pol-
icy, broadly defined, are more likely to be un-
favorable in cases with relatively large fiscal
deficits and/or rapid credit expansion. In this
setting, unsustainable balance of payments
deficits are likely to emerge, which without
policy correction, would lead to the intensifi-
cation of exchange restrictions, the emergence
of a parallel exchange market, rising inflation,
and a depreciating exchange rate in some
combination, depending on the nature of the
exchange arrangement.

Policy advice

The IMF's exchange rate policy advice
roughly falls into four general areas:

Choice of exchange arrangement.
While economic theory provides some general
principles on which to base a choice of an op-
timal exchange arrangement, these are diffi-

cult to apply in practice as they depend on
both the policy objectives of the authorities
and the nature of the shocks to which the
economy is prone. (For a detailed discussion,
see publication listed in box.) There is also an
important unresolved issue as to whether a
pegged rate, by providing a visible nominal
anchor, is more conducive to the maintenance
of financial discipline than a more flexible ar-
rangement. Indeed, the available evidence
suggests that both flexible and pegged rates
can be consistent with price stability.

In general, therefore, IMF staff have abided
by a member country's preferred arrange-
ment, and tailored their overall policy advice
accordingly. For example, in countries where
a particular exchange arrangement may rule
out changes in the exchange rate (e.g., mem-
bers of a currency union), the burden of any
external adjustment required must fall on
budgetary and monetary policies, incomes
policy, and structural measures that would
help to contain costs and improve competi-
tiveness. Where an exchange rate change is
possible, the staff may recommend that ap-
propriate financial policies be used in combi-
nation with an exchange rate depreciation to
achieve an improvement in the balance of
payments.

In some cases, the economic and institu-
tional circumstances and policy priorities of a
country may suggest a particular exchange
arrangement. For example, a pegged ex-
change rate as a nominal anchor may be at-
tractive when reducing inflation is particu-
larly important, whereas greater exchange
rate flexibility may be necessary if interna-
tional reserves are at a low level and strength-
ening the balance of payments is a top prior-
ity. The role played by such considerations is
illustrated by the different exchange rate poli-
cies adopted by Eastern European countries
that have recently embarked on radical re-
form programs.

In Poland, for example, in late 1989, when
the stabilization and reform program was be-
ing formulated, price increases were spi-
ralling out of control, making the reduction of
inflation a top priority. At the same time, a
substantial proportion of domestic financial
assets were denominated in US dollars, re-
flecting the erosion of the zloty's value.

For a fuller discussion, see "Exchange Rate Policy
in Developing. Countries," by Bijan Aghevli, Moshin
Khan, and Peter Montiel, IMF Occasional Paper
No. 78, $15 ($12 for academic orders), available
from IMF Publication Services, Washington, DC
20431, USA.
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ment programs over the years suggests that
an exchange rate depreciation is indeed effec-
tive in cushioning output and does not sup-
port the argument that a devaluation is on
balance contractionary.

Even though a devaluation may help to
sustain output, it invariably has implications
for income distribution. In particular, while an
exchange rate depreciation typically raises
the earnings of the rural poor engaged in ex-
port production, it may also lower the real in-
comes of the urban poor employed in the pro-
duction of nontradables, at least in the short
run. Given that some poverty groups may be
hurt by a devaluation as well as by other ad-
justment measures, the IMF strongly encour-
ages its members to take steps to protect the
poor, for example by targeting subsidies and
social expenditures on them.

Removal of exchange restrictions. A
central element of the IMF's mandate is pro-
moting currency convertibility—essentially,
the unrestricted use of a country's currency
for international transactions, allowing it to
be freely exchanged for foreign currencies (see
"Heading for Currency Convertibility," by
Martin Gilman, Finance & Development,
September 1990). But it should be noted that
this concept, as defined in the Articles of
Agreement (Article VIII), is a limited one:
members are obliged to maintain financial
convertibility (the absence of limitations on
the making of payments and transfers), but
not commodity convertibility (the absence of
restrictions, such as quotas and bans, on the
underlying transactions). In addition, the
IMF's concept applies almost exclusively to
current transactions. Nevertheless, the IMF
also advocates freedom for capital transac-
tions and encourages its members to under-
take trade liberalization, as trade restrictions
have similar effects to exchange restrictions
and can dilute the benefits of currency con-
vertibility. Countries are allowed to maintain,
on a transitional basis, exchange restrictions
that were in place when they joined the IMF
(Article XIV status). New restrictions are sub-
ject to the IMF's temporary approval under
Article VIII, but members are expected to re-
move them as soon as circumstances permit.

As it has turned out, most industrial coun-
try members achieved current account con-
vertibility by the beginning of the 1960s; in
fact, only Greece remains under the transi-
tional Article XTV arrangements. A large
number of developing countries have also
moved to dismantle restrictive exchange sys-
tems: by the middle of 1991, 70 members had
adopted Article Vin status, including, most
recently, countries such as Cyprus, Indonesia,
Korea, Portugal, Swaziland, Tonga, and
Turkey. Moreover, many members have

adopted bold economic adjustment programs
in which the dismantling of restrictions and
the opening of the economy to foreign compe-
tition played a key role.

This experience shows that certain precon-
ditions must be established for moves toward
convertibility to have a reasonable chance of
success. These include: (1) a realistic exchange
rate; (2) appropriately disciplined monetary
and fiscal policies; (3) an adequate level of in-
ternational reserves; and (4) the elimination of
most price controls. The first three are neces-
sary to ensure that the removal of restrictions
does not lead to an unsustainable weakening
in the balance of payments and possibly a re-
versal of the move to current account convert-
ibility. The fourth is necessary to ensure that
convertibility results in greater efficiency via
an alignment of the structure of domestic rela-
tive prices with those prevailing in the world
market.

Technical assistance in designing or
modifying systems. Advice in this area can
be either policy oriented or operational. The
former focuses on the choice of appropriate
exchange rate policy, the type of exchange ar-
rangement (including the exchange control
regime), the level of the exchange rate and its
compatibility with the stance of other macroe-
conomic policies, and the sequencing of steps
to move from one regime to another.
Operational assistance concentrates on the ac-
tual operation of a given exchange system, as
well as the practical modalities, including in-
stitutional and administrative machinery, of
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putting a new regime into place.
The provision of technical assistance can

take a number of forms, often simply a part of
the routine annual consultations. But for
many developing countries, in particular, the
bulk of exchange rate assistance comes
through specially designed IMF programs.
One of these is run by the IMF's Central
Banking Department, which provides resident
experts to central banks and fields short-term
missions to address specific operational prob-
lems, especially where significant exchange
system reforms are being pursued. Recent ex-
amples of this type of assistance include
Bulgaria, Czechoslovakia, Ghana, Nigeria,
Peru, the Philippines, Poland, Romania, and
Sri Lanka.

The other program is run by the IMF's
Exchange and Trade Relations Department,
often in conjunction with the Central Banking
Department, usually in the context of the de-
sign or implementation of an adjustment pro-
gram that is supported by an IMF arrange-
ment. Such policy-oriented technical advice
has been recently provided to Bulgaria,
Egypt, Guyana, Jamaica, Mongolia, Romania,
Uganda, and Venezuela. In some of these
cases, where problems arose with the func-
tioning of interbank exchange markets al-
ready in place, the assistance was diagnostic
and prescriptive. In other instances, such as
Egypt and Uganda, the task was to help mod-
ify existing exchange arrangements in a way
that was compatible with a medium-term ad-
justment program and the sequencing of other
reforms. In the formerly centrally planned
economies, the purpose was to help put in
place a system that could function effectively,
while rapid structural reforms, including
price and trade liberalization, were being
implemented.

Conclusion

The IMF has been mandated global respon-
sibilities for the international monetary sys-
tem, which make the conduct of exchange rate
policies of all its members—creditors and bor-
rowers—a central focus of its activities. With
the objective of promoting an open and non-
discriminatory international monetary sys-
tem, the IMF and its staff continuously moni-
tor and analyze exchange rate developments
in a multilateral context and bilaterally with
each member country and provide advice and
technical assistance on all aspects of ex-
change rate policy. The IMF does not offer a
single best exchange rate policy prescription,
but rather tailors its advice to country circum-
stances. In doing so, it has found that disci-
plined financial policies are the essential pre-
requisite for stable exchange rates and the
avoidance of exchange restrictions. •
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Military Expenditures in the
Developing World

Developing countries continue to allocate, on average, over 5 percent of their GDP
and up to 20 percent of central government expenditures for the military,

a major drain on their financial resources

Daniel P. Hewitt

.following the thaw in the Cold War, the
world has been awash in talk of the "peace
dividend," a concept that appears to be easier
to launch than it is to define or to collect.
Major decreases in military expenditures ap-
pear to be certain in Eastern Europe, but the
situation in industrial countries seems un-
clear. Meanwhile, many developing countries
continue to spend relatively large amounts on
the military, despite their deep, and in many
cases, growing economic difficulties. Some re-
cently have cut back their military expendi-
tures in the face of mounting financial con-
straints. However, over the past two decades,
developing countries have consistently allo-
cated a higher proportion of GDP to the mili-
tary than industrialized nations. Further, de-
veloping countries can ill-afford sustained
high levels of military spending since this
contributes to low growth and domestic
economic hardship by diverting funds from
social programs, economic development pro-
jects, and the private sector.

In order to establish a sound basis for fu-
ture action, a solid understanding of past poli-

This article and a companion article, to appear in a
later issue, are based on two recent studies by the au-
thor: "Military Expenditure: International
Comparisons of Trends" and "Military Expenditure:
Econometric Testing of Economic and Political
Influences," available as IMF Working Papers,
from the author.

cies is crucial. Accordingly, this article, which
is based on a longer study (see box), examines
military expenditures in 125 nations over
1972-88 to show the distribution of world
military expenditures between categories of
nations and geographic regions and to pro-
vide an insight into the allocation decisions of
individual nations. Although collecting reli-
able estimates of military expenditures is dif-
ficult because under-reporting is common, the
data does provide a useful indication of over-
all magnitudes, and accurately depicts trends.

Among the primary conclusions of the
longer study, a wide diversity is found to ex-
ist in the level of military expenditures by dif-
ferent groups of developing nations. How-
ever, in recent years (1983-88), the level of
military expenditures in proportion to GDP
among developing nations has fallen by over
25 percent from 6.3 to 4.7 percent; simultane-
ously, regional differences have contracted
considerably. Additionally, substantial evi-
dence exists indicating that military expendi-
tures react to financial constraints. Low-in-
come nations and heavily indebted nations
have consistently spent less on the military
than average. Further, in an analysis of the
functional breakdown of government expen-
ditures, an overall contraction in the alloca-
tions to the military is observed to have oc-
curred in response to the debt crisis of the
1980s.

While the trends and determinants of
military expenditures describe behavioral
choices, economic theory offers limited in-

sight on the optimal level of military expendi-
ture or on the steps nations should take to at-
tain them. Furthermore, the article follows the
convention of economics by avoiding specula-
tion on why governments support military
expenditures and the merits of so doing.
Instead, the primary purpose of this inquiry
is to describe the trends in military and other
government expenditures, and delineate,
where possible, the economic consequences of
political choices on such expenditures.

Overall trends, 1972-88
Together, the United States and the Union

of Soviet Socialist Republics on average ac-
counted for nearly one half the total military
expenditures of 125 countries over 1972-88,
and the five next largest spenders accounted
for about 20 percent of the total. Industrial
countries averaged 53 percent of the total (see
Table 1), while the share of the Eastern
European countries was 30 percent in the
1970s and 21 percent in the 1980s.

The rest of the world consists of develop-
ing nations of varying income levels. Their
share of total world military expenditures av-
eraged 20 percent, but was considerably
higher at times. Based on data from the
Stockholm International Peace Research
Institute that was adjusted for our study (see
box on data), the peak share of developing
countries was 26 percent in 1981, while the
lowest level was 15 percent in 1972. In 1988,
the share was down to 17 percent. On aver-
age, developing countries spent between 4.7
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GUEST ARTICLE

Reducing Military Expenditures in
the Third World

Developing countries should seek to reduce their military expenditures, as a percent of GDP,
by 50 percent during this decade

M,,Lilitary expenditures in the developing
countries in 1988 approximated $170 billion,
4.3 percent of GNP. They were only slightly
less than total expenditures for health and ed-
ucation and they have quintupled in constant
dollars between 1960 and 1988, increasing at
a rate twice that of income per capita.

Can such large outlays, in countries so
drastically in need of capital to accelerate the
rate of economic and social advance of their
five billion inhabitants, be reduced? My an-
swer is: Yes. This article will put forward the
proposition that a combination of the follow-
ing actions:

• United Nations Security Council guar-
antees of territorial integrity;

• Continuing reductions in both conven-
tional and nuclear arms by the Great Powers;

• Tight control of the proliferation of
weapons of mass destruction and the means
to deliver them;

This article is derived from a longer paper delivered
at the World Bank Annual Conference on
Development Economics in Washington, DC, in
April 1991. That paper will be appearing, along
with others presented at this conference, in a special
supplement of the World Bank Economic Review
and the World Bank Research Observer in 1992.

Robert S. McNamara
Former President, The World Bank

• Substantial limitations on arms exports
from arms producing nations; and

• The tying of financial aid in developing
countries to reductions in military expendi-
tures by these countries
could lessen the risk of war among Third
World nations and lead to cuts in their mili-
tary expenditures, as a percent of GNP, of
more than half by the end of the decade. The
end of the Cold War offers dramatic opportu-
nities for the nations of the world to move in
this direction. The international organiza-
tions, including financial institutions such as
the World Bank, can catalyze the process
thereby accelerating economic and social de-
velopment without reducing security.

A world of conflict
The past 45 years have seen some 125 wars

and conflicts in the Third World, leading to
40 million deaths. It is often suggested that
the Third World has been turned into an ideo-
logical battleground by the Cold War and the
rivalries of the Great Powers. That rivalry
has undeniably been a contributing factor
and some of the most costly wars have di-
rectly involved one or more of the Great
Powers. Others grew out of the decolonization
process. Many of these conflicts, however, in-
cluding some of the most costly in terms of

human lives, have had their roots in historical
enmities within and among developing coun-
tries. They have resulted from the desire for
regional dominance on the part of some Third
World governments, attempts by developing
governments to alter their social order, and
the persistence of substantial inequities
within developing nations.

In view of the diverse reasons countries
have for going to war, we must conclude that
in the world of the future, conflicts within and
among nations will not disappear even
though East and West cease to fight their
proxy wars in the South. But a different
world would emerge if the Great Powers and
their allies agreed on and adjusted their for-
eign and defense policies in accordance with
the conditions stipulated above.

Reducing military budgets

As we move to limit both nuclear and con-
ventional forces, while providing for collective
action against military aggression wherever it
may occur, military budgets throughout the
world—in both developed and developing
countries—can be reduced substantially.

Over 1978-88, the Third World imported
$371 billion of arms (nearly $450 billion in
1988 prices), more than three quarters of the
arms traded internationally. While these fig-
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maintain themselves in power, the general
public often has limited access to the policy-
making process and the formal economic sys-
tem. Under such conditions, elite groups fight
for power and some groups are discriminated
against or repressed. In such situations, inter-
national or regional conflict resolution strate-
gies need to be matched by internal conflict
resolution strategies.

In this regard, equitable development and
distribution of resources play a key role. In
many parts of the Third World, economic sys-
tems function primarily to benefit a relatively
limited number of people, and political sys-
tems are manipulated to continue the domi-
nance of the elites. Indeed, one of the most im-
portant effects of military expenditure, which
has serious implications for political and eco-
nomic development, is the degree to which it
strengthens the political influence of the armed
forces at the expense of civilian groups within
Third World societies. The greater the political
power of the security forces, the less likely it is
that the requirements for democratic gover-
nance will be met. It is, therefore, necessary to

strive for a political system that allows all
groups to articulate their demands and is capa-
ble of producing workable compromises be-
tween competing interests. The greater the
power of the security forces, the less likely the
possibility of democratic governance.

When security forces claim a role in guar-
anteeing internal security for a society, they
are not, in most cases, seeking to make all cit-
izens equally secure. Indeed, their actions of-
ten create greater instability. All too fre-
quently, the security forces are not protecting
a majority of the population from a minority
bent on pursuing its own political and eco-
nomic objectives; instead, they are seeking
"regime security" (which often means "mili-
tary regime security").

Conditionality

The role of the military is, of course, the
prerogative of each government. The interna-
tional community nonetheless needs to iden-
tify ways in which it can encourage countries
to reduce their security-related expenditures
in favor of development.

International financial assistance should be
linked to movement toward "optimal levels"
of military expenditures, taking into account,
of course, sources of external threat to a coun-
try. The "conditionality" inherent in such an
approach could take the form of the proposal
contained in Facing One World, the report of
the "Independent Group on Financial Flows
to Developing Countries," chaired by former
German Chancellor Helmut Schmidt. This
group, which included former Presidents or
Prime Ministers of Nigeria, Peru, Canada, and
the Republic of Korea, urged that in allocat-
ing foreign aid decisions, special considera-
tion be given to countries spending less than
2 percent of their GNP in the security sector.
The huge savings that many countries could
make by reducing their security expenditures
to this level could be used to address pressing
economic and social needs. Even though the
application of conditionality may be con-
tentious, it is an essential part of the solution
to the waste represented by excessive mili-
tary spending in poor countries today.

Global Investment Needs, Savings, and Military Spending

IMF Managing Director, Michel Camdessus
spoke in July at the United Nations Eco-
nomic and Social Council (ECOSOC) meet-
ing in Geneva on the growing need for
global savings in the years ahead and the
need to fill the gap between investment and
savings. In that context, he spelt out the im-
portance of curtailing "unproductive spend-
ing, " including that on the military.

Here is an excerpt from his ECOSOC speech:

Broadly speaking, it appears that the additional—and I
stress additional—demand for saving might well exceed $100
billion in 1991 and thereafter. A large sum, indeed, which
would be higher still if allowance is made for substantial finan-
cial support for the Soviet Union, but is still considerably less
than 1 percent of the GDP of the industrial countries. The prob-
lem is daunting, but it is not insoluble if all countries seek to
stimulate savings through appropriate financial policies and to
reduce dissavings—particularly public ones—through fiscal
policies focused on cuts in unproductive spending. This kind of

spending takes several forms: prestige projects, unproductive
administrative machinery, military spending beyond the mini-
mum required for national defense, and spending associated
with protectionism. Everyone will understand that I recom-
mend attacking first those expenditures whose external impact
is the most harmful because they result in mounting waste be-
yond national border: here I refer most particularly to military
spending and protectionism.

I know that people will say that savings in the latter area can
only be made gradually and the effects will be visible only after
some time; even so, however, there is broad scope for genuine
progress. Allow me to give two examples of this, keeping in
mind the size of the additional requirements of about $100 bil-
lion to which I referred earlier.

First, with regard to military spending which might be ex-
pected to decline somewhat with the reduction of East-West
tensions and the settlement of several regional conflicts.
Imagine that in such a climate all countries were to decide to re-
duce their military spending to the level of the worldwide aver-
age of 4.5 percent of GDP recorded in 1988. In this case, annual
worldwide savings of $140 billion would be generated.
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X hroughout the developing world, women
have long played a pivotal role in agriculture,
both as laborers and decisionmakers. Besides
being the main ones responsible for food pro-
duction—in Sub-Saharan Africa, women ac-
count for at least 70 percent of the food staple
production—they figure prominently in other
agricultural activities, including food process-
ing and marketing, cash cropping, and animal
husbandry. Moreover, as more men migrate
to cities and other countries for work, increas-
ing numbers of women are becoming heads of
households, managing farms on a day-to-day
basis.

If these women are to carry out their exten-
sive and multifaceted roles in agriculture and
respond to market incentives more efficiently,
they need effective agricultural extension ser-
vices. Yet the evidence clearly shows that, de-
spite a growing awareness of the need to
reach women farmers, these services—con-
sidered to be a prerequisite for widespread
and sustained agricultural development—are
generally geared toward male farmers. This
is sometimes by design, but more often by de-
fault. Bias is evident in the delivery of exten-

sion, which is generally provided by male
agents to male farmers on the fallacious as-
sumption that the message will "trickle
across" to women. Bias is also evident in the
message itself, which tends to ignore the
unique workload, responsibilities, and con-
straints facing women farmers.

Troubled by this highly inefficient use of
resources, not to mention suboptimal levels of
agricultural production, many policymakers
and donors—such as the World Bank, which
has invested about $2 billion in agricultural
extension in 79 countries since the mid-
1960s—have begun to work with countries
on innovative approaches. Pilot programs
now underway are providing useful guidance
on how best to fully integrate women into the
agricultural extension system and the most
likely problems to emerge in different socio-
economic environments. This is a relatively
new field and much remains to be learned.
Even so, it is possible to craft guidelines for
(1) better identifying the information and
technology needs of women, thereby helping
to develop more appropriate messages for
them; and (2) improving the cost-effectiveness

of the delivery of these messages. While the
recommendations are relevant for most exten-
sion systems in use by governments, paras-
tatals, and private agencies, particular atten-
tion is paid to the "training and visit" system
of agricultural extension, favored by the
World Bank (see "The World Bank and the
training and visit system," by Joslin Landell-
Mills, Finance & Development, June 1983).

Why women farmers need help
After nearly two decades of studies, it is

clear that regional differences aside, women
provide most of the labor and make many key
decisions in agriculture. In Malawi, for exam-
ple, women perform 50 to 70 percent of all
agricultural work and account for 69 percent
of all farmers. But women face special con-
straints in carrying out agricultural activities,

This article is based on World Bank Discussion
Paper No. 103(1990), "Agricultural Extension for
Women Farmers in Sub-Saharan Africa," by
Katrine Saito and C.Jean Weidemann, and on con-
tributions by Nancy Axinn and Nadine Horenstein.
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making it more difficult for them to operate ef-
fectively in factor markets, if they can obtain
access at all. As a result, most women have
less access to—and higher effective costs
for—information, technology, inputs, and
credit than men. The end result is depressed
productivity.

Land. Typically, women must farm more
fragmented, smaller plots than men, and they
are less likely to have secure tenure. This acts
as a strong disincentive to investing in new
techniques. In many parts of the world, land
title is in the name of the male head of house-
hold, and women are allocated land that is far
from their villages and far from other plots
they cultivate—posing problems of childcare
and transportation.

Technology. Lack of suitable farm and
household technology also impairs women's
efficiency, restricts their time, and saps their
energy for participating in extension. In
Zambia, weeding can be performed six times
faster with animal traction, but few women
can afford this technology, and in many cases,
cultural traditions discourage its use by
women.

Credit. In most of the developing world,
women are bypassed by formal credit sys-
tems, because of lack of collateral (usually
land title), lower levels of numeracy and liter-
acy, lack of information, burdensome bureau-
cratic procedures, distance and cost of travel
to credit institutions, and cultural attitudes.
Available credit is also often limited to the
production cycle (most women work in pro-
cessing) and to cash crops for export (which
women are less likely to grow). Without
credit, women are less likely to be able to af-
ford the inputs recommended by extension
agents, if they come into contact with them at
all.

Mobility and time. Women tend to be
less mobile and enjoy less uncommitted time
than men, making it more difficult for them to
participate in training courses outside their
villages and inhibiting their ability to respond
to opportunities. A study from Burkina Faso,
for example, shows that women contribute as
much time per day to food and cash crop pro-
duction as men—in addition to food process-
ing and fetching water and fuelwood—with
men averaging twice as much time resting.
Similarly, surveys from Pakistan reveal that
agricultural and household activities typically
take up to 12-15 hours of a woman's day, sig-
nificantly more than the time spent by men on
productive work. In addition, women must
contend with less cash for transportation and
less likelihood of owning transport. In some
countries, sociocultural and religious barriers
also limit their mobility.

Cultural norms. In most countries, cul-

tural norms affect interactions between agents
and farmers—often, male extension officers
may not meet with female farmers—and be-
tween male and female farmers. In many
parts of South Asia, for example, the strict ob-
servance of "purdah" (separation of sexes) re-
sults in women remaining in the "inside" la-
bor force. From within the compound, women
undertake various agricultural tasks, particu-
larly processing, but cultural conditions make
it difficult for male agents to give them
advice.

Education. Throughout the developing
world, women tend to be less educated than
men, severely compromising access to agricul-
tural extension and the ability to comprehend
and use technical information. Because of
their lower level of education—in most of
Africa, the adult male literacy rate is almost
twice that of women, and in Bangladesh and
India, more than 80 percent of rural women
are illiterate compared with 60 percent of ru-
ral men—women are less able to respond to
written extension messages and, in some
cases, cannot be chosen as contact farmers.

Improving the message
Given these gender-related constraints, it is

clear that accurate information at the local
level—what women farmers do, how they do
it, and why they do it—is essential if the re-
search and extension services are to produce
and deliver technical advice that is both
needed by the farmers and appropriate to
their circumstances. Information is needed on
the following topics:

• the division of labor between men and
women by crops, livestock, and farming oper-
ations (this may involve "men's" versus
"women's" crops—traditionally, cash versus
subsistence crops—or complementary roles
for the same crop). In the production of irri-
gated rice in The Gambia, Senegal, and
Burkina Faso, for example, women specialize
in transplanting, weeding, winnowing, har-
vesting, and threshing, while men prepare the
fields and maintain the irrigation system. In
South Asia, caste and class differences tend to
be the dominant influences, with women of
lower caste generally having more limited ac-
cess to the factors of production (including
water and public land), as well as to extension
services and credit;

• who owns or controls factors of produc-
tion, crops, or income derived from the sale of
produce—women are most likely to invest
time and resources in production when they
retain control of the harvested crop;

• the types of women farmers—farm
managers in their own right, farm partners
with their husbands, or laborers. In parts of
South Asia, even women in "landless" house-

holds need extension services ("landless" in
this context frequently means having a small
patch of land that, when intensively culti-
vated, can contribute significantly to the fam-
ily's survival); and

• geographical variations and local condi-
tions that define production possibilities and
constraints. In South Asia, women farmers in
the hill and mountain regions of northern
India, northern Pakistan, Nepal, and Bhutan
need advice that differs sharply from that
needed in the tropical plains.

To date, diverse collection methods have
proved effective in planning services for fe-
male farmers, including seasonal calendars
(providing a sense of the farm "enterprise" as
well as times of peak labor by gender), sea-
sonal labor profiles, and household record-
keeping. Lengthy costly surveys should be
avoided. Indeed, one of the most successful
approaches uses the quick, inexpensive, infor-
mal survey technique of Rapid Rural
Appraisal (which involves local populations
in the early discussions and design of pro-
jects), combined with a two- to three-day field
visit. Another useful technique, requiring only
a few hours, is to question carefully selected
groups of women farmers, preferably without
the inhibiting presence of their husbands and
other male authority figures.

All of this information must then be fed
into research systems that have the ability to
generate new knowledge and techniques to
improve productivity and sustain rural fami-
lies. Linkages with both national and interna-
tional research institutions must be strength-
ened, and their research agenda broadened to
include crops and livestock produced by
women (particularly vegetables and small ani-
mals), tasks normally performed by women
(such as weeding, food processing, preserva-
tion, and storage), and technologies and farm-
ing systems suitable to the circumstances of
women farmers (such as home gardens or al-
ley cropping). Tools and machines also need
to be developed—when possible, produced lo-
cally—that are suitable for women (i.e., multi-
functional and of appropriate size and
strength), and most important, distributed
widely.

Transmitting the message
Once the relevant message—which is

highly location specific—is formulated, the
challenge lies in transmitting it to women
farmers. There are many ways to do this with-
out transgressing cultural mores. The answer
is to find a method suitable for the local tradi-
tional culture, financial and human resources,
and institutional arrangements.

Using women extension agents.
Whether the gender of the agent matters
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varies greatly depending on the sociocultural
context. Even so, evidence suggests that com-
munication with women farmers is definitely
enhanced when female agents are used. But
how can the number of women agents be
quickly increased? How can they be inte-
grated into the extension system? How can
male colleagues be convinced to accept them?
How should conflicting family responsibilities
be dealt with? And how can adequate logisti-
cal support (including transportation) be
ensured?

One answer is to sharply boost the number
of women in agricultural schools, as these
schools will be the main source of trained ex-
tension agents—in Africa, only 13 percent of
the students are female. To accomplish this,
more girls should be enrolled in secondary
schools, and agricultural schools should insti-
tute targeted growth rates for female enroll-
ment, or economic incentives, such as tempo-
rary tuition subsidies. Boarding facilities for
female students should be made available (as
at Nepal's Institute of Agriculture and Animal
Science), and parents of secondary school
girls should be informed of opportunities in
agriculture. Admission policies of intermedi-
ate agricultural institutions should be re-
viewed to ensure that female enrollment is en-
couraged (for example, until 1980, none of the
agricultural schools in the Republic of Yemen
were open to girls), and the curriculum offered
should be the same for both sexes.

Then, to retain women in the extension sys-
tem, efforts should be made to assure equal
treatment with men and accommodate those
who are married. This means equal access to
staff housing, equipment, and transportation.
Moreover, the practice, common in many
countries, of expelling women extension
agents once they marry or become pregnant,
must be stopped. One way of coping with a re-
luctance of women to accept rural posts if
their children attend urban schools is to select
new female agents from the local government
area where they will serve.

But the training and recruitment process
takes time, and in the shorter term, one solu-
tion is to redeploy female agents already
teaching rural women subjects related to agri-
culture. In many African countries, home
economists constitute a large female profes-
sional cadre—Nigeria, for example, has some
4,500, and even Sierra Leone, a much smaller
country, has over 200. They are particularly
common in former British colonies, where
they are known as domestic or home scien-
tists, and some are also trained nutritionists
and community development workers. In re-
cent years, a number of countries have begun
to experiment with this approach. In Nigeria,
home economists with agricultural training

have been integrated into the extension ser-
vice and are working very effectively in the
highly successful nationwide Women in
Agriculture program.

Given that male agents will remain the
norm for many years, efforts must also be
made to help men overcome attitudes that can
undermine programs—one recent study of
five African countries found that most male
agents perceived women as wives of farmers,
rather than farmers in their own right.
Training and supervision is one way. Using
women extension agents as the initial con-
tact—to introduce groups of women farmers
to male agents—is another. This strategy has
worked particularly well in northwestern
Cameroon, and a similar approach has been
suggested in Bangladesh, where male block
supervisors form teams with their female
counterparts.

Using women contact farmers and
women's groups. Using farmers' groups,
rather than individuals, as the recipients of
extension has been found to be a particularly
cost-effective way of reaching farmers, espe-
cially women. In many developing countries,
there is a long tradition of women forming
groups to exchange labor, mobilize savings
and credit, provide self-help, and carry out so-
cial and ceremonial functions. Such groups of-
fer a channel through which resources and in-
formation from government and donors can
flow. Indeed, the advantages are numerous:
they provide economies of scale through max-
imizing the farmer-to-agent ratio; they save
travel time and increase the time spent on the
actual task for the extension agent; they facili-
tate adoption of new techniques through peer
learning (groups can be especially effective in
reinforcing knowledge among illiterate
women, who can then rely on collective mem-
ory); they allow members to pool resources for
production or collateral to obtain credit and
other inputs; they serve as an effective means
for sharing expensive equipment and provide
a vehicle for effective large-scale distribution

Katrine Saito
a British subject, is a
Senior Economist in the
Bank's Women in
Development Division. She
joined the Bank staff in
1974 after having at-
tended the Universities of
Woks and Edinburgh.

of inputs; and they help lessen the sociocul-
tural difficulties of male/female interaction. In
Chile, for example, existing village groups
have been carefully selected and successfully
used for extension delivery; family groups
were found ineffective since women had diffi-
culty speaking up.

Recruiting more women as contact farm-
ers—or links with extension agents—can also
be helpful, but at present, the selection crite-
ria—such as the requirement for land owner-
ship in South Asia—often discourage the par-
ticipation of women. In Kenya, however, the
problem has been effectively tackled by en-
couraging local chiefs, ministers, and political
leaders to support such involvement by
women at local gatherings and in the media;
emphasizing the selection of women farmers
during training sessions; and encouraging ex-
tension agents to select contact farmers on the
basis of merit, rather than patronage.

Improving access to training. A cru-
cial link in the extension chain is making sure
that the client is able to receive the message.
Faced with dual responsibilities at home and
on the farm, women often cannot attend
courses at residential farm training centers,
even if transportation is provided. It is impor-
tant, therefore, that training be brought to
them. One way is through mobile training
courses, but the mass media hold the greatest
potential.

Radio has a long history as a communica-
tion tool, particularly in agriculture. Its low
cost and wide reach make it a relatively sim-
ple, effective technology, especially among il-
literate farmers and those in purdah. The key,
however, is making sure that the broadcasts
fit into the women farmers' work schedules
and that the vernacular is used. Pakistan, for
example, has made a practice of agricultural
broadcasting in local languages. Radio mes-
sages should also slightly precede the mes-
sages from extension agents. Evidence from
Ghana has shown that female farmers ques-
tion extension agents about subjects already
discussed on the radio.

Television is less widely used, because of
production and equipment costs. But with its
rapid spread across parts of South Asia, it
must be regarded as the media of the future—
even in places where there is not yet electric-
ity, video machines have been found (in South
Asia, generators are used). Videotapes offer a
low-cost way of reaching large numbers of
women farmers, many of whom can choose to
watch at a convenient time. They are
increasingly popular in Yemen, where Muslim
women can view programs in seclusion. They
are also used in Latin America for training,
and in India to strengthen farmer-to-farmer
sharing of technical information. B
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Setting the Development Agenda
The new Chairman of the Development Committee, Alejandro Foxky, Minister of Finance of

Chile, was interviewed by the Editor o/Finance & Development recently.
In a wide-ranging discussion, Mr. Foxky touched upon a number of key issues affecting

development today and the work of the Development Committee

Here are edited excerpts from Mr. Foxky's remarks:

The role of the Development Committee

Is the Development Committee just a "talking shop"? I don't
think so. The Committee tackles very important policy issues.
Take the last meeting in April 1991. The Committee discussed
and supported the work of the Interna-
tional Finance Corporation (IFC), one of
the main institutions of the World Bank
Group. If the IFC's capital is doubled,
from $1.3 to $2.6 billion, it will have very
significant and positive implications for
developing countries, because many pri-
vate companies that have not been able
to have access of IFC financing will then
have access. This was one of many key
issues discussed at the Spring meetings.
Others included the impact of the Middle
East crisis, poverty reduction, foreign di-
rect investment in developing countries,
the impact of industrial country policies
on development, the Uruguay Round, the
debt strategy, global environment issues,
and the IMF quota increase.

In light of criticisms that the Com-
mittee agenda is overloaded, I think we need to focus much
more on fewer issues. That would produce a more useful
discussion.

External debt
One of the agreements reached in the Development

Committee in April was to ask the Paris Club to further review
and implement additional debt reduction schemes for the poor-
est countries, along the lines suggested by a number of creditor
countries, including the so-called Trinidad terms.

Rather than talking indefinitely about the debt problems of
the middle-income countries, we should be proposing ways for
these countries to go back to the capital markets. We have to
try and turn the debt situation around, from a problem to an op-
portunity—an opportunity to go back to the markets—because
the economic situation of most middle-income countries today
is better than it was ten years ago. Of course, this requires an

appropriate response on the part of the commercial banks and
support of the multilateral institutions.

The Chilean experience with negotiating our debts with the
commercial banks has been good and may be worth emulating.
We have made progress in our return to the voluntary capital

markets. We issued, for example, bonds
worth $320 million that were subscribed
to by 20 of the largest banks at a compet-
itive commercial rate.

Aid flows to needy regions
There is, no doubt, a demand for re-

sources in the wake of the Middle East
war. There is also potentially a demand
for additional resources in Eastern
Europe. But I think it would be a disaster
if the international community did not re-
alize that the problem of poverty in the
African countries is as acute as it has
ever been and that the better-off coun-
tries of the world have to show solidarity
with those that are worse off. There were
some very eloquent statements during
the Spring 1991 meetings by several

Ministers in this respect. So, I feel that the Committee has the
mandate to actively promote additional aid flows for the
African countries.

Reduction of military expenditures by the
developing countries

As President Conable said, the World Bank cannot tell a
country how much it should spend on the military. But, all
these countries have to be able to manage their fiscal policy in a
way consistent with macroeconomic equilibrium. If you are
overspending in one area, say defense, then you are bound to
have trouble, either because you will not then be spending
enough on health, education, housing, or infrastructure—which
should be major priorities for any government, or you will end
up having a very high rate of inflation. The Development
Committee communique speaks about the "possible reallocation
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Challenge of Sustaining Growth
with Equity in Asia

Despite the general picture of relative success, Asia needs to tackle some
major long-term development problems

Attila Karaosmanoglu

A hehe 1980s are often described as a "lost
decade" for the developing countries. Indeed,
there were many countries in Asia and other
parts of the world where the growth in per
capita incomes during this period was negli-
gible or negative. However, for the region as a
whole, Asia registered remarkable growth. In
fact, during this decade, Asia's per capita in-
come grew by 5.2 percent per year, which was
impressive both in relation to its own past
performance (nearly twice the rate during the
1960s and 1970s), and in relation to other
parts of the developing world.

The success of Asia during this period was
in spite of unfavorable external conditions.
The region experienced a decline in its terms
of trade and higher international real interest
rates. It had its share of natural disasters and
political upheavals. Nor was external aid
large; in fact, Asia's share of overseas devel-
opment assistance (ODA) continued to decline
in the 1980s. What is unique about the suc-
cess of Asian countries was the nature of
their structural reforms, which were volun-
tary, sustained, gradual, and effective. These
reforms covered a broad spectrum, including
prudent fiscal and monetary management,
trade liberalization, encouragement of private
sector development, and support for social
sectors.

Of course, the new found prosperity of the
rapidly industrializing economies of Asia,
such as Indonesia, Malaysia, the Republic of
Korea, and Thailand (see table) accounts for a
large part of the success of Asian countries.
Despite a decline in their terms of trade, and
an accelerated decline in their share of ODA,
these countries registered a high per capita
growth rate during the 1980s. By 1989, these
countries made dramatic progress in reducing
the percentage of population below the
poverty line to less than 20 percent. In addi-
tion, an increasingly favorable environment
was created for private sector development,
with governments playing an active role in
building physical, social, legal, regulatory,
and technical infrastructure. As a result, these
countries were in a position to handle the
shocks of the early 1990s and maintain sus-
tained growth, while continuing to reduce
poverty.

The principal source of acceleration in the
region's growth rate was the remarkable
surge in the per capita growth rates for
China—a spectacular 8.3 percent per year,
from 3.3 percent per year in the 1970s—and
India, whose per capita growth during the
1980s was 3.3 percent per year, three times
the rate in the preceding two decades. Income
growth in these countries was also associated

with a significant improvement in social indi-
cators. By 1988, China had a life expectancy
at birth of 70 years, daily calorie supply of
2,630 per capita, infant mortality rate of 31
per thousand, and, near universal primary ed-
ucation enrollment. India, though lagging be-
hind, had also made significant progress in
all these areas.

However, while China and India benefited
from the liberalization process in the 1980s,
strains were beginning to be evident by the
end of the decade. China reaped the fruits of
reforms in rural sectors in the early 1980s, but
the next stage of decentralized management
in the urban and industrial sectors proved
more difficult. Serious inflation developed by
1988, requiring a strong policy response. For
India, the liberalization process was associ-
ated with significant improvement in indus-
trial and export growth, but problems
emerged by the end of the 1980s. On the ex-
ternal front, foreign exchange reserves de-
clined and the debt-service burden increased
to alarming levels. The budget deficits were
high and inflation was approaching double-
digits. The accumulating short-term macro-
management problems were combined with
continuing problems in terms of distorted
trade policies, a weak financial sector, restric-
tive labor markets, inefficient parastatals, and
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women of childbearing age. India is a good
example: between 1980 and 1987, the total fer-
tility rate fell from 4.5 to 4.0, but the corre-
sponding annual rate of population growth
actually rose from 1.97 to 2.06.

Without doubt, these problems loom larger
for the poorer South Asian countries because
their capacity to cope with them is much more
constrained by tight budgets, the already
heavy pressure on environmental resources,
the sparseness of existing infrastructure and
institutions, and high fertility rates. For these
countries, the urgency of accelerating the de-
cline in fertility rates is well recognized. At
the same time, raising the mean age of child-
bearing is also critically important; a decline
will significantly offset the benefits of lower
fertility rates. Hence, these findings point to
a greater emphasis on making temporary
birth control methods available to young
mothers to encourage a higher mean age of
childbearing.

Patterns of poverty and poverty re-
duction. Population growth is tightly linked
to the persistence of poverty. The dimensions
and rough distribution of poverty in Asia
have been known for some time, both in the
poor countries of South Asia and in East Asia,
where the industrializing high-growth econ-
omies have achieved dramatic reductions in
the proportion as well as the total number of
people living in poverty. The Bank's recent
analytical work, however, has brought to light
some important characteristics of poverty in
Asia and pointed the way toward effective
public interventions to hasten its reduction.

• Asia's poverty and its population is con-
centrated in five countries (India, Bangladesh,
Indonesia, the Philippines, and China), which
contain about 540 million poor, and within
those countries, poverty tends to be concen-
trated regionally. This is also true for dispari-
ties in social indicators and the availability of
social and economic services.

• The impact of population growth, partic-
ularly in the densely settled rural areas, on the
quality of environmental resources tends to
aggravate Asia's problem of poverty. Forests
are cut down, soils eroded, and soil nutrients
exhausted under pressure from land and fuel
hungry poor.

• The status of women in South Asia, par-
ticularly in regard to health and education, is
abysmally low and strongly associated with
poverty status. Higher female than male mor-
tality rates are a particularly disturbing indi-
cator of inequitable access to services. An in-
creasing number of women are landless heads
of household, joining a traditional and very
large group of rural landless poor, especially
in South Asia.

For Malaysia, Korea, Thailand, and possi-

bly Indonesia, the high rate of growth has or
will effectively control the poverty problem. It
is in the countries of South Asia, as well as the
Philippines and Indochina—characterized by
slow output growth, poor resources, and rapid
population increase—that significant prob-
lems of poverty still persist. In many of these
countries, a targeted approach of investments
and programs designed to reach the poor can
serve as an effective complement to an overall
growth strategy. Considerable recent work
has been done to clarify problems and ap-
proaches of targeted poverty interventions.

For example, the provision of irrigation and
agricultural services in poor underserved re-
gions would be an effective strategy in such
countries as China, Philippines, and India.
Investments in drinking water and electricity
in such regions can also improve the produc-
tivity of the rural poor. To reach the landless
rural poor, including women, both direct and
indirect approaches are necessary. An in-
crease in the productivity of agriculture will
raise farmers' incomes, as well as the demand
for farm and off-farm labor. More direct pro-
grams will need to involve Asian NCOS,
many of which have an excellent record of
motivating the poor and delivering well-
targeted credit, employment, and training
programs.

In the area of social infrastructure, the exis-
tence of wide disparities between poor and
nonpoor in both social indicators and in terms
of access to quality services opens up a wide
area of possible interventions on a sectoral ba-
sis. One promising approach to these prob-
lems is through analysis of public expenditure
in the social services. Primary education in
India, for example, receives a comparatively
low proportion of public spending, leading to
severe inequities in educational attainment.
This is not the case for hospital admissions in
India, where the poor enjoy proportionately
greater access. By contrast, data for Indonesia
show that access by the poor to hospital care
is very low compared to the better off.
Differences among countries in level of access
by the poor are significant, and indicate the
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potential, on a case-by-case basis, for retarget-
ing social sector expenditures and changing
policy to reach the poor.

The environment. The region's focus on
environmental issues is in part driven by the
severity of poverty and the rapid growth of
population. The combination of demographic,
economic, and climatic conditions in Asia are
producing enormous pressures on the envi-
ronment that will need to be addressed in the
near term if further environmental degrada-
tion and potential environmental catastrophes
are to be avoided in the long term.

As Asia's population continues to grow, the
proportion of the regional population living in
cities will also increase. By 2025, some 50
cities will have in excess of 4 million people
each, compared to 20 cities currently. South
Asia is expected to have the highest ratio of
population in such mega-cities by 2025. Many
of these cities will have 10 million people or
more. Few governments have policies or pro-
grams under consideration to cope with the
projected rates and associated needs of
urbanization.

Forest areas are declining in most areas of.
the region. Rates of decline are highest in
South East Asia and most severe in South
Asia. This has resulted largely from the de-
mand for increased agricultural land, commer-
cial logging, and fuel wood collection. In addi-
tion to losing the natural resources provided
by the forest, deforestation causes soil ero-
sion, water loss, flooding, desertification, and
the silting of irrigation reservoirs. Soil erosion
is estimated to cost Java alone about $400 mil-
lion annually (soil productivity loss plus costs
of clearing silt from irrigation facilities, rivers,
and dams). Deforestation also leads to a loss
of habitat—about one quarter of the world's
biological resources are at a high risk of ex-
tinction in the next 20-30 years.

Although gross water resources are gener-
ally sufficient throughout the region, several
local rates of consumption in South Asia and
China are unsustainable, with available water
supplies being used up. For example, $400
million was spent each year in 1985,1986, and
1987 to supply water to inhabitants in
drought-stricken rural Gujarat (India). Fur-
ther, water quality is declining regionwide
and this decline is expected to accelerate to be-
low already intolerable levels. Waste water
severely pollutes 70 percent of China's 78
monitored rivers, and the country is treating
only 2 percent of its total waste water. In
India, only 217 of 3,110 towns and cities have
any form of sewerage treatment, and munici-
pal sewerage systems serve only 4 percent of
India's population. In the absence of clean sur-
face water, groundwater resources are also be-
ing depleted, and since shallow wells dry up
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first, the impact is felt disproportionately
among the poor.

Atmospheric pollution in Asian countries is
a matter of both national and international
concern. Air pollution is a major threat to hu-
man health in cities like Beijing, and children
in Bangkok show increasing levels of toxic
chemicals in their blood stream from automo-
bile emissions. In addition, the rapid increase
in atmospheric emissions in Asia's newly in-
dustrializing nations contribute to global
problems such as acid rain and possible cli-
mate change.

The "greenhouse gases" implicated in
global warming are produced mainly by the
large developed countries (the United States,
the countries in the European Community,
and the Union of Soviet Socialist Republic
produce about 50 percent of greenhouse
gases), but the rate of increase is greatest in
the developing world, particularly in Asia.
Presently, Asia produces about 20 percent of
the world's greenhouse gases. Emissions in
India and China are growing by a startling
6-7 percent per year, while industrial world
emissions are growing by less than 1 percent.

Left unchecked, these two countries in the
next 20 years will triple their carbon dioxide
emissions and offset a 40-50 percent reduc-
tion by the industrial countries. Consequently,
Asia presents the greatest single threat to the
world's environmental balance in atmospheric
pollution.

The World Bank's borrowers have initiated
a number of efforts to address environmental
concerns. Most countries have either pre-
pared, or will prepare, environmental reports
or action plans in anticipation of the June 1992
UN Conference on the Environment and De-
velopment in Brazil. These will highlight envi-
ronmental problems at the national level and
identify regional issues related to natural re-
source management, human resource develop-
ment, and the need for concessional aid to
support recommended investment programs.
A major World Bank program with UNDP
has sought to identify strategies to improve
conditions in Asia's largest cities, while many
Asian countries are studying means to miti-
gate urban and industrial pollution. To help
address global concerns, work sponsored by
several donors has been initiated in China,

India, Malaysia, and Indonesia.

Conclusion

Overall, Asia's prospects are good. Despite
the seriousness of problems, the favorable
economic policy and institutional context pro-
vide the foundations for progress. However,
the 1990s forces policymakers to confront
some particularly disturbing developments:
the rise of serious macro imbalances, accentu-
ated in some cases by the impact of events in
the Middle East; the danger of losing momen-
tum in the implementation of structural re-
forms in the more vulnerable economies; the
increasingly ominous interaction between
poverty and population in countries with a
high incidence of poverty; and finally, the ac-
celerating environmental deterioration in
many countries, which threatens the produc-
tive base of society. These developments
should temper the usual optimism bestowed
on the region as a whole and direct more
forcefully the attention of donors to an impor-
tant subgroup of Asian countries that must
cross many hurdles before joining the ranks
of their rapidly growing neighbors. •
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How Mobile is Capital in
Developing Countries?

Much more than is commonly assumed, reveals a new study

Nadeem U. Haque and Peter J. Montiel
Research Department, IMF

\^>ontrols over the international movement
of capital, often assumed to be pervasive and
stringent in developing countries, are neither,
according to the results of our recent research
into the effective mobility of capital in 15 di-
verse developing countries. As a result, capi-
tal moves in and out of countries, both legally
and by evasion of controls, with much greater
frequency and ease than one would expect.
This has important consequences for eco-
nomic policy-making.

The degree of capital mobility has an
important bearing on the short-term effects of
stabilization policies—including monetary,
fiscal, and exchange rate policies—in devel-
oping countries. A high degree of mobility in
a fixed exchange rate regime reduces the abil-
ity of a government to devise an effective
monetary policy, which depends on control-
ling demand through monetary aggregates.
By allowing external finance to move into an
economy, a high degree of capital mobility
may nullify the contractionary effects of a
nominal devaluation, or limit the crowding
out of private investment by an expansionary
fiscal policy. The strength of the effects
varies with the degree of capital mobility.
That, in turn, depends on the effectiveness of
capital controls.

Existing controls
The vast majority of developing countries

maintains significant legal restrictions over
capital movements, apparently motivated by
the desire to facilitate monetary control and
the management of their balance of payments.
According to the IMF's Annual Report
on Exchange Arrangements and Exchange
Restrictions (1989), many developing econo-
mies do not allow the free flow of financial
capital. As a result, developing countries are
often assumed to have closed capital accounts,
except for borrowing by the public sector.

The reality is different. Massive episodes
of capital flight and fairly routine evasion of

controls—for example, through over- and un-
der-invoicing of imports and exports respec-
tively, smuggling, and bribery—appear to re-
flect the ineffectiveness of such controls.
Moreover, by keeping large amounts of their
earnings or flight capital abroad, residents re-
duce the ability of domestic authorities to
control the use of those resources with local
instruments, such as interest rates or credit
ceilings. At times, financial pressures (either
for inflows or outflows) may be strong
enough to lead to the official relaxation of
controls.

But not much is known with certainty
about the nature and extent of capital con-
trols, and hence capital mobility, in develop-
ing economies. Empirical research has pro-
duced meager and rather mixed results. Much
of the earlier work to find out how far
changes in domestic credit policies affected
decisions by individuals and firms to move fi-
nancial resources in or out of a country has
typically shown that developing economies
have limited domestic monetary autonomy, a
finding consistent with a high degree of capi-
tal mobility. But little work has been done to
establish the extent of mobility across differ-
ent economies.

The study
To test for capital mobility, our study used

annual data from 15 developing countries for
the period 1969-87. The size of the sample
was determined by data availability and the
need to make the analysis manageable. Save
for the series on debt, the data were drawn
from the International Financial Statistics
files of the IMF. Debt data were taken from
the World Bank's World Debt Tables. The
countries included in the sample were Brazil,
Guatemala, India, Indonesia, Jordan, Kenya,
Malaysia, Malta, Morocco, the Philippines,
Sri Lanka, Tunisia, Turkey, Uruguay, and
Zambia.

The choice of countries was guided by two

considerations: first, internally consistent
time series of reasonable length were avail-
able in these countries in the two data sources
we employed; second, among the countries
that satisfied the first criterion, the sample
had to maintain a geographical balance and
represent a wide range of developing coun-
tries. Our sample consisted of six Asian coun-
tries, four African countries, three Latin
American countries, and two European coun-
tries. It also included four low-income coun-
tries and three heavily indebted countries.
The results should, therefore, be fairly repre-
sentative of developing countries in general.

In order to test for capital mobility, we be-
gan with the following two well-known
propositions: (1) the interest rate in the do-
mestic market in a completely open economy
(i.e., when the capital account is open) is de-
termined by the uncovered interest rate parity
(i.e., the sum of the foreign interest rate and
the expected depreciation of the exchange
rate); and (2) the interest rate in a closed econ-
omy is determined purely by domestic money
market equilibrium. Consequently, we as-
sumed that the domestic market-clearing in-
terest rate in developing countries can be
expressed as a weighted average of the un-
covered interest parity interest rate and the
domestic market-clearing interest rate that
would be observed if the private capital ac-
count were completely closed.

To measure the effective degree of capital
mobility in our diverse sample of developing
countries, we estimated money demand equa-
tions by replacing the interest rate variable
with the weighted average described in the
box on methodology. This yielded an esti-
mate of the weight attached to the uncovered
parity interest rate, which represents an index
of effective capital mobility.

Results of study
The results showed that 10 out of the 15

sample countries had high capital mobility;
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Accessing the International
Capital Markets

Companies from developing countries are now looking beyond their local financial markets
to raise funds. How the IFC helps

Ji\. Frankfurt-based investor buying shares
in a Mexican company? This is not as novel
as it sounds. Since late 1989, an increasing
number of companies located in developing
countries (especially those in Latin America)
have been obtaining funding in the interna-
tional capital markets. They had done so, in a
limited way, prior to 1982. But many of these
companies, with the exception of some in
Asia, were unable to obtain external financ-
ing during most of the 1980s, largely because
the debt crisis in developing countries elimi-
nated investor interest in them. Now, with
growing confidence in their countries'
economic adjustment efforts, many compa-
nies have returned to selling securities on in-
ternational capital markets. In June 1989, a
Mexican bank—Bancomext—issued a $100
million unsecured bond with a yield close to
17 percent. Since then, several Mexican is-
suers (including such well-known names as
Telmex, Pemex, Cemex, and Nafinsa) have is-
sued securities (e.g., bonds, floating rate
notes, and convertible bonds) at increasingly
attractive rates abroad, followed by Chilean
and Venezuelan companies also eager to tap
the international capital markets.

Through such security issues, many devel-
oping countries are gradually seeing their se-
curities markets integrated into the vast net-
work of the world financial markets. This is
not surprising as these securities issues not

Kumiko Yoshinari
Senior Investment Officer, Capital Markets Department, IFC

only benefit the company but also interna-
tional investors. Developing country compa-
nies are thus increasingly able to diversify
their funding base beyond the local financial
markets, which still remain limited in size
and scope. In addition, the beneficial impact
on the economies of developing countries
should not be ignored. Such securities issues
help introduce new financial instruments to
the domestic capital markets and harmonize
disclosure and accounting standards. All
these developments could lead to a more ac-
tive local capital market and consequently, in-
creased mobilization of domestic savings.

But it is not so easy for a developing coun-
try firm to issue securities abroad. This is
largely because (1) securities issued by com-
panies from developing countries generally
require more effort in placement and sales to
investors compared with a similar undertak-
ing for a company in a developed country.
Investors generally prefer to purchase securi-
ties of companies they are familiar with, or
are well known among investors. Also, the
economic and political situation of the coun-
try in question is just as important and often
needs to be described in detail to potential in-
vestors; (2) the company's accounts and other
information are typically not disclosed in a
sufficiently detailed manner to meet require-
ments of institutional investors in the major
capital markets; (3) accounting standards

used in many developing countries differ sig-
nificantly from those used in the industrial
countries; and (4) in most cases, the terms and
pricing of securities issues require the ap-
proval of the developing countries' authorities
on a case-by-case basis.

Over the past five years, the International
Finance Corporation (IFC) has become in-
creasingly involved in helping companies in
developing countries raise financing through
international offerings of investment funds
and individual corporate securities. This ef-
fort gained momentum with the establish-
ment of the International Securities Group
(ISG) in mid-1989 to provide investment
banking services to corporate clients in devel-
oping countries. ISG (now part of the
Securities and Syndications Division) serves
developing countries and the international, fi-
nancial, and business communities in the fol-
lowing capacities:

• as an advisor to companies in develop-
ing countries, encouraging them, when appro-
priate, to investigate the long-term advan-
tages of issuing securities abroad;

• as a partner with some of the prominent
international investment banks, in bringing
companies from the developing countries to
the international capital markets. IFC is ac-
tively involved in executing the securities of-
fering, including direct sales to institutional
investors; and
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• as a provider of information to the world
investor community on investment opportu-
nities in securities of emerging markets. ISG's
efforts are complemented by IFC's Emerging
Markets Data Base, which provides detailed
financial information on over 800 companies
listed on the stock exchanges in 20 develop-
ing countries.

Initially, IFC attempted to provide compa-
nies in the developing world access to the in-
ternational capital markets through country
funds, which invest in a large number of
companies in a specific country. This was a
logical first step, as the professional fund
managers select the companies in which in-
vestments are made, and investors them-
selves do not need detailed knowledge of var-
ious companies in each developing country.
In addition, foreign investors initially consid-
ered country funds "safer" than investing in
specific companies, given that these invest-
ments are typically diversified across several
industries in a given country. Most of the
companies in which country funds invest are
quoted on local stock exchanges.

IFC has been instrumental in establishing
26 country funds (including debt-to-equity
conversion funds), targeting markets as di-
vergent as Argentina, Brazil, Chile, Hungary,
Indonesia, Malaysia, Mexico, the Philippines,
Portugal, the Republic of Korea, Thailand,
and Turkey. In addition, IFC has helped cre-
ate several multicountry and regional funds.
We estimate the total current market value of
country funds invested in developing coun-
tries at over $10 billion. With country funds
having become a well-accepted product, IFC
is going a step further by assisting individual
companies located in developing countries to
issue securities internationally. Investors who
were initially only willing to risk investing in
developing country companies on a di-
versified basis through country funds are
gradually becoming interested in specific
companies.

Helping companies gain access to the inter-
national markets is a three-stage process.

Identifying the appropriate develop-
ing country company for securities is-
sues. For countries that are "newcomers" in
terms of corporate access to the foreign capi-
tal markets, initial securities issues should
generally be undertaken by large companies.
Such companies usually have significant pro-
ject-related funding needs and would be best
able to appreciate the importance of diversify-
ing funding beyond the local capital markets;
they are typically quoted and actively traded
on the local stock exchange. In addition, for-
eign investors are most likely to be interested
in larger companies, not only for reasons of
name and prestige but also because larger

companies are likely to issue securities of suf-
ficient volume to ensure some liquidity in the
financial markets. This is an important con-
sideration for investors, since active trading
will enable them to sell the securities they ini-
tially purchased, with relative ease and at an
attractive price.

The company's track record (e.g., prof-
itability and debt-servicing record) and the
nature of its business are also important con-
siderations. Utilities, for example, generate
relatively stable income, making such compa-
nies particularly attractive compared with
other developing country companies, whose
earnings and performance are typically
volatile. Export-oriented companies (includ-
ing commodity-based companies) are also
good candidates for international securities
issues. Export receipts in foreign currency
help the company meet debt-servicing obliga-
tions even in times of rapid devaluations of
the local currency. Above all, it is important
to identify companies that are strongly posi-
tioned (relative to competitors) in those sec-
tors most likely to benefit from the country's
economic growth.

Arranging the securities issue. Once
the appropriate company is identified, one or
several financial intermediaries (e.g., IFC and
investment banks) proceed to structure the se-
curities, that is, determine the nature and
terms of the offering. This process involves
discussions with the company's management
to arrange for the financial instrument most
appropriate to the company's funding needs.
In some cases, the company needs additional
equity to increase its capital base in undertak-
ing a planned expansion. In other cases, the
company may have a very low debt-to-equity
ratio and may primarily need debt financing.
Quasi-equity instruments, such as convertible
bonds or bonds with equity warrants, may be
appropriate for a company unwilling to issue
shares because of the current low valuation of
its stocks, but would face a high cost if it
were to issue a debt instrument with no eq-
uity component.

In determining the appropriate structure
for the securities issue, the company's needs
must be balanced against investor prefer-
ences. In certain cases, the company may not
have the full range of choices in the instru-
ments it is able to issue. Certain companies in
highly indebted developing countries may not
be able to issue debt instruments at reason-
able costs. Investors, quite naturally, will be
cautious about purchasing debt securities of a
company located in a country with serious
debt-servicing difficulties. The same in-
vestors may, however, be willing to purchase
equity securities, if such securities are inex-
pensive—that is, in terms of price to earning

ratios—and have a potential for significant
capital gains.

Once the structure of the offering is estab-
lished, the instrument must be "priced" by as-
sessing likely demand. Usually, the financial
intermediaries are called upon to use their in-
vestor contacts and experience in evaluating
the price at which an instrument is likely to
be sold. But this is often difficult in the case
of securities issued by companies from devel-
oping countries, since there are few compara-
ble companies whose existing securities is-
sues could serve as the benchmark for
determining prices.

When the company agrees to the proposed
structure and pricing of the instrument, the fi-
nancial intermediaries then proceed to place
the issue with investors (i.e., sell it). However,
before proceeding with the marketing of the
issue, approval for the offering must be ob-
tained from the authorities in the developing
country in which the company resides, and in
certain cases, in the country where the securi-
ties are issued. There must also be a clear un-
derstanding on the tax treatment of income
and capital gains realized by the investors
and on the ability to repatriate such gains
freely.

Placing the securities issue. Given the
risks involved in purchasing these securities,
what types of investors participate? Initially,
a large proportion of investors interested in
securities issues (particularly bonds) of a de-
veloping country company tend to be "flight
capital" investors—that is, if a company from
country X wishes to tap the international
markets, one can expect significant participa-
tion by investors of this country who hold as-
sets abroad. This is natural given these in-
vestors' familiarity and stronger ties with the
company.

As the number of companies in developing
countries undertaking such issues increases,
however, the core group of investors gradu-
ally shifts to international institutional in-
vestors, such as pension funds, insurance
companies, and other financial institutions.
Such investors seek to further diversify their
assets and realize a high investment return.
As shown by IFC's Emerging Markets Data
Base, the performance of stock markets of de-
veloping countries is not, on the whole,
strongly correlated with the performance of
industrialized markets. Even when the stock
markets of the industrialized countries are
performing poorly, those of the developing
countries could be performing well. This dif-
ference in performance enables the equity in-
vestor to diversify risk by buying developing
country securities. More and more interna-
tional investors are becoming aware of this
advantage. •
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Protection in Sub-Saharan Africa
Hinders Exports

High rates of protection hurt the export performance of many African nations,
including the poorest

ab-Saharan African nations face major
obstacles as they tackle their extensive eco-
nomic problems: loss of international compet-
itiveness, low productivity, and mounting ex-
ternal debt, among others. While not all of
their problems are of their own creation, one
is definitely so. Recent research shows that
protection of domestic economies and prod-
ucts against international competition is re-
sponsible for major economic losses for most
countries in the region.

Structural adjustment programs supported
by multilateral agencies, such as the IMF and
the World Bank, have emphasized, among
other things, the need for countries to open
their economies. This can be done by adopt-
ing more flexible exchange rate policies, liber-
alizing exchange and trade regimes, and al-
lowing domestic relative prices to adjust to
levels close to those in the world markets. If
they follow this course, it is argued, many
African countries—including the poorest
countries in Africa—could restore interna-
tional competitiveness, increase the produc-
tivity of their investments, and enjoy a higher
level of economic growth, led in particular by
a more robust export sector.

The detailed study on which this article is based is
available from the author. An earlier article consid-
ers the related issue of the trade effects of simulta-
neous exchange rate adjustments by Sub-Saharan
African countries; see "Witt Contemporaneous
Devaluations Hurt Exports from Sub-Saharan
Africa?" by Joshua Greene and Dean DeRosa in
Finance & Development, March 1991.

Dean DeRosa

In opting for protection and against a more
outward-oriented development strategy,
African countries frequently cite weak world
market conditions for primary commodities
traditionally exported by African countries
and heightened protectionism in many indus-
trial countries. Liberalization of imports, on
the other hand, is seen by these countries as
producing trade imbalances, making their ex-
ternal payments positions more precarious.

While plausible on the surface, this posi-
tion is not borne out by an examination of the
evidence. The commodity terms of trade of
Sub-Saharan exports did fall substantially in
the 1980s, but so did the terms of trade of
other regions, including East and Southeast
Asia. Yet, the other regions showed higher
rates of real growth of exports and output.
Sub-Saharan Africa has also had more favor-
able access to industrial country markets
than exports from other developing regions,
mainly because primary commodities from
the region face low tariff rates and quantita-
tive restrictions, and such exports are fre-
quently eligible for preferential treatment un-
der the import duty schemes of most
industrial countries.

If Sub-Saharan countries had opted for
open economic policies, they would have un-
leashed a strong supply-side response from
domestic producers. Specifically, to balance
increases in imports under more liberal trade
arrangements, the real exchange rate would
have adjusted—typically, to a depreciated
level, increasing the profitability of exports
and so increasing export revenues without
the need for special programs or incentive

policies to promote exports.
This article presents an overview of the ex-

tent and structure of nominal protection in a
large sample of Sub-Saharan countries. It also
analyzes the effects of this protection on the
real exchange rate and level of exports of
these countries.

The information on protection presented
here is based on the Trade Information
System (TIS) of the UN Conference on Trade
and Development (UNCTAD). The TIS is an
inventory of import control measures in de-
veloping countries established to support ne-
gotiations to expand South-South trade on a
preferential basis. It classifies restrictive im-
port measures as tariffs, "para-tariffs" (other
fiscal charges applied to imports), and nontar-
iff barriers—principally, various forms of
quantitative restrictions, foreign exchange re-
strictions, minimum price systems, and state
trading monopolies. Tariffs and para-tariffs
are measured in familiar ad valorem terms.
Nontariff barriers, on the other hand, are mea-
sured in terms of frequency ratios, that is, the
percentage of tariff-line items within an ag-
gregate trade category that are affected by a
given import regulation. The inventory in-
cludes information on the import restrictions
of 23 Sub-Saharan countries (see footnote to
Table 1), which together accounted for nearly
60 percent of the region's recorded trade in
1987, the most recent year for which pub-
lished TIS data are available. (Since 1987,
several Sub-Saharan countries, including
Ghana, Tanzania, and Uganda, have begun to
undertake important structural reforms, in-
cluding changes in their trade policies and
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Stefan Gerlach and Peter A. Petri (editors)

The Economics of the Dollar
Cycle
The MIT Press, Cambridge, MA, USA, 1990, vii +
381 pp., $37.50.

Thomas Mayer (editor)

The Political Economy of
American Monetary Policy
Cambridge University Press, New York, NY, USA,
1990, ix +314 pp., $42.50.

Here are two books dealing with different
facets of monetary economics: one inter-
national, the other domestic. Both pro-
voke thought more by explaining why the
right policies are hard to formulate than
by trying to find easy answers to difficult
questions.

To start with the international issues:
Why did the US dollar rise so dramatically
in the first half of the 1980s and then fall
even more sharply in 1985-87? How did
that cycle affect the world economy? And
was this a problem that calls for a policy
response, or should the market be left
alone to determine exchange rates and
payments balances? In December 1987,
an outstanding group of academic econ-
omists gathered at Brandeis University to
wrestle with these questions and to try to
assess the implications of the dollar cycle
for economic policy. The papers pre-
sented at that conference have now been
collected and edited by two Brandeis pro-
fessors, Stefan Gerlach and Peter A.
Petri. The result is a generally quite clear
and policy-directed compilation, which in-
cludes some stimulating discussion of the
papers as well.

The questions posed above are obvi-
ously daunting, and it should not be sur-
prising that even the finest economists
are hard pressed to find convincing an-
swers. Consequently, the most interesting
papers in this volume are those that es-
chew trying to build castles in the sand
and try instead to explain why we cannot
know all that we seek to know. Paul
Krugman, for example, discusses the fail-
ures of many popular explanations for the
swings in the dollar's value, and he con-
cludes with a call for a modest but elusive
reform: We cannot draw lessons for pol-
icy, he notes, "until there is some willing-
ness to abandon positions that have been

decisively rejected by experience—even
if those positions make for nice models"
(p. 117). Peter Garber reviews the debate
over whether the dollar's strength in the
mid-1980s was just a speculative bubble,
and he argues that we cannot answer that
question until we first are able to evaluate
the fundamental determinants of the dol-
lar's value; but that prior issue has also
proved elusive.

As for the future, there seems to have
been a reasonably general agreement at
the conference that if the United States
hoped to balance its external accounts, it
should not only reduce its budget deficit
but allow the dollar's exchange value to
decline further as well. That argument
was made by James Tobin, Ralph Bryant,
Rudiger Dornbusch, and others. It is
worth noting, then, that three years later,
the dollar had depreciated by a further
10 percent in effective terms, while the
budget deficit had remained stubbornly
high. The US current account deficit had
declined from around 31/2 percent of GNP
to just under 2 percent, but further
progress was proving difficult. This con-
figuration of events is only part of a com-
plex picture, but it does tend to vindicate
the mainstream view of what was
required.

On the domestic front, "Fed watch-
ing"—studying the decisions and the deci-
sion-making process of the US Federal
Reserve System—has long been a fa-
vorite pastime of financial journalists,
bankers, and others who in various ways
depend on the Fed for their livelihood. In
1987, an American journalist, William
Greider, carried this vocation to an appar-
ent extreme with an 800-page book
(Secrets of the Temple: How the Federal
Reserve Runs the Country) that studied
the institution, its leaders, and its role in
American society in more depth (and with
more vituperation) than one would have
thought imaginable. Most monetary
economists, on the other hand, have
been content to study the results of mon-
etary policy, without devoting much time
to the human processes that give rise to
those results.

Thomas Mayer, for the past three
decades a University of California eco-
nomics professor and a student of US
monetary policy, decided that the topic

"need not be left to journalists," and he in-
vited some two dozen economists to write
papers analyzing Federal Reserve policy
making. The overwhelming impression
one gets from reading these papers is
that the individual policymakers and their
responses to political pressures and
bureaucratic biases are as important as
the economic theories that underpin
their work. Several chapters argue that
Federal Reserve decisions cannot be
adequately explained by estimating reac-
tion functions, or by appeal to maximiza-
tion of either the public welfare or the pol-
icymakers' own self-interest. The Federal
Reserve is subjected to pressure from
both the Congress and the Administra-
tion, but its leaders have worked hard and
with much success to maintain a measure
of independence from those pressures.
The Fed's policies consequently have
been formulated and implemented with
discretion and have not generally been
subjected to formal rules.

Most of the authors represented in
Professor Mayer's book are critical of the
Federal Reserve, and many of them would
prefer a system of rules that would subject
both the Fed and its political overseers to
greater accountability. Even those favoring
discretionary countercyclical policy, such
as Elmus Wicker, find that the practice of it
has fallen far short. Suggested reasons for
the failures of Fed policies include incom-
plete use of available information (Wicker),
reliance on poor forecasts (Raymond
Lombra and Nicholas Karamouzis), reluc-
tance to admit mistakes (Mayer), an ab-
sence of incentives to establish account-
ability (Edward Kane), and the reluctance
or inability of the Congress to develop ef-
fective oversight (Nicholas Beck and
James Pierce).

What is missing from these studies is a
clear set of prescriptions for improve-
ment. It is doubtful that any of these au-
thors would argue that Congress could be
counted upon to establish a set of rules
that would lead to better outcomes.
Independence and discretion in the imple-
mentation of rules will always be required,
and perhaps the strength of this book
—like that of Gerlach and Petri—is that it
avoids looking for simple solutions for an
extremely complex problem.

James M. Boughton
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Michael E. Porter

The Competitive Advantage of
Nations
The Free Press, New York, NY, USA, 1990, xi
pp., $35.

855

Porter's objective in writing this volume is
to extend his earlier work on the competi-
tive strategy of firms to the national con-
text. He hopes to learn why some nations
prosper and others do not. Much interest-
ing information is presented—a virtual
shower of anecdotes that is often repeti-
tive—but the author is more successful at
presenting suggestive hypotheses than at
developing or testing a theory.

The first few pages quickly shift from
the basic issue—the determinants of
national productivity and productivity
growth—to a focus on the success of in-
dustries in international markets, which
absorbs the rest of the book. Porter terms
such success "international competitive-
ness," which he defines as significant ex-
ports of goods and services, or significant
foreign direct investment by an industry.
The empirical link between national pro-
ductivity and international competitive-
ness is not presented, but merely as-
serted. No mention is made of what
determines the productivity of industries
producing nontraded goods. For exam-
ple, one reason for the high level of pro-
ductivity in the United States is the high
productivity of US service industries, but
these industries are not big exporters.
And success in exporting commodities
and simple manufactured goods need not
imply high productivity.

Part I covers over one hundred case
studies of industries in ten leading devel-
oped nations. Each of these case studies
is of an internationally competitive na-

tional industry. How these industries were
chosen from the many hundreds of possi-
ble cases is not explained. A few are pre-
sented as self-contained case studies in
Part II. An analysis of these cases leads
Porter to identify four major determinants
of international competitiveness: factor
conditions (land, labor, and capital); de-
mand conditions (composition and size of
home market demand and its relation to
foreign demand); related and supporting
industries (presence of such industries
that are already internationally competi-
tive); and firm strategy, structure, and ri-
valry. Other minor determinants are
chance and government policy. The four
major factors provide an organizing
framework used to analyze why selected
industries are internationally competitive.

Porter describes the current competi-
tive situation (in terms of industrial
exports and economic performance) of
eight countries (Germany, Italy, Japan,
Korea, Sweden, Switzerland, the United
Kingdom, and the United States) in Part
III. Then in Part IV, he goes on to make
suggestions about appropriate strategies
for companies to pursue and appropriate
policies for governments to implement,
along with presenting diagnoses and sug-
gestions for the eight countries reviewed.

The problem posed in the book is the
matching of industries and nations, each
of which has many varied attributes. The
question is: Which nations are the best lo-
cations or home countries for which in-
dustries? The analysis is carried out by
reviewing the findings of the numerous
case studies on almost an individual ba-
sis, and the transition from these in-
stances to the overall performance of the
country is unsupported. This leads to a
lack of clarity, much repetition, and little

hard measurement. This work would be
much enhanced by more use of statistics
and less use of example.

The author persistently refers to his an-
alytic framework of four principle determi-
nants as a theory. The framework is not
tested in a rigorous way, nor is it used to
predict which firms will emerge as interna-
tionally competitive in which countries.
The author states that his framework
could be used for predicting future indus-
try evolution (p. 175), but he never uses it
for this purpose. What the book presents
is a rich set of hypotheses about the de-
terminants of export success, with little
analysis of the relative importance of vari-
ous determinants.

The analysis of government policy is
very modest and is covered for develop-
ing countries in only five of the book's 735
pages. Governments should foster a
competitive environment, promote educa-
tion, invest in infrastructure, and expand
research capacity. In addition, increasing
the level of savings and investment and
promoting the development of efficient
capital markets are deemed crucial for
growth. The author is not enthusiastic
about the efficacy of macroeconomic pol-
icy in general, nor of devaluation in partic-
ular as a stimulant for international com-
petitiveness. However, he sees a greater
role for government policy in developing
than in developed countries.

This book is a bountiful source of infor-
mation about specific industries, and it
provides a useful taxonomic device for an-
alyzing successful industries. Firm man-
agers will find much that is relevant, but
there is little in the way of specific recom-
mendations for government policymakers
or for the analyst of developing countries.

Gregory K. Ingram

Lance Taylor (editor)

Socially Relevant Policy
Analysis
The MIT Press, Cambridge, MA, USA, 1990, x + 379
pp., $37.50.

The phrase "socially relevant" in the title
of this book does double duty. The book is
essentially a collection of structuralist
computable general equilibrium (CGE)
models for developing countries, and the
phrase "socially relevant" is meant to ap-
ply both to its structuralist (as opposed to

neoclassical) approach as well as to the
CGE methodology, which lends itself to a
much greater degree of microeconomic
detail than is typically found in small
mainstream macroeconomic models. The
book consists of a lengthy overview es-
say by Lance Taylor, followed by twelve
chapters consisting of applications to indi-
vidual countries by various authors. The
overview essay appropriately provides a
useful description of the tenets of struc-
turalism and a brief synopsis of CGE
methodology. Of these, the former is by

far of greatest interest.
Taylor identifies structuralism with a

number of general hypotheses about de-
veloping country macroeconomics. These
include the recognition that (1) many
agents possess significant market power;
(2) LDC macro-causality tends to run from
"injections," such as investment, exports,
and government spending, to "leakages,"
such as imports and saving; (3) money is
often endogenous; (4) the structure of the
financial system can affect macroeco-
nomic outcomes in important ways; and
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(5) in the LDC context, imported interme-
diate and capital goods, as well as direct
complementarity between public and pri-
vate investment, are likely to be empiri-
cally important. In spite of the occasional
polemical tone of the essay, many of
these hypotheses would command wide
agreement among developing country
macroeconomists, suggesting that struc-
turalism—at least in this sense—may
have made its point.

The country-specific applications, which
comprise the rest of the book, embody
many of these structural features. The
CGE methodology is applied consistently
in these chapters, though the structures
of the models differ in major ways de-
pending on the policy questions being ad-
dressed. The chapter on Mexico, for ex-

ample, departs substantially from CGE
tradition by incorporating a fairly detailed
financial sector. This is necessitated by
that chapter's focus on the effects of de-
valuation in a "dollarized economy" (i.e.,
where a large number of US dollars are
held by residents). Overall, the quality of
the exposition in the applied chapters is
good, and the workings of the country
models are fairly transparent. The analy-
sis is indeed focused on "socially rele-
vant" questions, such as the optimal de-
sign of food subsidy programs in Mexico,
the distributional effects of price controls
in Nicaragua, the effects of raising admin-
istered prices in India, and so on. In gen-
eral, the findings are reasonable and
would not offend many nonstructuralists.
It is not surprising to find, for example,

that devaluation can be contractionary if
imported intermediate inputs are impor-
tant, that targeted food price subsidies
are superior to income transfers and gen-
eral price subsidies, or that raising admin-
istered prices can be stagflationary.

All told, whatever one thinks of the
CGE methodology, this is a collection of
sensible papers that address, in a careful
way and with attention to country circum-
stances, policy issues that repeatedly
confront developing country macroe-
conomists. As the papers here illustrate,
the macroeconomic tradition that this
book reflects continues to contribute to
the formulation of responsible macroeco-
nomic policy in developing countries.

Peter J. Montiel

Frank A. Cowell

Cheating the Government: The
Economics of Evasion
The MIT Press, Cambridge, MA, USA, 1990, xii + 267
pp., $27.50.

This book is a comprehensive state of the
art primer on the economic analysis of tax
evasion. Though he makes no concession
to those who cringe at mathematical mod-
elling, Cowell succeeds in combining
technical elegance with a healthy dose of
facts and anecdotes, excellent writing,
and frequent wit. The notes to the
chapters are a particularly rich source of
material.

The basic premise of the argument is
that the problem of tax evasion or, more
generally, cheating the government, is in-
trinsic to public finance. Self-interested in-
dividuals will not voluntarily finance the
optimal amount of public goods, preferring
instead to maximize their own consump-
tion, while enjoying the public works pro-
vided by others. This creates a need for a
government tax enforcement strategy.

The first few chapters are devoted to
the definition of the problem and an exam-
ination of its scope. Cowell compels the
reader to admit that the line between ille-
gal evasion and legal avoidance is fine in-
deed and clearly varies from country to
country. This point is important later on
when optimal enforcement policy is dis-
cussed and provides an entry into the is-
sue of the appropriate extent to discour-
age evasion or avoidance. Furthermore,
the existence of ambiguity in the tax law
implies that harsh penalties may not

be viewed by society as fair, if the rules
of the game are not simple and well
understood.

The middle chapters proceed with the
development of models of taxpayer be-
havior and the empirical evidence sup-
porting them. The standard theoretical
results are presented—that evasion de-
pends on the probability of being caught,
the severity of the penalty, and the risk
aversion and income levels of individuals.
Another important factor, and one that
Cowell has examined in greater depth
elsewhere, is the availability of tax avoid-
ance strategies, tax shelters, and the pos-
sibility of "exiting" to the informal or under-
ground economy. Building on the models
of taxpayer behavior, the last chapters ad-
dress the issue of the appropriate govern-
ment response.

An important theme underlying the last
chapters, on policy agenda and policy de-
signs, is that, although, on paper, eliminat-
ing evasion is a trivial task—merely in-
crease the penalty to the point where no
sane individual would dare cheat—there
are significant problems with this solution,
primarily that in most societies the nature
of the crime must bear some relation to
the nature and magnitude of the punish-
ment. Tax evasion is not viewed in most
societies as a particular evil act and un-
duly harsh penalties for evasion would not
be enforced. In addition, high penalties
raise the issue of the potential venality of
tax collectors, who would be all the more
tempted to make side deals. Con-
sequently a more sophisticated strategy
for tax enforcement is necessary.

An optimal strategy would depend on a
number of factors. One important guide-
line is to allocate resources so that an ap-
propriate relation is maintained between
the cost of enforcement and the revenue
received directly from those audited, and
indirectly from any increase in general
honesty. A second consideration, one
having important equity implications, is
the appropriate trade off between penal-
ties and enforcement effort. At a more
microeconomic level, the design of opti-
mal audit strategies depends on the infor-
mation available to the government. This
area has been researched quite actively
of late and indicates that significant im-
provements over "blind" audit strategies
are available that may greatly improve the
efficiency of the tax collector. An improve-
ment in the use of information—mainly
from tax returns—may, however, lead to
an exodus to the underground economy.
The possible resultant economic losses
would mitigate the gains from effective
enforcement.

The primary strength of the argument in
this book may be, for some readers, a
source of disappointment. Having care-
fully constructed a treatise on tax evasion,
the author maintains his intellectual hon-
esty by shunning sweeping arguments
and proposals. The issues are fundamen-
tal, complex, and interesting. Readers of
"Cheating the Government" will obtain
much useful insight, but will find no quick
and simple solutions to the puzzles posed
therein.

Peter Stella
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David Pearce, Anil Markandya, and Edward B.
Barbier

Blueprint for a Green Economy
Earthscan Publications Ltd., East Haven, CT, USA,
1989, xvi +192 pp., $13.95.

Originally written as a report to the UK
Department of the Environment, this little
book is both a primer on environmental
economics for politicians and a challenge
to economists to wake up to the critical
importance of the environment for eco-
nomic theory and policy. The topics cov-
ered include the meaning of sustainable
development, valuing the environment,
environmental accounting, project ap-
praisal, discounting the future, and mar-
ket-based incentives for environmental
improvement. The book is intended for the
layman, even though some rather ad-
vanced discussion is encountered in the
chapter on discounting. In general, the au-
thors have done an admirable job of ad-
vancing the discussion, while at the same
time remaining within the intellectual con-
fines of neoclassical economics. But, the
book bears the mark of its origins—a gov-
ernment report done under a deadline
with no time for second thoughts and pol-
ishing. A more polished discussion of the
same material is provided by Pearce in his
recent text with R. Kerry Turner—
Environmental and Resource Econo-
mics—which is also highly recommended.

On the definition of sustainable devel-
opment, the report rejects the "nondeclin-
ing utility approach" as fundamentally
non-operational and advocates a defini-
tion in terms of constant total capital
.stock, later sharpened to constant natural

capital. In spite of the difficulties of defin-
ing constancy of capital, their case seems
very convincing. Certainly ecologists
would also find this approach more satis-
factory. So too, should economists, since
this is a generalization of J.R. Hicks' defi-
nition of income as the maximum annual
consumption that still leaves capital intact
at the end of the year—only capital is now
taken to refer mainly to natural capital.

For those involved in environmental
projects, the chapters on project appraisal
and on discounting the future will be of
special interest. The most promising sug-
gestion for integrating sustainability into
project appraisal is simply to require that
every project be sustainable—that is, that
it not degrade the natural capital stock on
which it depends either for regeneration of
its raw material inputs or absorption of its
waste outputs. If a project does either of
these things, as frequently must be the
case, then that project must be coupled
with a joint or shadow project that will re-
build the degraded natural capital, such
that the two together meet the condition of
maintenance of natural capital stock. The
two are then considered as a unit and
ranked against other sustainable projects
by conventional criteria. This seems to me
a proper principle, even though there will
surely be difficulties in carrying this
through. What is really surprising, how-
ever, is that the authors then immediately
retreat from this principle saying that "at
the level of each project such a require-
ment would be stultifying. Few projects
would be feasible." They advocate apply-
ing the principle at a program (multi-pro-
ject) level, so that the nondegradation of

natural capital stock criterion would only
hold on the average for the set of projects
in the program and not for each project.
This does not seem to help at all and in
fact sacrifices efficiency by "socializing"
the costs of sustainability among all the
projects in a program, instead of making
each project bear its own full marginal so-
cial opportunity cost—a principle elo-
quently defended elsewhere in the book.
Nevertheless, the basic principle is a pow-
erful one and the question of the best way
to apply it merits more discussion by
economists.

The chapter on discounting is the best
short discussion I have seen of the issue.
The authors' basic point is that the dis-
count rate should reflect the combined in-
fluence of time preference and productiv-
ity, and should not be altered to take
account of environmental externalities.
The latter should be incorporated directly
in the cost and benefit estimates of the
project and not indirectly in a doctored dis-
count rate. Indeed, they argue, it is hard to
know which is more environmentally
friendly, a high or low discount rate. A high
discount rate speeds up depletion of non-
renewables and rotation periods of renew-
ables, and thus seems unfriendly to the
environment. But a low discount rate lets
a greater total number of projects be ap-
proved, all of which also put demands on
the environment. It is hard to tell a priori
whether the total investment effect will be
greater or less than the more rapid ex-
ploitation effect—another topic that should
engage the discussion of economists.

Herman E. Daly

Neil G. Kotler

Sharing Innovation
Global Perspectives on Food,
Agriculture, and Rural Development
Smithsonian Institution Press, Washington, DC, USA,
1991, v + 265 pp., $12.95 (paper).

This very readable book presents the pa-
pers and proceedings of an international
colloquium on food and agriculture held at
the Smithsonian Institution, in conjunction
with the awarding of the 1989 World Food
Prize to Dr. Verghese Kurien, chairman of
the National Dairy Development Board
("Operation Flood") in Anand, India.

The papers review a number of success
stories in agricultural development: the
Awe community project in Nigeria; the
green revolution in Asia; advances in dry-

land farming technology in India; the Iringa
integrated nutrition project in Tanzania; the
growth of Chile's fruit and vegetable export
industry; and the "Operation Flood" dairy
development program in India. With few
exceptions, the authors played vital roles in
the developments they describe, and un-
like books written by "outside" experts,
there are clear messages here from key
practitioners about the factors that they
think led to success.

Despite the'diversity of experiences re-
ported, a clear message emerges about
the importance of involving local, commu-
nity-based, and often private institutions in
any development project. Farmers and ru-
ral communities must have the freedom
and flexibility to act in accordance with
their own perceived needs, and develop-

ment endeavors must begin with a proper
understanding of those needs and a clear
vision of how to reinforce a community's
ability to act. Remarkably, there is very
little emphasis in the papers on the role
of the public sector, other than with re-
spect to maintaining a conducive policy
environment.

The book includes a verbatim account
of the discussions that followed the
presentation of the papers. While some
useful condensation might have been
achieved with the aid of rapporteurs' re-
ports, there are sufficient gems (e.g.,
Dr. Kurien's informal comments on what
really makes Operation Flood work,
pp. 224-28) to make much of the discus-
sion a useful read.

Peter Haze//
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International Monetary Fund announces.

The IMF's Statistical Systems in Context of
Revision of the United Nations'
A System of National Accounts
IMF's Statistical Department and edited by Vicente Galbis

Experts from the IMF, UN, OECD, EC, and statistical
institutions examine issues pertaining to external sector
transactions, public sector accounts, and financial flows
and balances.

US$35.00. English, (paper) xxvii + 599 pp. 1991.
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Legal Effects of Fluctuating Exchange Rates
by Joseph Gold

This volume discusses some of the major legal effects of
fluctuating exchange rates in both public international
law and national law. The problems and similarities in
the solutions are reviewed, and the author recommends
further developments in the law.

US$37.50. English, (cloth) xviii + 473 pp. 1990.
ISBN 1-55775-173-0
Stock # LEFEEA

Financial Liberalization, Money Demand, and
Monetary Policy in Asian Countries
by Wanda Tseng and Robert Corker

Occasional Paper 84 examines the financial reforms
undertaken by nine Asian countries in the 1980s
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Philippines, Singapore, Sri Lanka, and Thailand), and
their implications for money demand and monetary
policy.

US$10.00. English, (paper) ISBN 1-55775-220-6
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Economic Reform in Hungary Since 1968
by Anthony R. Boote and Janos Somogyi

This paper, Occasional Paper No. 83, examines
Hungary's reforms since 1968, and discusses the
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