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PROHOTING EFFECTIVE DEVELOPMENT POL ICIES:
Lo1.D. EXPERIENCE IN Trl DEVELOCPING COUNTRIE:

Both experience and analysis confirm that success by LDC's in
achieving economic progress is heavily dependent upon their pursuit
of appropriate policiss and programs. Foreign assistance is very
important, but its cost will be greater and its results lessz if the
recipient country does not do its best. Since aid is limited, it
should be concentrated where it will be most offective.

1LOC's vary widely in their ability to mobilize and make good use
of resources for development. dany are already making strenuous efforts
to holp themselves; five-sixths of investment taking place in the developing
countrins is self-financed. In cvery case, however, there are important
measuraes wnlch could improve the results achieved. This papsr summarizes
recont UL0. experlenca in attempts to encourage adoption of such measures.

el. efforts to link aid to improved performance are not new. From
the beginning of the post-World War Il aid program there were cases in
which assistance was related to broad policy changes on the part of the
recipicnt. In some instances project loans nave been conditioned on
spceific measuress of constroaction or operating policy having significant
sconomic implications. itich of our tecnnical asszislance activities have
been directed to increasing the ability of host countries to formulate
and execute need:d s-21f-help policies and measures: for example, planning
assistance, osiablishment or reorganization of budget bureaus, or tax
raform and tax administration. However, since 1961 the U.S. has emphasized
the importance of self-help efforts and has tried to relate aia to performance
somewhat more systematically and consisteontly than before, at least in the
larger assistance programs directed essentially to economic development.
These «fforts have been far from uniformiy successful, but U.Z2. experience
does saggest that there is considerable scope for donors to influence

DY

rocipients' broad deveslopment policies.

I. Identifying necded :zolf-help measurcs

Bafore: discussing the J.3. axpericnce in relating aid to s~lf-help,
it may bo usefal to indicats by a fow illustrations what the .. means
by the term, and to suwmarizmo soms of the majoi problems of evaluating
performance and self<halp offorts which wo have recontly zncounterad.

Telf-nelp measucess rangs from steps to improve the effectivencss of
cpecific activitics to mich broader ~fforts to undartake basi: roforms in,
for axample, taz structure; to alisr investmeni priorities as vetuwein
sectorss o modify an entire import control system or to gilve sibslantially
greatcr cncouragement and frecdor to private initiative. This papr
~mphasizas broader policy improvem:nts and the wayes in which donors can
sapport and cncourage such lmprovemaonts.  However, the muccass of any
developrment ~ffort depends not only on appropriate general policics, but
2lso on inmmerable more limited improvements in organization, managzmoent




and policies in important sectors and subsectors. These improvements
can be encouraged and supported by different aid techniques, including
many kinds of technical assistance as well as explicit understandings
in connection with loans for capital projects.

A. Recipient Country Policies for Stabilization and Growth

there there is sesvere inflation accompanied by serious pressure
from a deteriorating foreign exchange position, measures to promote
financial stabilization become crucial. There is wide agreement on
thz general principles guiding the restraints on credit and government
deficits, the exchange rate adjustments, and the tax and tariff measures
needed to restore a measure of balance. The IMF often taltes the lead in
assisting a country to work out a feasible program of stabilization,
and the U.3. has frequently made part of its assistance contingent on
the racipilent's fulfilling its agreement with the IMF.

In an early and successful case, U.3. aid supported the Greek
stabilization program formulated and carried out in the mid-fifties.
The current Korean stabilization program and exchange reform is the
latest in a series. OStabilization was an important element in the Bell-
Dantas agreement with Brazil in 1963, and in recent understandings witn
Chile and Colombia. The objectives of such programs can be more directly
stated than is the case for development programs, and short-term
quantification of goals is often possible. Usually all parties can
agree on specific measures which are cogent, and data are generally
quickly available for measuring short-term periormance on the main criteria
selected. However, the measures are far from infallible in producing
desired results. The program prescribed to control inflation in Chile
appears to hava underestimated the strength of accumulated inflationary
pressure. In other cases, inflation has been replaced by stagnant
recession.

Tnerefore, in many cases measures to promote both stabilization and
developmznt must be undertaken at the same time. However, as emphasis
shnifts from stabilizalion measures to policies and programs to promote
development, thore is much less certainty regarding the key steps to be
taken,

A few general objectives can be stated fairly clearly. A countiy
should:z

a. Incrcase its ability, in terms of institutions and skilled
manpower, to plan and carry out development programs

L. Jncrcase the scale of its development programs;

Increcase the output of goods and services resulting from its
development expenditures;




d. Increase its own financing of developmsnt; and
e. Increase exports and economize on imports.

The relative importance of these guvals varies from country to
country and from time to time. The spscific measures needed to
achieve them are almost infinitely varied. The appropriate measures
can be identified for a particular country only on the basis of
intensive study of its particular circumstances. In the countries
waere the U.S. has major economic ald programs, AID conducts continuing
analysis, both in its field missions and in Washington, to identify
the most important self-help measures and determine how the U.S. can
encourage them. One of the working groups of the Development Assistance
Committee of the OECD is working toward agreement among donor nations
regarding the techniques which can be used to identify key self-help
needs, so that donors can reach a consensus on priority measures for
any specific country.

B. Evaluating Performance and Self-Help Efforts

Evaluation of self-help efforts already under way and comparison
of different countries' efforts and performance is a continuing concern.

Quantitative indicators of economic performance, while useful,
have some obvious shortcomings. Certain data, such as marginal savings
rates, are notoriously unreliable, and the range of error may be wider
than the changes in the data for the same country over a period of a
few years or than the differences in the sames series for two countries.
Exogenous factors like the weather or world prices for key exports
sharply affect short-term figures. Even if there were no statistical
inadequacies, the complexity of cause-effect relationships makes it
difficult to evaluate comparative performancez an index of good
performarnice in one country may not be particularly significant for
another. HMoreover, quantitative indices of economic performance reflect
improved zountry policies and programs only after a lag of months or
years. If aid is to be used directly to induce and support current
self-help efforts, and not solely to reward such efforts after they
have been implemented and reflected in improved performance, then
quantitative indicators of performance must be combined with an intimate
knowledge of current host country policies and programs and their
probable future effects.

If a country has already been performing well in most fields, and
unless there is some spacial reason to expect dsterioration, there is
reason to assume that it will continue to do well. If a country has not
bzen doing well, but has made a number of encouraging policy statements
and is trying to pass nezeded legislation and broaden development efforts,
donors must try to judge whether the country will be able to translate
good intentions into 2ffective action.




II. Encouraging liore vigorous Self-Help Efforts

Ir. relating aid to self-help performance, donors may assess the
performance to date of various recipients and concentrate assistance
on those LDC's which have demonsirated by cood performance their
avility to use aid effectively. This approach, pursued consistently,
may not only encourage and support the efforts of countries which
perform best. but may also have a helpful demonstration effect on other
IDC's. This approach is ex post, in the sensec that donors adjust the
level and content of their aia to past performance.

Donors may ge beyond the ex post approach and seek actively to
influence the current and future development policies of recipients,
throu;-h discussion and persuasioa and possibly through offering
additional aid to share thz costs and risks of introducing additicnal
important self-help measures. In practice. donors use some combinaticn
of the ex post and ex ante approaches., The following discussion
ezamines these apprcaches in turn.

A. The Ex Post Response to Good Performance: Concentration and Selectivity

The 1961 report of the President's Task Force on Foreign Assistance
emphasized the need to reward good performance by generous aid allocation.
The revort referred to persuasion as the primary technique for influencing
aid recipients to undertake specific reform measures. The repo.t
stressed the idea that there would be countries whose performance we
could broadly endorse, and that by concentrating aid on the countries
which performed best and giving them the assurance of Long-term commit-
rents, we could exert strong influence on other countries., India was
cited as a country rhere self-help efforts merited substantial assistance
in support of long-range plans.

The U.5. has found that two major probvlems limit the application
of this approach,

1. Conflictins Fereirn Policy Interests

The TUnited Jtates. 1ike most donors with large and diversified
aid prorrams., secks o promote a variety of foreign policy interests
thrciizh these prosrams. In conntries vhere the U.5, is strongly
corzaerned for security or o*her interests. these may complicate
anpplicaticn of the principle that aid should be allocat«~d in accordance

with seif-hain periormance:.

In sore Luenir-five countries, the U.3. conducts major economic
ssiztance nro.rams desirned to support and stimulate development.
within this sroun. self-help efforts and performance become major factors
in determinin:s not only the amount but also the form and content of U.S.
aid. For example, Zoans to finance imports of raw materials, spare
parts and fertilizer are extended most readily to those countries whose
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planning and performaiice warrants confidence that the commodities will
be used to support hich priority development objectives. Even within
this group, however, other U.S. policy interests also influence the
allocaticn of assistance.

In half a dozen additional countries, the United States
coniducts major assistance programs primarily designed to restore and
maintain security and stability. In these countries the United States
dees press fer econcmic self-help measures, but other consideratinns ,
dominate U.S. decisions on the amount of aid. -

In still other countries U.S. aid is aquite limited and the U.3.
is unlikely to be able to exert influence on the country's general _
development policies, except to the extent that it acts in concert 2
with other donors.

2. The Neea for Support Concurrent with Self-Help Measures

Some of the most important self-help measures needed in many
IDC's require external support at the time the measure is undertaken
as a precondition for its success. For example, U.5. willingness to .
make a larger part of its total aid available in the form of commodity
assistance, helping to meet a possible surge in foreign exchange
requirements, was of significant help to Pakistan when it decided in
July 196l to remove import controls and adjust fiscal measures on
major industrial commodities and raw materials in order to permit
fuller utilization of existing industrial capacity. Substantial
non-inflationary increases in investment also may depend on increased v
erxternal aid, at least in the short run. In such cases the ex post
approach is inadequate. -

B. FEx Ante Efforts to Improve Performance: Discussion and Persuasion

1. U.S. Experience

In practice, the U.S. has always made efforts to improve
current polities which aid recipients are applying to development
problems. The more successful instances in which the United States
has played a role in improving recipients' policies were based on long
and thorough discussion between U.3. and host counlry officials, often
conducted over a period of years, concerning what measures were desir-
able, nacessary, and feasible. These discussions were based on the best
analysis which the U.S. or international agencies were able to make or
obtain. The process of arriving at agreement with the host government
is greatly facilitated if field staffs are maintained, with full time
responsibility for economic analysis of the host country. These staffs
are usually able to establish close professional contacts with financial
and economic leaders of the country, public and private. In addition, o
U.S. non-project loan agreements in Chile, Colombia and Brazil provide '
for a periodic formal review of the economic situation with officials
of the host couniry. In Chile, for example, quarterly reviews of over-
all Chilean performance provide a special channel for a regular flow
of information and exchange of views on a broad range of policies and

programs.




™n T.atin America, the Charter of Punta del Este sets forth ,
agreed oujectives to which each signatory country is committed. The ’
Inter-American Committee for the Alliance for Progress (CIAP), with .
the assistance of the lanel of Nine (top-level experts in economic :
development), annually reviews each country's progress toward the =
goals stated in the Cnarter, its planc and programs. and the external ‘ R
requirements and internal efforts called for in the next year. The
Panel of liine also reviews intensively each country's national plan
as it is prepared, 'ithin this framework of multilaterally determined
gnals and international review of plans and progress, the United States
4 can discuss programne and performance with the Latin American countries
in an atmosphere of mutual endeavour.

2. Problems of Influencing through Persuasion

The goals of self-help described on page 2 above are clearly ]
in the interests of the developing countries. They are goals shared b
by donors and recipients, and are not alien objectives imposed from
without. HNevertheless, a number of problems may make it difficult to
reach agreement on the priority which should be given to proposed
self-help measures,

a. Resentment of external interference

Host country officials sometimes resent what they view
as outside criticism of, and interference with, their
internal affairs, and this sensitivity makes it difficult
to agree on needed measures. However, in most of the
countries to which the U.S. gives major economic devel..
opment support, it has been possible to convince the
covermment of the host country that the U.S. shares

with it a concern for the country's long-run development.
Therefore., although there may be disagreement on partic-
ular points, there is a basis for conlinuing analysis
and discussion.

b, Differences in judgment or short-run conflicts in donor
and recipient interests

There can be, and the U.S. often encounters, strong
differences of opinion with the govermment of the
developing country regarding the priority to be attached
to a particular measure, or more fundamentally, the
nature of the measures required to achieve agreed
objectives. In particular, although no developing
country wants to remain forever dependent on aid, some
assign a lower priority to eliminating concessional aid
and plan to wait longer for increased foreign exchange .
earnings than we find advisable. A continuing full

exchange of views has often helped to narrow or resolve

differences of this kind.
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c. Divisions within the recipient government

Often there are differences of opinion within a host y
govermment regarding the best development policies, so

that it is difficult to reach agreement with donor

countries on the best course of action. However, in

such cases discussion with U.S5. and ovher bilateral or

muitilateral staff familiar with the country's situation

has sometimes helped to resolve the issue and has lent

support to elements within the government to carry out -
the necessary measures.

C. Ex Ante Efforts to Improve Performance: Incentive Programming

In the past two or three years the U.S. has attempted in a number
of cases to add to its usual practice of discussion and persuasion the
use of incentive programming and conditions as means of inducing and
supporting needed measures, In more and more cases the U.S. considers
that specific positive, explicit understandings regarding recipient
performance are desirable, This trend results from concern over the
slow pace of growth relative to what might be possible, stronger con-
victions about what is needed to make more effective use of aid in
particular countries, and, perhaps, the importance of being able to
make clear thesz concerns to the U.S5. Congress and people so that
there will be broader understanding of the goals and role of the aid
program.

1. U.S. Experience

An early example of an effort to relate specific improvements
in economic performance to significant aid cocmmitments was the "Nine-
teen Points" agreed upon with the Republic of China on Taiwan in 1960
in the context of a five-year program of accelerated development. The
Govermment of the Republic of China worked out and approved a nineteen
point Economic Reform Program designed to control the level of military
expenditures, develop non-inflationary fiscal and credit policies,
implement tax reforms to remove tax deterrents to business, establish a
uniform and realistic exchange rate, liberalize foreign exchange control
and carry out a number of other measures. Some of these steps were to
be completed in one year, others over a period of two, three or more
years.,

On the basis of these undertakings by the Chinese Government,
the U.5. was willing to provide three types of aid: (i) a hard core
of minimum essential grant economic aid to prevent living standards
from falling due to maintenance of large military forces; (ii) supple-
mental grant economic aid for raw materials, spare parts and machinery,
the amounts and timing to be adjusted according to performance; and
(1ii) Development Loan Fund loans for specific projects, in amounts
depending largely on ability to prepare projects. It was aiso under-
stood that one objective of the five-year program was termination of
U.S. concessional economic assistance at the end of the period.
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Implementation of the "Nineteen Points" in Taiwan lagged
behind the timetable established in the program, but by the end of
the five-year period most of the points had been largely carried out
and the basic purposes of the accelerated economic development
program, including termination of concessional U.S. economic aid,
had been achieved.

The Bell-Dantas agreement in Brazil of March 1963 is a second
example of linking substantial assistance to recipient performance.
Under this agreement the Brazilian Government agreed to undertake
far-reaching financial and fiscal reforms and other steps to check
inflation and lay the basis for a sound development nrogram. AID
undertook, in turn, to support the program with substantial aid.

The Govermment of Brazil which was then in office did not
fulfill its commitments in the agreement, and the U.S. consequently
did not provide the assistance that had been made contingent on
improved performance. The agreement may, however, nave served a
useful purpose in laying the groundwork for more successful efforts
in Brazil a year or two later and in other countries by lending
credibility to our position.

In Pakistan in the early 1960's lack of imported industrial
commodities and raw materials obliged many plants to operate at a
fraction of capacity. After a partial liberalization of import
controls early in 196lL, the U.S. indicated that if Pakistan acted
to remove most controls and took steps to assure that real prices
were more accurately reflected in costs to importers and users, we
would be prepared to increase considerably the proportion of total
U.5. aid provided in the form of commodities. This support enabled
the Government of Pakistan to remove controls on imports of 51 major
industrial commodities and raw materials. At the same time it
imposed additional taxes increasing domestic prices so as to restrain
a possible surge of demand. It is too early to judge the final
economic effect of these actions, since expanded imports began to
flow into Pakistan only in the last quarter of 196L. However, all
indications are that utilization of industrial capacity has
increased significantly.

Fuller descriptions of these cases, and of agreements reached
with Chile and the current Government of Brazil will be found in the
annex to this paper.

AID started its present effort to link aid more actively and
eyplicitly to improved performance in the Latin American region. The
programs there were newer; it is probably easier to introduce new
practices in such cases before patterns of behaviour become fized.
The Charter of Punta del Este and the machinery of the "wiseman" +o
some eztent precommitied TLatin American governments to the principle
of reform and provided a multilateral context for U.S5. efforts to
encourage improved performance., In many of the older Far Eastern and
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asian programs a major effort in the early AID period was to switch

from Rupporting Assistance to Development Loans; to do so with minimum
political and economic disruption made introduction of additional strains
undesirable. Also, in countries like Korea and, to a lesser extent,

in Turkey, dominant security interssts had to be taken into account in
gauging the priority and forcefulness that should be expressed in the
debate over developmeni policy issues.

However, recently we have sought explicit commitments with
increasing frequency in all geographic regions. We now have or are
actively s=eking more or less formal understandings related to our aid
cormitments covering important aspects of country policy in abeut ten
countries including those receilving the most major U.S. development aid.

Thus far in U.S. experience loans for ths import of commodities
have proved to be the form of aid which lends itself most readily to
incentive programming. This is partly due to the urgent need for such
imports in most LDCs which are conducting vigorous development programs:
loans for commodities provide a clear-cut incentive. Moreover, in many
cases, aid in the form of commodities is appropriate to meet the needs
which the self-help measure is likely to create. This is particularly
true of liberalization measures and encouragement of the private sector,
Finally, these loans can be ecasily increased or reduced in amount and
adjusted in timing. Tnis is important since ircentive programming
normally involves only a margin and not the entirety of a country program.
The donor usually has political and other commitments whiaich rule out
the possibility of suspending aid if the receiving country falls short
of agreed targets. Horeover, an all-or-nothing proposition is unlikely
to create the atmosphere of cooperation and confidence in which incentive
programming is most likely to be effective.

However, there is no reason why general conditions of econoriic
performance could not be attached to project assistsnce. Th2 Peru
Mission recently proposed linking a number of broad develcpment policy
measures to U.S. undertakings to finance sound development projects up
to a specified amount. When project aid includes local cost financing,
the aid has the effect of program assistance and could be managed in a
similar way.

Not infrequently the U.5. has required a borrower to take
more specific measures in connection with project loans, and these
measures may have significant economic impact. For examplz, in Korea
certain powsr projects were financed on condition that power rates be
substantially increased.



2. Problems of Incentive Programming

The attempt to go beyond discussion and persuasion and
to use incentives and explicit self-help understandings to induce
more vigorous self-help efforts posrs certain problems in addition
to the problems of reaching agreement. o

a. Recipient capabilities and the credibility of aid
incentives or conditions

One limitation w= have founu to the use of explicit

self-help understandings i3 that those countries with ,
the more chaotic eccnomies and the greater need for

reform are often also poiitically or administratively

weak and incapable of carrying out such understandings.

In these countries sincere host government determination

rlus supporting foreign assistance may not be sufficient

to assure reform. In some countries, weak governments

have avoided politically difficult self-help efforts in p
the belief that the U.S. would not be willing to enforce :
performance criteria at the risk of seeing the government

collapse. .

b. Conflicting U.S. foreien policy concerns

Where the U.S. has strong security or other foreign
policy interests in a country in addition to interest
in its economic development, or wherc 7.S5. relations
with a country are strained regarding topics other than
the country's development policies, the U.S. may be
reluctant to risk additional strain resulting from an
active effort to encourage improvements in development
policy. In such circumstances the U.S. would normally
continuz to discuss development policies with the
country's officials, but mignt hesitate to try to link
part of the aid program to explicit self-help efforts.
However, such strains can be reduced by careful prepara-
tion, including thorough discussion with the uost
government; by cooperating with the IBRD, IMF, CIAP, and/or
other donors in encouraging needed measures; and by
pointing out that there are other countries where we
are also linking aid to performance. There is also
growing recognition that the U.S. long-term interest

in improved performance is greater than had been
realized previously.
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:;*3‘ c. Political acceptability in the recipient country

It is often argued that recipient governments cannot
afford poiitically to make policy concessioils publicly
linked to aid agreements. In som= cases, however, a
. public agrezement mev help to clarify understanding of
the 1lzsues and present the case for needed measures to
clements within the goverrnment and *to the general public.
A public agreement waich makes clear the conditions under
: wnich aid will be extended also protects the donor against
recriminaticns if the recipient government does not fulfill
the agreed conditions and the donor therefore provides
less aid. This was the case in the Bell-Dantas agreement.
) A public agreement also minimizes the danger of misunder-
= standing when key officials are changed. It helps us
in dealing with tnird ccuntries and in explaining our
> actions to Congress and the Public.

T

However, despilte these advantages it may not always be

possible or desirable to record publicly an agreement

regarding psrformance. If a formal public agreement

seems politically unwise, the recipient can announce its

actions and intensions unilaterally and the donor can

take Lts cwn action on the basis of such announcement. ‘ A
As =~ middle ground the donotr can indicate publicly that

its action is being taken in order to support the measures

which have been announced unilateraliy by the recipient.

IMF stabilization program arranpgemerts ncormally take

this form. .

)

3. Conclusions Regarding Irncentive Programming

A number of conclusions may be drswn from U.S. experience to
date wiih incentive programming.

i a. kExplicic understandings are not likely to be erientive
: unless the recipient government [uily understands and
, agrees with the stipulated measures.

b. Explicit understandings may be effective in improving
specific policies, but thess improvements may not be N
adequate to bring about the desired economic results. .

c. It is probably more effective to concentra’e influence .
. on a few key celf-help measures at a time, preferably
ones which can be stated rather precisely and whare
action or inaction can be easily recognized, rather
than to link assistance to a wide range of somewhat
vague criteria.
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d. A major contribution of the recent explicit understandings
regarding self-help has been the provision of a regular
arrangement for review of progress and an agreed agenda
for sucl: reviews.

The Chile, Colombia and Brazil agreements provide for
periodic review of progress in carrying out the various
undertakings and release of our funds in stages. This
shculd be useful in at least three ways. Such reviews
facilitate flexibility, which may be desirable in relation
to some of the more complex quantitative and non-quanti-
tative undertakings which are likely to be important as
stabilization and deflation problems are overcome and the
need is for positive measures to accelerate development.
They also permit early identification of difficulties
before extensive damage is done or large amounts of money
irretrievably released. They also set the stage for a
continuing dialogue concerning key areas of govermnment
policy.

e. Commodity loans have so far proved to be the form of aid
which lends itself most readily to incentive programming.
However, there is no reason why general condidtions could
not be attached to project assistance. More limited con-
ditions having significant economic implications have been
attached to U.S5. project loans on a number of occasions.

f. It is helpful to conduct negotiations for explicit self-
help understandings parallel to, and where possible jointly
with, negotiations between the receiving country and the
IMF (where stabilization is involved), the IBRD, other
multilateral lending institutions, and other bilateral
donors. Therefore, some agreement among donors regarding
the most important self-help measures and the scale of
assistance requirements is important.

g. For maximum influence on LDC policies, incentive program-
ming must not only build on past and facilitate future
discussicn and persuasion, but must also be coupled with
the ex post approach of allocating aid among countries
roughly in accord with their achieverents.

ITI. Promoting Celf-Help Performance in Consortium and Consultative
Group Countries

Where a dsveloping country receilves substantial aid from several
donors, coordinated donor efforts to encourage and support particular
self-help measures can be more effective than the efforts of any single
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donor. Theoretically, consortia and consultative groups shculd be
better than informal bilateral consultation in ensuring coordination.
However, the IBRD Consortia for India and Pakistan, and the OECD
Consortium for Turkey were established to reach some degree of agree-
ment amonsg donors on goals and requirements, in order to arrive at
appropriate aid levels and to improve terms. Although the three major
consortia have centinued to focus primarily on levels, terms and types
cf aid, we have found growing agreement that recipient performance is
of keen concern t» all donors and that the donor groups ought tc play
a greater part in identifying, inducing and supporting priority self-
help measures.

The World Bank staff has provided comments, criticisms, and recom-
mendations in connection with economic reports by Bank missions and
assessments of development plans in consortium and consultative group
countries. While it is not possible to determine the exact extent of
cause and effect, the governments of Turkey and Pakistan have acted on
certain se’f-help measures considered important by the consortia.
Turkey has taken steps to reform the State Economic Enterprises and to
increase foreign exchange earnings. Pakistan has substantially liber-
alized imports. Recently, India's need for more rapid results from
her development programs has been the subject of general concern.
Although i:. the past there may not have been sufficiently extensive
or systematic joint donor consideration of needed action by recipient
countries and of donors' strategy for inducing such action, the IBRD
and other institutions are gradually moving in this direction. Fuller
coordination of assistance policies and programs depends on arrangements
to make available to all donors thorough analysis of requirements for
both internal effort and external support in each developing country
where more than one donor conducts significant aid programs. Fuller
coordination also calls for explicit joint donor consideration of ways
to encourage the required internal effort ard to provide the necessary
external support.

The IMF has been effective in coordinating donor policies and pro-
moting measures required for stabilization. IMF Standby Agreemerts have
usually required that the developing country make efforts to obtain
credit from other donors and that donors' credit te extended on condi-
tion that the receipient observe the requirements of the Standby. The.
IMF has usually discussed major wolicy issues with other prospective
sources of credit, but has not called for fo-mal group action. The IMF
has taken full respronsibility for technical analysis and specification
of the recinient's stabilization actions on which the IMF Standby and
other credits are predicated. This experience with encouraging stabi-
lization measures may also be useful in promoting more effective devel-
opment pclicies and programs.
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' Efforts to enlist the LDCs and organizaticns in which they them-
selves are represented to bring pressure on one ancther for improved
performance have not been particularly productive to d~te, but are
worth pursuing. If successful, such mechanisms would avoid the over-
tones of neo-colonialism which some LDCs tend to associate with pres-
sure by groups of donors. The role of the OEEC during the Marshall
Plan period is often cited as a successful example. The Inter-American
Committee on the Alliance for Progress (CIAP) is already performing
this function in Latin America and will probably grow in effectiveness
as it gains experience and presitige.

-1h -



ANNEXES

CASE STUDIES OF U.S. EXPERIENCE IN ENCOURAGING IMPROVED PERFORMANCE

PAKISTAN: IMPORT LIBERALIZATION - 196l

Background:

Due to a scarcity of foreign 2xchange the Government of Pakistan
had imgosed increasingly strict coatrols over imports. The foreign
exchange shortage distorted investaent decisiuns and led to substantial
idle capacity. It also required tie retention of elaborate bureaucratic
import controls which gave rise tc corruption and black market opera-
tions, led to uneccnomic inventories, and denied adequate supplies of
raw materials to those who could use them most effectively.

Suggestions for a freer import regime had been made regularly by
foreign advisors since 1957. 1In 1962 and 196., with reserves rising,
discussions between the AID staff in Pakistan and Pakistani officials
focused attention anew on this problem and led t-» a mutual understanding
that trade liberalization, accompanied by price adjustments, would be
an important step to beivSer utilize Pakistan's resources. AID offered
to support an import 1liberalization program by increasing the proportion
of program loan assistance within the same total aid level. Shortly
thereafter, a report prepared by the IBRD in preparation for the FY 1965
Consortium meeting, similarly indicated that the mcst substantial con-
tribution that could be made to Pakistan's economic growth would be to
provide non-project assistance to enable Pakistan to utilize better its
existing productive capacity.

Content and Form of the Agreement:

The Government of Pakistan, with AID support, tock the first step
toward import liberalization in January 196l by removing licensing con-
trols from four major iron and steel commodities. This liberalization
was not accompanied by any exchange rate adjustment and it snon became
clear that liberalization of only four industrial raw materials was
inadequate. Consequently, further discussions with the GOP were under-
taken to explore the feasibility of, and U.S. support for, a broader
import liberalization program. AID agreed with the Government that if
extensive liberalization were to be undertaken, $200 million of non~
project assistance for 196L/1965 would be necessary and justified.
Without liberalization the non-project requirements would be considerably
less. AID assured the Government of Pakistan of up to $1LO million of
non-project assistance for FY 1965 (compared to $100 million of non-
project assistance for FY 196L) _f_L_/ to help meet the foreign exchange

1/ This was a shift in composition of U.S. aid rather than an increase
in the total amount.
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needs anticipated if the GOP undertook, starting July 196L, to liber-
alize the import of all raw materials (except those which could be
directly related to the production of luxury consumer goods) and spare
parts, and 1o increase prices by at least 109 on liberalized items.

The orice i1:creases were intended to resirain a possible surge of demand
on removal of restrictions, in view of the cheapness of imports relative
to domestic prices. Since total estimated non-project assistance
requirementis were ab least 5200 million, the U.S. also stressed the
psycholcegical importance of obtaining support from all members of the
Consortinm, The program would have little prosyact for success unless
the other Consortium members could be persuaded to contribute $60 million
2f non-proiect assistance.

The form the negotiation with the GOP took was a seriec of discus-
gions between the U.S, representatives, the Ministry of Finance, and the
GOP Planning Office. The Finance Minister wns given the U.S. assurance
of support at the end of April and the Karachi representative of IBRD
wvas informed of this offer at the same time. A letter from the Mission
Director to the Minister of Finance, delivared in early June, confirmed
the assurance to ihc Government of Pakistan of up co $140 million of
ncn-project assistance to support an expanded liberalization program,
with appropriate price adjustments. The U.S. assurance of increased
ascistance was made while the budget and the import program were in
preparation, and before the second meeting of the FY 1965 Consortium.
The second meeting (the pledging session) of the Consortium was held
after both the import policy and the budget had been publicly announced.

Results:

In July 19€L, the Government of Pakistan announced a new import
policy which liberalized imports of 51 major industrial commodities and
imposed additionmal taxes totalling about 10%. At the Consortium meeting
approzimately $60 million of non-project assistance was pledged by other
Crnsortium members. The effect of the import liberalization program is
as et difficult to measure because imports only began to flow into
Pakistan under the prozram in the last quarter of 196L. However, all
indications are that utilization of the factories has increased signifi-
cartly., In the steel rnlling mills, in the first instance, the price of
steel has dropped by 15 to 20%. Shortages of raw materials have been
an=zliorated and i is expected that the rapid industrial growth which
Palkistan has erxperienced the last several years will be further accel-
erated, It czhould also be noted, however, that some adverse effect on
Paliistan's foraign ezchange reserves has taken place since in that
period nori-project aid did ot fully cover the additional foreign
exchanie demands released by the import liberalization.

In summary, although precise statistical data on physical results
is not ye* available, the mein initial objective of restoring the allo-

cratic controls has been achieved.
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PAKISTAHN ¢ FERTIIIZER DISTRIBUTION I EAST PAKISTAN

Fertilizer is scld in Pakistan at a subsidy of 25% in West Pakistan
and 509 in East Pakis-an. There are three government-owned chemical
fertilizer plants in Jjest Pakistan producing 65,000 nutrient tons of
fertilizer anmally. During the Third Plan the GOP plans to triple the
productive capaci‘y, includini; a privately owned ESSO plant. In East
Pakistan production is 52,000 nutrient tons annually, and a 3509 increase
is planned for the Third Plan.

Until mid-1963 fertilizer was distributed by a government agency
in each prevince. This system did not permit adequate and timely dis-
tributior;, and resulted in excessive overstocking, particularly in East
Pakistan. Jince increased use of fertilizer is one of the basic ingre-
dients of accelerated agricultural growth and since AID had financed
fertilizer impo- ., the Mission repeatedly urged the Government to
improve the fertilizer distribution system. On July 30, 1963 the Mission !
wrote to the Governor of East Pakistan that, unless immediate steps were '
taken, there would be approximately five years supply of fertilizer
available in 196l at the then prevailing rate of sales. The Mission
indicated thai a refund claim of $18 million might be made unless the
available fertilizer was distributed more effectively.

During August 1963 the GOEP implemented existing plans for expanded
distribution of fertilizer thrcugh the private sector. Sales of urea
and TSP during FY 1965 increased rapidly and are expected to increase
further in FY 19A45. At the end of FY 196l carryover stocks were reduced
to 112,000 tons of urea and 21,000 tons of TSP.

As of September 196l there were over 3,000 private fartilizer
distributors authorized under a cooperative plan with the Agriculture
Department and Agricultural Development Ceorporation wholesaling ferti-
lizer to private sector retailers. At present five districts are nearly
1007 in private sector hands. The overall transfer to the private sec-
tor is scheduled over a two-year pericd.

FERTILIZER USE IN EAST PAXKISTAN
(nut.dient tons)

1960/61 23,337
1961/62 22,868
1962/63 26,537
1963/6l, 18,726

PAKTISTAN : TIICREASING TAX YIELDS

Pakistan began its Second Five-Year Plan (1960-1965) with a poor
record of mobilization of resources through taxaticn; the tax yield
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being only about 6% of GNP. The Plan contemplated increased taxation,
but by mid-plan it was clear that the limited steps which had been taken
would produce only about half of the modest planned increase in tax yield.

The AID Mission postulated that taxes would have to be increased
at least to the level projected in the Plan early in 196k, if the
Developrient Plan were to be implemented effectively. Prior to the
fourth year of the Plan, the U.S. urged action to increase taxes and
supported these urgings by refusing to release U.S.-owned rupees, which
would have allowed Pakistan to finance the fourth year of the Plan with
nc tax increase, As a result of these efforts and because of growing
Pakistani recognition of the needs for greater self-effort, Pakistan
raised taxes for the year in an amount greater than 1% of GNP, the
largest tax increase in Pakistan'’s history. Further tax measures were
enacted for the current year, so that Pakistan will end its Second Plan
with tax yields somewhat over 9% of GNP.

The Third Plan, which begins July 1965, contemplates that over 50%
of the public development program will be financed from domestic sources
as compared with only Li3% during the Second Plan. This, particularly
considering that the program will be almost twice the size of that for
the Second Plan, is a commendable plan of progressive self-help.




BRAZIL

A. Program Loan 1963 - (Bell - Dantas Agreement)

1. Background

The beginning of 1963 marked the installation of the presidential
regime which had been restored in Brazil by the October 1962 election.
The Brazilian Three Year Plan, designed to achieve both stabilization
and development, was released soon thereafter, and with the resumption
of Brazil's contacts with the IMF, the situation appearad favorable for
fruitful discussion of development and external assistance with the
Brazilian Government. Santiago Dantas, Brazil's newly appointed Finance
Minister, had made an initial effort at putting into effect a compre-
hensive stabilization program. On the strength of what appeared to be
a good start, Santiago Dantas came to Washington early in March, 1963,
for discussions with the iMF, IBRD and IDA, IDE and several U.S. govern-
ment departments and agencies, regarding the possibilities of externsl
assistance for Brazil's plan of economic stabilization and development.

2. Form and Content of the Agrecment

Brazilian and U.S. understandings and commitments were set fcrth
in an exchange of letters between AID Administrator Bell and Finance
Minister Dantas, dated March 25, 1963. In his letter to the AID Adminis-
trator, Danvas listed a series of measures already taken by the Government
of Brazil to curb inflation and undertake agricultural reform, and also
cited eleven further measures to be implemented during the following
months., Included were measures to improve budgetary control and give
development expenditures priority; to hold the Treasury cash deficit
to a stated limit during 1963; to progressively eliminate the deficits
of the railroads and merchant marine; to formulate further tax reform;
to maintain a coffee policy designed to yield a stated net surplus, and
to secure additional non-inflationary resources as offsets to the budget
deficit; to encourage foreign private investment; to adopt a flexible
exchange rate policy; and to elaborate the Three-Year Plan in greater
detail and in collaboration with the Panel of Nine of the OAS. The
letter also stated Brazil's intention to negotiate a standby agreement
with the IMF by June 1963 and to seek assistance from Europe and Japan.

Mr. Bell's letter noted this program, with particular reference
to the intention to seek a standby agreement with the IMF, to initiate
conversations for long-term financing with the IBRD and IDA, and to
obtain financial support from the Inter-American Development Bank and
from Europe and Japan.

Assuming that this program were implemented, the United States
agreed to make available, subject to applicable legislation, approxi-
mately $L0O million for the period March 1963 through May 196.. Of
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this, $8l; million in credits from the Export-Import Bank, AID and the
Treasury were to be made available immediately, and the remainder would
be disbursed as requirements developed and parallel with successful
implementation of the measures described in Minister Dantas' letter.

(The $8L4 million represented the balance of a U.S. Government assistance
package tctalling $338 million dating from May, 1961.) Two-hundred-
twenty-five of the total $L00 million was to be provided by AID including
$100 millicn in project aid and $129.5 million comnodity assistance. The
remainder would be supplied by the Export-Import Bank, the Treasury, and
through shipments of PL LB80 Title I commodities.

3. Results

In May, 1963, a team was sent to Rio to assist the Embassy and
USAID in (a) evaluating Brazilian progress in terms of specific under-
takings contained in the agreement and (b) negotiating the principal
document which would serve as the basiz for phasing disbursement pur-
suant to the March understanding. It very soon became apparent that
sufficient progress had not been made to warrant the preparation of
such a document.

The Brazilian officials spontaneously indicated that significant
changes in the formulation and execution of the program were necessary
and the Finance Minister stated that he wished %o make further progress
before requesting implementation of the Bell/Dantas agreement and that
a postponement from June to September of the target date for implementa-
tion was in accordance with his own thinking. It was apparent that
unless there was a radical change for the better, it would be imprudent
to assume that improvement by Seplember would have been sufficient to
justify disbursements of United States resources for general balances
of payments or budgetary purposes. Therefore, in order to alleviate
existing exchange pressures, it was felt that attenticn should be given
te other alternatives, particularly that of working towards some form
of negotiated limited refunding of short-term obligations.

Eventually it became clear that the Finance Minister could not
obtain sufficient support to permit implementation of his program.
Finance iiinister Dantas was replaced in June, 1963, by Carvalho Pinto,
and Pinte was in turn replaced in December 1963 by Ney Galvao. Dantas!
proegcam was not imnlemented by Pinto or Galvao, nor did the president
or other members of the cabinet support it. The economic situation
deteriorated rapidly after Ceptember, 1963, and had reached a critical
stage by the time of the revolution of March, 196L. Under these circum-
stances, since Brazil had not succeeded in taking the necessary self-
help measures, AID limited its assistance to Food for Peace help, project
assistance and programs to combat misery and privation in the Northeast.




B. Program Loan: December, 1¢6lL

1. Background

The Goulart regime was overthrown in March, 1964. The new
government, headed by Castello Branco, moved quickly and vigorously
to contain inflation. initiate an orderly development pragram, and
execute a series of reforms.

The magnitude of the problem winich the government had inherited
was reflected by inflation, which had been running at an annual rate of
140 percent during the first quarter of 196li, an anticipated budget
deficit of between 1.3 and 2 trillion cruzeiros, including huge deficits
of public enterprises, and a cumbersome exchange system with an over-
valued rate which was hampering exports.

Within less than two months, work was initiated on the program
for economic stabilization. A Washington team was sent to Brazil in
May, 1964, for consultation with senior Brazilian government officials.
It was clear that the Brazilian Government had made significant strides
toward the development of an effective program, hut that it was too soon
for such a program to have been completely elavorated and implemented.
It was also clear that some sort of transitional assistance would be
essential in order to give the Brazilians more time tc work out their
program. In June, 196, a $50 million contingency fund was approved
by the AID Administrator in order to provide transitional supporting
assistance until such time as a broad program could be worked out.

A During the summer and autumn of 196L, the Brazilian Government
prepared such a far-reaching program. It successfully negotiated debt
rescheduling agreements with European creditor governments, Japan and
the United States on July 1, 196i. In October, the Government of Brazil
presented to the Inter-American Committee of the Alliance for Progress
(CIAP) a statement of the actions taken and plans for implementation of
the Government's economic program for the period 196L until the end of
1966. A letter setting forth the Govermment's economic policies to be
followed during 1965 was sent to the Chairman of CIAP on December 7. 1/
Brazil also entered into and successfully completed negotiations for an
IMF standby agreement. A U.S5. negotiating team went to Brazil in
November, 196Li, and conducted a series of discussions with Brazilian
officials which established the basis for substantial U.S. assistance
in support of the Brazilian program.

On December 1L, 196li, the United States announced that it would
be prepared to make available about $L50 million during calendar year
1965, including AID assistance, a Tre® ury stabilization agreement,

l/ The Government of Brazil has declined to publish the CIAP letter of
December 7. Tts wishes in this matter have been respected by the
U.5. Government and CIAF,




Export-Import Bank credits, and commodities provided under PL L80. The
announcement also stated the U.S. expectation that at least an additional
$L50 million would become available from inflows of private foreign capi-
tal and from current and new programs of international financial insti-
tutions. A formal loan agreement tor $150 million in AID program loan
assistance was gigned on the same day by the ATD Administrator and the
U.S5. Ambassador to Brazil and by the Brazilian Minister of Finance and
the President of the Bank of Brazil.

2. Content and Form of the Agreement

The loan agreement between the United States and Brazil is bssed
upon the December 7 letter to CIAP. In the AID Loan agreement of Decem-
ber 1L, 196L, the United States undertakes to provide up to $150 million
in support of Brazil's program of development, stabilization and reform,
as set forth in the Govermment of Brazil's December letter to the CIAP.
The funds are to be released in four tranches as follows:

(1) Of the first tranche of $52.5 million, $L5 million was dis-
bursed in January, 1965, shortly after signing the loan,
under AID procedures relating to advance finuncing for the
importation of commodities from the U.S. The remaining
$7 million included in the first tranche was scheduled for
disbursement following the cpening of letters of commitment
in favor of U.S., suppliers.

(2) Three further disbursements of $32.5 million after the close
of each of the first three quarters of calendar 1965 will be
made to support the Brazilian program. Performaice will be
evaluated, in its quantitative aspects, with special atten-
tion to the federal government's current account surplus;
total transfers to govermment entities; the net international
reserve position; and the expansion of credit by the Bank of
Brazil to the private sector.

3. Performance

It is too early to judge the results of Brazil's performance
under the loan agreement of December 1L. In spite of courageous action,
pressures continue to exist, and the stabilization effort has induced a
recession in business.

However, the following review of Brazilian progress as of
February, 1965, gives some indication of the scope and vigor of the
Goverrnment's actions:

Stabilization: The new government has (a) eliminated
import subsidies; (b) undertaken far-reaching tax measures which will
augment revenues by increased rates and more effective tax collection
(1965 is to show an overall 10/20 percent increase in real terms over
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the considerabie increase achieved in 196hL); (c) teken initial steps to
reduce deficits in public enterprises by higher rates and more efficient
administration; (d) achieved a substantial success in reducing the bud-
get deficit during calendar 196l from the estimated Cr$l.3 trillion under
the budget inherited from the previous government to about Cr$700 tillion;
(e) provided for a further reduction of the deficit in real terms during
1965: and (f) replaced a cumbersome exchange system with a simplified
system and a realistic exchange rate., Brazil entered into a standby
agreement with the IMF for $125 million in January, 1965.

Development: The government has worked out a comprehensive
priority program for roads, electric power, water and sewerage facili-~
ties, agricultural credit institutions, and development banks. The
government favors maximum reliance on the private sector and is develop-
ing incentives for private enterprise expansion in both agriculture and
industry.

Reform: Substantial progress has been made on the reform
front. In addition to the tax measures referred to above, the reforms
include a new housing bill, which also provides for the establishing
of a National Housing Bank; a comprehensive land reform bill approved
by Congress; an improved rert control law; and a banking reform law
which includes a provision for the establishment of a central bank which
is now being organized. The profits remittance law has been amended and
an Investment Guaranty Agreement has been signed, although it has not yet
been ratified by the Brazilian Congress. In December, 198, President
Castello Branco signed a decree establishing new regulations intended to
stimulate the production and export of iron ore resources by eliminating
discriminatory provisions limiting private participation in this field.

Foreign Investment: The entire posture of the present
government has been in the direction of stimulating private investment
both domestic and foreign. The revised profits remittance legislation,
the signing of the Investment Guaranty Agreement and the revised lesgis-
laticn concerning mineral resources are all measures intended to attract
and facilitate foreign investment activities.




CHILE

The United States has extended sizeable program loans to Chile for
the past three years. 1In 1963 and 198, U.S. program assistance was
linked to stabilization policies defined both by Chile's Standby Agree-
ment with the IMF and by the terms of the U.S. loans. In 1965, U.S.
assistance is related to more extensive performance commitments on a
range cf developmental measures. This growing relationship between
assistance and performance is described below.

A. The Program Loan of 1963

1. Background

a. Chile's Development Plan

Chilz had been the first Latin American country to produce
a comprehensive national development progiam, published in 1960. The
plan established global targets and laid out general guides to economic
policy during the period 1961-70. It was extensively reviewed by the
IBRD and the O0AS wisemen and although significant modificati-ns were
suggested as to analyticel technique and pelicy emphasis, it was thought
tc be somewhat useful as a first step toward guidelines for Chile's
development effort over the decade. However, GOC practice in 1963 and
196l indicated that the plan was not used as a guide to economic sta-
bilization and development policies.

b. Economic Situation at the End of 1962

By the end of 1962, the Chilean economy had experienced a
decade of accelerated inflation. The inflationary spiral had caused
severe dislocations; the tax and tariff structures reflected measures
motivated by immediate needs rather than by the requirements of a
developing economy, and a high level of interest rates persisted.

More important, perhaps, a pattern of business attitudes and practices
had developed, including the drive to earn profits at a rate and in a
manner that would compensate for the shrinking value of the currency,
leading to great inefficiency in production and marketing, excessive
imports, and reduced investment. Social unrest was increasing, particu-
larly among the urban population.

Early in 1963, Chile's largest foreign lenders (IBRD, IMF,
and the U.S.) agreed to continue to provide assistance only after the
GOC had committed itself to major policy changes tc assure some derree
of financial stability. The lenders agreed to provide Chile with the
following assistance: IMF, $35 million; the DAC countries, $18 miLiion;
and the U.S., $60 million: of which Treasury, $10 million; Ex-Im Bank,
$15 million; and AID, $35 million.

-2l -




VL CUN

2. Gontent and Form of the Agreement

The agreement covering the AID $535 million program loan
included the following conditions:

a. Chile woulc « cdertake a stabilization program and enter
into a cne -2 sr Stanapy Arrangement with the IMF, which
limited Cenural Bank credit expansion to 12-15%, and
encouraged flexible exchange policy.

b. The GOC also would achieve a surplus of [00 million escudos
in its current operations from which the bulk of public
investment would be financed.

3. _P_erformance
With the objective of raising public saving to the required

amount, Chile made significant progress in initiating and implementing
tax reforms. Major cnanges in the structure and rates of income and
inheritance taxes were proposed in 1963 and finally enacted in February
1964, A full administrative reform of the internal revemie service to
tighten tax collection procedures was initiated, together with a com-
Flete reassessment of all urtan and rural real estate taxes. 4 law was
pasted in September 1967 to simplify the stamp tax by reducing the num-
ber of rates from 300 to under 40,

These improvements in the capacity of the Central Government
to save were offset to some extent by poor performance by some state
enterprises ani autonomous agencies. Nevertheless, the overall level
of public savings exceeded the target, as public investment outside
the Central Government declined in 1963. Total bank credit expansion
was well within the ’imits envisaged by the agreement, and government
borrowing from the (entral Bank was negligible. Finally, the Chilean
authorities met the net foreign reserve test of the IMF, although
exchange depreciation in 1963 fell short of the rise in cost of living
by about one-ihird.

Review >f GOC performance under the ioan conditions was under-
taken by both IMF and "TSAID officials, and was considered to have been
an improvement over past policies, although severe inflation and other
major problems persicted. The program loan was fully disbursed by

September 1963.

B. The Program Loan of .96l

1. Economic Situation at +he End of 1963

The Chilean situation was reviewed again early in 1964. It was
recognized that the year ahead would be particularly difficult economi-
cally in view of the presidential election scheduled for the fall.
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The IMF, which had had for a number of years a particularly
close relation with the GOC, had entered into a new $25 million Standby
Arrangement with Chile in October 1963. For the 1964 calendar year, the
U.S. Government agreed to a $L0O million AID program loan, later increased
by $15 million to $55 million, and to a Treasury stabilization loan of
$15 million. The Ex-Im Bank provided a credit of $15 million.

2. Content and Form of the Agreement

The content and form of the 199} program loan was similar to
the 1963 agreement. Disbursemenw. under the loan was conditional upon
GOC compliance with appropriate fiscal, monetary and exchange rate
policies defined in the IMF Standty Agreement, and upon the GOC meeting
quarterly current account surplus targets for the Central Government
and the autonomous agencies, totalling to 64,0 million escudos at the
end of the year. In addition, Central Bank credit expansion was to be
limited to 135 million escudos. The GOC was to pursue flexible exchange
rate policies; its success in so doing was to be measured by whether
there was any decrease in international reserves or rise in payments
arrears. The Agreement provided that the United States and Chile would
review performance in these respects quarterly, prior to release of
tranches of the loan,

3. Performance

During 1964 both the IMF and AID conducted quarterly reviews
of Chilean performance and consulted regarding the conclusions. It
was determined that Chile had largely met the specified conditions
and its celf-help performance was considered adequate. Savings by
autonomous agencies greatly exceeded the target, although Central
Government savings fell short by 15%. This change reflected marked
nrogress toward consolidating the GOC public finances. The money
supply rose less than provided for under the agreement. However, the
cost of living rose steadily and substantially between 1961 and 196,
despite the fact that the increase in money supply was well within
agreed limits in 1963 and 196l. Part of this acc’ leration was no doubt
due to a rise in the velocity of circulation and a cost-push spiral.
Nevertheless, the effectiveness of financial and monetary restraints
in controlling inflation was again disappointing. On external account,
the current balance showed considerable improvement over the 1963 level,
but exchange depreciation again fell short of price increases.

C. The Program Loan of 196L

1. Economic Situztion at the End of 196L

The new Frei government, installed in November, made an inten-
sive review of the country's situation and developed a program for 1965
as a first step toward a comprehensive review of the long-term plan for

the period 1965-70.




Primary elements of the GOC program are: (a) Stabilization
over a three-year period, with price inflation reduced to 25% in 1965
and 10% in 1967. (b) Increasing exports and improving the balance-cof-
payments position, largely through mutually acceptable agreements with
U.S. copper companies on expanded copper production, and through active
pursuit of a flexible exchange rate policy--this time to be determined
by additional measurements. (c) Expanding public investment to be
financed partly by a 28% real increase in Chilean resources and with
reduced reliance on Central Bank borrowing. (d) Increasing production,
productivity and social Jjustice in the agricultural sector, including
higher profits to agricultural producers and formation and implementa-
tion of a limited agrarian reform program. (e) Increased emphasis on
the productive sectors of the economy, including establishment of a
Private Investment Fund.

In November 196L, the Government of Chile sent a letter to the
Chairman of the Tnter-American Committee on the Alliance for Progress
(CIAP) in which it defined in considerable detail the basic elements
of its program for 1965 and for the following year.

2. Content and Form of the Agreement

In February 1965, AID agreed to provide up to $80 million in
rnon-project loan assistance in support of the Chilean development pro-
gram. The Loan Agreement refers t, the performance targets set forth
by Chile in the CIAP letter. The Agreement provides for disbursement
in four tranches, and for thorongh quarterly reviews with GOC officials
of performance in selected fields, with special emphasis on monetary
and fiscal policies. The first review is scheduled for April-May 1965.
Chile's performance-.tests are much more detailed and extensive than
ever before. '

At the same time, backed by a favorable IMF report, Chile has
negotiated a rescheduling of her heavy foreign debt. Finally, the GOC
has negotiated agreements with the copper mining companies Cerro Del
Pasco, Anaconda and Kennecot, which will result in some $415 million
in new investments in order to substantially increase Chilean copper

production by 1970.

It is too early, of course, to evaluate the performance of the
new Frei government. The first indications are that Chile is deter-
mined to embark on a program of basic reforms designed to cvercome past
obstacles to sound economic growth and social betterment.
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TATWAN

The Nineteen Points (January 1960)

Back ground

By late 1959, Taiwan's economic progress was such that, in U.S.
judgment, a five-year accelerated development program coupled with
substantial policy changes and supported by adequate foreign aid could
bring the country to the point of self-sustaining growth. By the end
of that period it would be possible to maintain a satisfactory growth
rate without further concessional economic aid. At the same time, the
Government of the Republic of China (GRC) was working on its third Four-
Year Plan for 1961-196,. A number of policy decisions and changes were
already under consideration by GRC to stabilize the economy and encourage
private savings and investment.

Content of the Commitment

In October 1959, the U.S. Government proposed to GRC a five-year
terminal aid program for Taiwan's accelerated economic development,
including built-in incentives relating U.S. assistance to Chinese per-
formance, and joint control and programming of grant and loan funds.
The U.S, proposed to provide three types of economic aid:

i, A "hard core" of minimum essential grant economic aid,
designed to prevent living standards from falling due to
the maintainenance of large military forces.

Supplemental grant aid to finance imported raw materials,
spare parts, and machinery and equipment needed by new and
expanding enterprises, largely in the private sector. The
amount and timing of this assistance would depend on GRC's
performance.

Loans from the Development Loan Fund to carry out specific
projects of modernization, expansion or building new pro-
ductive facilities. The magnitude of this assistance would
depend on the availability of projects meeting criteria, and
would be strongly influenced by GRC policy changes as these
affected the private sector.

The supplemental grant aid and, indirectly, pioject lending would
increase with improved Chinese performance. The "hard core" defense
support, on the other hand, could be expected fo decline as economic
conditions in Taiwan improved,

Both in order to achieve their own plan purposes, and in response

to the U,S. proposal for an accelerated development program in January
1960, Executive Yu;m of the GRC approved a "Nineteen Point Economic
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Reform Program'". This program was designed, inter alia, to cv:%rol
military expenditures, implement a non-inflationary fiscal an? credit
policy, reform taxes so as to remove deterrents to private business,
establish a uniform and realistic exchange rate, liberalize foreign
exchange controls, establish an independent public utilities commission
to set rates, create a securities registration and marketing system,
and sell pgovernment enterprises to private owners. Specific time tar-
gets of one, two or three years were attached to many of the nineteen
points.

Results

During the first two years under the program, implementation of
the nineteen points lagged behind schedule. The new income tax law
was delayed, only one minor government enterprise had been transferred
to private ownership, there was no permanent solution to the utility
rate problem, and it was not clear whether military expenditures could
be satisfactorily controlled. Nevertheless, the program did stimulate
a good deal of constructive effort, and in 1963 momentum picked up.

By the end of the five-year period, most of the points had been largely
carried out and the basic purposes of the accelerated development pro-
gram had been achieved.

In assessing GRC performance during this period, the U.S. Govern-
ment considered a wide ranre of actions and policiecs rather than focus-
sing or: only a few fairly precisely measuratle indicators of performance.
The Uniteo States adhered in general, but not entirely consistently, to
the principle of adjusting assistance additional to that required for
basic defense support to GRC performance. $69.1 million was provided
in Defense Support during fiscal year 1960, of which most was released
after the announcement of the Nineteen Points. In FY 1961, $45.6 million
Dafense Support was made available, including a £5 million "development
component" for capital equipment, semi-finished products and indusirial
raw materials. With the creation of the Agency for International
Development in 1961, the funding category called Defense Support was
elimirnated, In fiscal years 1962 and 1962. program loans of $20 and
$15 million were provided. By this time the criteria were less related
to the specific Nineteen Points, and were based instead on more general
satisfaction with support for the good investment climate created by
GRC policies and vigorous private industrial growth. In fiscal years
196h and 1965, only a small amournt of technical assisftance was made
available, and all AID assistance was terminated by FY 1965.
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