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A.1.D. Evalnatlon Papers represent the views of their anthors and are
not intended as statements of Agency po%égy.



I. IRTRODUCTION

This paper reports on a study carried out by PPC's Evaluation
Staff covering the period Fiscal Year 1.962_through Figcal Year 1968.
The initial aims of the study were to determine whether program loans pro-
vide "leverage" on self-help performance, and also whether a number of
factors sometimes hypothesized to influence leverage in fact do so. Among
the latter, the formal conditioning system, with its quantified targets and
staggered tranche releases preceded Ly performance reviews, was prominent
in our thinking. We were intrigued by a discrepancy between the written and
oral records on these issues. On the one hand, Program Loan Papers, LAS's,
CAP's and PM's describe the program loan as A.I.D.'s major vehicle for in-
fluencing the host government's economic policies. On the other hand, many
A.I.D. officers who had been involved in loan negotiations and tranche reviews
gseemed to question the value of aid conditioning, especially formal condition-
ing mechanisms. They argued that the host country does little thet it would
not have done otherwise and that formal conditioning puts an unjustified strain
on work loads, tempers, and bilateral relations in the field. Our aim was to
step back from the rhetoric and heat of the loar negotiations and see whether
the seven-year documented rzcord of eight major program loan countries in
Asia, Africa, and Latin America yields any general conclusions regarding
"leverage" and its relation to conditioning and other hypothesized influences.

The study was carried out in two phases. In Phase I, PPC/POL/ES reviewed
in, considerable depth the history of A.I.D. Development Loan non-project
assistance to India, Pakistan, Turkey, Tunisia, Brazil, Colombia, Chile and
Korea. These countries have all been receiving U. S. program loans since
FY 1962 or FY 1963 (except for Korea, which got its first program loan in
FY 1966). Phase I research was limited primarily to documentary evidence, in
particular the regional loan files and budget submissions. Draft country and
general pmpers were prepared on the basis of this work. Any geps or misconcep-
tiong present at the end of Phase I have been correcteé, we hope, in Phase II.
In this part of the study, we interviewed principal A.I.D. participants in all
eight of the country experiences studied, often using our draft country papers
as a starting point. Besides sharpening and filling out the narratives
derived from the documentary record, the interviews helped to breath life into
our understanding of the country experiences and clarify our perception of
which of the many issues surrounding program lending are decisive and which
less important.

Our conception of what the study was about changed somewhat as we went
along. We originally intended to define the limits of the study rather narrowly
We decided to limit ourselves to the leverage effects of the program loan and
ignore the other rationale for program lending -- the recipient country's need
for a regource transfer to fill a bala: ce of payments and/or investment gap,
encourage private enterprise, or increise the utilization of existing productive
capacity. We also cecided to concentrite on the leverage effects of the program
loan and look only incidentally at the leverage effects of other aid instruments
In practice, #e found these two boundary lines difficult to maintain. We dis-
covered thai leverage, at least in the na§§§w sense defined in the succeeding
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| section, is only part of a cignificant broader concept, which we will call
" influence. And we learred that various types of influence and various aid
i instruments are often so closely interrelated that one often cannot study
" one without examining others at the came time.

As resgtated, then, the questions we fried to answer are whether the pro-
gram loan (perha]s supported by other instruments) has been used to influence
policy, what factcrs either internal to the influence process or external to
it affect the degree of influence obtained, and how the program loan compares
to other aid instruments as a vehicle for influence. The last of these ques-
tions can only be answered relative to a general idea of what other forms of
aid can do, since we have not studied project or sector iending in anything
like the detail devoted to program iending.

By concentrating on the program loan we do not mean to imply that it is
the only way to exert influence. A.I.D. and its predecessor agencies have al-
ways wielded some influence on host government policies, by a variety of means.
For instance, the immediate precursor of the program loan -- the SA grant --
was sometimes used as an instrument of leverage and still is in Korea, Bolivia,
the Dominican Republic, and the Congo(K). Nor is it possible completely to dis-
entangle the influence of the program loan in particular from that of the aid
package in general. We decided to study the program loan because we thought
that it has become the main focus of attempts to obtain influence, Our conclu-
sions, we believe, bear this out

One important aspcct of our subject which we hauve chosen to ignore is

_the correctness and quality of the policies A.I.D. has urged upon program )oan
recipients. A judgment on this question would clearly be worth having, and
could be crucial to one's overall view of the influence process. However, any
formal evaluation of this aspect would have to cover the whole range of devel-
opment economics, We have, therefore, chosen to concentrate on whether the
Ageacy's attempts to influence policy have been successful with only an implicit
assumption that they have generally becn well conceived. In other words, ve
have done an effectiveness rather than a significance evaluaticn.

As all evaluation studies should, we hope this one will influecnce Agency
policy. We have, therefore, tried to formulate and substantiate conclusions
which cen be taken into account in future choices bhetween program loans on the
one hand and both project and sector loans on the other, in decisions ahot the
kind of conditioning system to use, and in cluer operational questions.

The study was conducted as a part-time activity during the year beginning
March 196f. It was directed largely by Donald Sncdgrass, Chiel of the PEC
Evaluation Staff, Others who worked on the project were Edward B, Rice, Allen
Gioldstein, klizabeth Carter and Carl J. Hemmer. (The final stages of the study
were carried out under the general dircetion of Donald If, MeCleliand, who suc-
ceceded Mr. Snodgrass as Chicf of the Evaluation Staff in Hovemver 1968.) During
Phase II of the work, interviews were conducted with approximately 40 AID officials.
Useful comments werc also rzceived from other officials, as well as from members of
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the Administrator's Advisory Committee on Economic Development. The
generous cooperetion of all these people has greatly improved the quality
of this paper, and the authors are high appreciative,

II, DEFINITIONS

"Leverage" is a commonly used term but a slippery one. It can be
precisely defined as ihe process of vringing about host government actions
which would noi, otherwise have been taken, using foreign aid as an indirect
quid pro quo hut not as a direct means of financing the desired action.

"Influence," as we will use the Lerm, is a broader concept. It embraces
both leverape and persuasion. A.1.D. often simply persuades a host government
to do something it would not otherwise have done, without conditioning any
specific amount of aid upon it. The potentlial for persiuasion depends on
A.I.D.'s possession of superior knowledge about tie benefits or costs of' par-
ticular actions, plus the ability to convince the IDC government of its
superiority.

There is, of course, one “tter way for A.I.D. to pet things done -- by
reducing or climinating the cost of the desired action to the host country by
directly financing it, entirely or in part. We confine the ideas of both
leverage and influence to actions not directly financed by A.I.D. The building
of a powe:r plant is not an cxample of leverage if A.I.D. pays the costs of con-
struction, bui, the introduction of power rate reforms as a condition of the
loan is,

In a very narrow sense, program loans do not directly finance any specific
activity. In this scnse, any activity they generate represents influence. In
a very broad sense, any action a host government, agrees to take as part of a
progr.. loan agreement is "financed" by the loan, since tiie agreement is volun-
tary and the host povernment would not enter into it if it did not Judge the
benefit of the loan to cutweirh the costs of the actions it has apgreed to under-
take.

Within these wide limits, some program loan conditions are more directly
financed by tie loan than others. Import liberalization is the most important
example of a loan condition for which the linkape is relatively direct. The
host government may well favor import liberalization per se but be unwilling
to pay the rost (in the form of other actions necessary to achieve it) within
fixed resource availabilities. Bul if aid is increased, the internal cost of
liveralization is reduced and the action becomes easier to take. This kind
of loan condition ig a less clear-cut example of leverage than the kind in
which A.1.D. does nct reduce the paintulness of the action requested, but com-
pensates by allowing the host poverrment to get something it values in some
other sphere. Thus, if a program loan "huys" an income tax reform, the reform
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iteelf does not become easier to effect, but the host government becomes
more willing to tackle it because it received other benefits (e.g. reduced
need to restrict imports). In all cases, however, leverage is a two-way
process in which each side gives somethinz to get something in return.

‘ Program loan negotiations generally involve both persuasion and leverage.
The relation hetween the two is complex and debatable. Some say (though, as
noted below, we do not agree) that leverage in the sense defined above does
not exist, that aid recipients will not perform loan conditions unless they
are persuaded that the policies advocated are desirable in themselves. In any
case, having defined the key concepts involved in our study in precise terms,
we must admit that it is frequently impossible to distinguish them from each
other in practice. Accordingly, we will use our terms more loosely in the
rest of the study than in this section, allowing leverage ard influence to be
near synonyms.

ITI. A,I.D.'s PROGRAM LOAN EXPERIENCE
A. feneral

Ve date program lending from FY 1962, although three countries (India,
Israel, and Argentina) received dollar loans for commodity imports in FY's 1958-
1961. Use of the program loan was greatly expanded in FY 1962, responding to
the basic policy decigsion taken at the time of A.I.D.'s creation to shift from
grants to loans. Tn rakistan, Turkey, and Tunisia, the new lendings instrument
replaced DS/SA prants (DS vefore ¥Y 1061 and SA in FY 1961). 1India, as just
m ent,ioned, had elready shifted to loans. Brazil, Chile, and Colombia had not
parbicipated in the commedity grant program; for them, program support was
ent.irely new and resulted {rom the recently christened Alliance for Progress.
Our eighth country, Korea, did not besin the transition to loans until FY 1966.

The feature of the r:ogram loan which distinguished it from the com-
modity grant -- aside from th¢ unpopular repayment faector -- was the idea that
it would only *.: p:novided to :ountries which cculd formulate a program of
development and off'er . _..nificant "self-help" contribution to 1t. To ensure
compliance with these criteria, conditioning systems with varying degrees of
rigor were developcd by the Regional Bureaus. As the Agency's interest in
self'-help has increased, these conditioning systems have been strengthened.

The elght. countries we have studied are the only ones in which DL
program lending has been sustained for a number of years and still continues.
Korea is included hecause, although program loans are a recent addition to
the country program, the country has been the scene of innovations in condition-
ing. Annual fipures for procram lendins to these eipht countries are shown in
Table I. Summarized descriptions of the lending and conditioning experiences
follow. In addition to the eight count.iies we have examined, program loans
have also been extended tu Arpentina (I 1962), Taiwan (FY 1952 and 1963),




CONFIDENTIAL
-5

Ghana (FY 1967), Tanzania (FY 1964), Afgharistan (FY 1966), Ceylon (FY 1967),
Greece (FY 1963) and Costa Rica (FY 1968). iforeover, SA ana PL 480 programs
in still other countries have been invested witnh a self-help conditioning
system comparable to one of the program loan mcdels. We have not studied
these other experiences, howcver, because we believe that the most important
lessons are to be learned from the eight countries in which program lending
has been sustained and systematic.




PROGRAM LOANS =~ MAJOR COUNTRIES
gross loan obligationsl/, millions of dollars

BRAZIL CHILE COLOMBIA INDIA  PAKISTAN TURKEY TUNISIA _ KOREA
7
(SA)J
FY 62 7&.5—2/3 (1oo.o)-3/ (30.0)-3/ 200.0 1320 - 10.0 -~ (89.8)
FY 63 (25.5)5 35.0 6o.o6 240.0 100.5 35.0 15.0 - (89.0)
FY 64  (50.0) 55.0 60.0-/ 275.0 100.0 70.n° 10.0 - (75.1)
FY 65 150.0 80.0 - 190.05 1%0.0 80.0 10.0 - (69.7)
FY 66  150.0, 80._9/ 65.0 300. 120.0 70.0 15.0  10,0_£60.5)
FY 67  100. y - 100. 182‘05j 70.0 65.0 15.0  15.02(h4h.1)
FY 68 75. 15.&"’/ 58. 248,04 1l+o»o§/ 40.0 10.0  10.0 (30.0)
relative lending levels
av. leve12/125.0 80.0 60.0 235.0 113.0 70.0 13.0 13.0
$ per cap. 5 9.1 3.2 0.4 0.9 2.2 2.9 0.4
populatlon%u 0) (8.8) (18.7)  (501.0) (117.0)  (31.9)  (4.5)(29.1)
% of import 12.3 10.5 8.0 11.2 11.5 5.2 2.5
1mports)__(1290 (650) (570) (2830) (980) (610) (250) (530)
Footnotes
l/ Some figures differ from those in the individual country papers. The latter usually
show net obligations, and they occasionally include loans in a subsequent fiscal year.
2/ $100 million was committed in FY 61 for future obligations. Only $74.5 million of
DL was ever obligated.
3/ Contingency loans. The Chile $100 million FY 62 loan was for earthquake reconstruction.
5/ $100 million was obligated in FY 67; however $75 million was withheld pending agreement

FEE vege w

on a new stabilization program in early CY 1968. Of that $75 million, $50 million was
tied to new FY 68 obligations of $75 million as part of the FY 68 program loan package.

Tncludes fertilizer loans (India, Pakistan).

Of which $10 million was deobligated for nonperformance.
Net commitments of SA grants. See narrative.
Of which $2.5 million was deobligated for nonperformance.

Hypothetical average annual program lending level, assuming harmonious negotiations
($ millions).

1966 midyear population (millions).

Average annual commodity imports 1964-1966 ($ million).

Excludes sector loans (Braz:i, Chile, Colombia)
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Capital assistarce to Brazil started with a program loan of $75 million
to President Goulart's Government in FY 62. Negotiations broke down the
following year and wore not resumed till Castello-Branco replaced Goulart in
Aprl 1%, though smaller, contingency loans and about $79 million of project
loans were authorized in both FY (3 and FY 6k,

]

"

[

B. BRAZIL

Three program loan agreements were signed with Castello-Branco's
Administration: $150 million in each of FY 65 and FY (6 and $100 million in
FY 67. Disbursements of the last loan, which took place under a successor
Administration (President Costa e Silva), have been considerably delayed. An
FY 68 loan of $125 million was signed in June 1968, but this included $50 of
undisbursed I'Y 67 funds., Project lending has continued at an annual level
between $70 and $100 million. A PL 480 program began in FY 61 but it has been
fitful, with no deliveries in FY 65 and FY 67. IMF has maintained a presence
in Brazil since 1961, and after the 1964 revolution helped establish a .compre-
hensive stabilization program. But IMF-GOB relations have not hecn contin-
uous, and the U. S. sometimes had to prop them up. There is no donor consortium.

A I.D. developed an elaborate conditioning system in Brazil. The first
A.I.D. quantitative policy performance targets established anywhere as conditions

"~ of loan disbursements were written into the abortive Bell-Lantas Agreement of

FY €3. When the "modern" era of LA program lending began in early FY 65, a

. quarterly tranche release schedule with preceding performance reviews was insti-

tuted and this sysbtem has continued -- not entirely smoothly -- cver since.

© Explicit conditions were written into an annual letter from GOB to the CIAP and

extensively quoted in the bilateral loan agreement, These conditions involved

a variety of mconetary, fiscal and other stabilization indicators and an increas-
ing number of development policy targets (though sectoral targets in education,
health and agriculture are now being transferred to sector loans).

Performance has varied and so have disbursements. Since 1964 the GOB
gradually brought inflation under control by improved management of public
expenditures and bank credit. But there have been relapses, with credit exceed-
ing quantitative targets and pressure building on exchange reserves. A,I.D,
has maintained a credible posture by delaying tranche releases in FY 66 and
terminating them in FY 67. This position appears to have paid off in desirable
policy and institutional changes that would not have occurred as early otherwise,
particularly when Roberto Campos was in a position (as Minister for Planning
and Economic Coordination under Castello-Branco) to use the A.I.D. conditions
for leverage on his own government. In addition to aggrepgate fiscal and mone-
tary policies, one can point to import liberslization and to changes in the
operation of state economic enterprises, in domestic coffee policy, and in

_incentives to farmers as areas where U. S. leverage probably worked. 'Success"

fell ceongiderably short of anncunced expectationg, but the latter were often
get at the optimistic end of the feasible range as an incentive for action.




C. CHILE

Program assistance began in FY 1963, a yeuar after the first major
U. 8. loans to Chile. These consisted of emergency earthquake reconstruc-
tion aid and the immediate predecessor of program aid-a $40 million project
loan to the Chilean development bank. Twoe program loan agreements were
signed with the Alessandri administration: $35 million in Y 1963, and $55
millicn in FY 196k, Four have been signed with the succeeding Freil govern-
ment: $80 million is both FY 1965 and FY 1966: $15 million in FY 1968 and
$20 million (to date) in FY 1969, The GOC voluntarily ceclined program
assistance in FY 1967 when copper prices rose sharply. AID also negotiated
educational sector loans in FY 1967 and FY 1969, and an agriculturzl .eclor
loan in FY 1968; Chile wis the first country to experiment witi: sector
assistance as a complement to program aid. Project lending stsrted in the
late 1950's, but shrank to very low levels by FY 1969. PL L8O authorizations
have averaged $18 million per annum since FY 1962. Thus program lending has
dominated the bilateral negotiations since FY 1962,

There is no donor consortium for Chile, but U. S. aid was dwarfed by IBRD/IDB
loans in FY 1967 and 1968. There has been an IMF staadby agreement in each pro-
gram loan year, and performance requirements for standby eligibility have also been
conditions for tranche releases.

Explicit loan conditioning began with the IY 1963 loan. Quarterly review
sessions were introduced the following year. Frei's inauguration in late 195k
initiated tne "standard" LA conditioning system -- which called fcr a host
government letter to CIAP announcing economic policy and a schedule for perfora-
ance in the budget year, a schedule to which AID program loan disbursements were
tied. The letter covered development plans as well as stabilization policy and,
consequently, the program loan conditions spanned the same broad spectrum.

Only a handful of conditions were cegarded as essential; these included the
growth of the money supply, the level of the public sector budget surplus on
current operations, and the rate of exchange deprecistion. During FY 1966 the
Mission also took a firm position with respect to agricultural support prices
(which it wanted announced earlier in the season and at higher levels), the

GOC use of copper windfall revenues, and policy on public sector wage readjust-
ments. The FY 1968 and 1969 loans retained the form of eerlier conditioning
but, due to circumstonces that greatly reduced the prospects for self-help gains,
the perfornmance standaras were subgtantially relaxed.

The GOC performance has been uneven since 1962. In varying degrees, Chile
met most of the quantitative budget and monetary conditions of the loans. The
rate of inflation dropped sherply through 1966, but had nearly doubled again by
the end of 1968. Overall, the GOC managed exchange rate devaluation with
reasonable efficiency. A few of the institutional changes included as lcun
conditions were carried off according to the original timetable; most fell behind
schedule. Frei has had trouble executirg his pirty's anncunced plans for
agrarian rsform, in part because of opposition from the Chilean Senate. Public
and private investment has expanded, and the popular participation programs in




rural and urban areas appear successful., In 196€, the Frei regime began
to experience the political limitations of a lame-dudkadministration, an
obstacle to nceded self-help reforms that was greatly compounded by the
beginning of a disastrous drought that is rcducing tax revenues and expand-
ing public erpenditurcs., Despite the recent setbacks, the record shows
markedly better performance under Frei than under Alessandri, particularly
in view of the largecr range of reform measures undcrtaken by Frei during
1965 and 19%66.

All leans werce fully disbursed. There were delays in the release of
many tranches, but only two of thece were clearly associated with non-
fulfillment of performance conditions (i.c. in mid-1965 and mid-1966). The
usual reason for delays was the late submission of material by the GOC for
the review.

CONFIDENTIAL
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A.I.D. has mede seven program loang to Colombia, involving gross obli-
gations of $373 millien. The first was a rather haphazard balance of payment
loan extended on short notice in FY 1962, After that inauspicious beginning,
A.I.D. made a series of increasingly serious attempts to use program loan
morney to influence GOC policy. An FY 1963 loan tried to support a recent IMF
recommended devaluation, using tranche releases and reasonably explicit per-
formance conditions, but it failed. The Mission's reuction was to make con-
ditions more numerous and specific in its FY 1964 loans. However, this attempt
also failed, as Colombia entered a foreign exchange crisis and GOC relations
with the aid agencies broke down amid a dispute over devaluation and other
policy reforms. Part of the second FY 1964 loan was withheld and eventually
decbligated.

D. COLOMBIA

Not until the Fall of 1965 did the GOC take the steps necessary to bring
the aid agencies back. When it did, A.1.D. concluded an elaborately conditioned
Y 1966 $65 million loan, involving 73 separate conditions and quarterly per-
formance reviews. The reviews went off fairly well and all funds were released,
but in December 1966 another exchange crisis flared up. Again, COC-IMF rela-
tions were strained beyond the breaking point over the devaluation question.

The GOC imposed trade and exchange controls, reversing much of the libersliza-
tion the U. S. had been seeking. Relations resumed in early 1967, however, and
a 15-month agreement, similar in structure to the FY 1966 one, was signed. Again
the reviews were generally favorable, but again there was a diplomatic crisis

at the end of the program loan year (early 1968). This latest dispute, over
additicnality and import liberalization, has since been patched up and FY 1968
program and agriculture sector loans have been signed. They generally repeat

the conditioning pattern of FY's 1966 and 1967, though they are nciiceably

looser in terms of number and specificity of conditions but, we are told, sharper
and more realistic in focus. In the last year, the IBRD's Cclombia Consultative
Group has begun to play an important role in the policy arena.

Colombian experience appears to have substantial relevance for our study.
It is a case in which (since FY 1963) we indisputably tried to exert leverage with
the program loan. Colombian performence was mixed. The FY 1963 and 1964 loans
are clearcut failures from the leverage point of view, but the FY 1966 and 1967
loans were successful in the sense that most of their policy conditions were
satisfied. Ilowever, in both years generally favorable review findings were
quickly succeeded by crises and backsliding. Over the 1962-67 pericd as a whole
it is possible to point to many important measures which were taken after A.I.D.
and its IM¢ and IBRD allies experssed a strong interest. On the other hand,
Celombian performance with respect to most of the variables the aid agencies were
trying to influcnce was lackluster. There were signs of improvement late in the
pericd, but still no decisive ghift to a more dynamic pattern of growth.
Coleombia provides an example of fruitful multilateralism. It also demonstrates
both the strengths and weaknesses of a strict, multi-condition system. It
gives some credence to the notion that the political costs of exerting .average
cumulate through time, making it increasingly difficult to get leverage in
successive negotiations. However, one can argue that this pressure car work
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ageinst the forwal trappings of the "LA gystem" without necessarily under-
mining aid conditioning imposed and enforced by less formal means. Time

will tell.

Many of the disappointments encountered in attempting to influence
Colombian develorment are probably attributable to the severity of Colombia's
structural economic problems and the shortcomings for development of itg
unique political system.




E. INDIA

Non-project lending to India began in FY 1958. The level was increased
gubgtantially in FY 1962 with the start of A.I.D.'s program loan pericd. A.I.D,
program agsistance to India averaged about $225 million f{rom 1961-1962 to 196k-
1965 in terms of commitments to Indian fiscal years (IFY's are April to March.)
There was a low year of $50 million in IFY 1965-1%46 following the India-Pakistan
war in the Fall of 1965. Commivments rose to $362 million in 1966-1967 and
$275 million in 1967-1968, DL project lending declined after 1962, when A.I.D.
decided to give higher priority to non-project assistance. dince the India-
Pakistan war and the commencement of India's econonic reform program in 1960,
program loans have completely dominated the category of dollar aid, compriging
about 857 of A.I.D. assistance in FYs 1967 and 1968, Progrem ioans have run
at a level lower than PL-480, Title I. The latter (country uses) averaged over
$230 million between 1961 and 1964 and peaked at 1548 million in 1966,

Before 1064-1965, leverage, both bilateral and multilateral, was quite
low key. The IBKD and the U. S. discussed desirable Indian self-help actions
informally witli the G0I, but indian performance and devclopment policies were
generally considered acceptable. U. S. program losns during this time had no
conditions attached. After the India-Pakistan war, conditioning became more
explicit and sowe quantitative targets were negotiated thoupgh usually not
linked specifically to program losn agrcements. U. 8. bargaining probably was
more effective, both because I[rdiz was suffering from o drought ond because the
routine of a constant level of A.I.D. coumitments had been troken. Also, It
had become more obvious to the 0l that its economic policies needed a significant
change.

Since the war, the principle role for conditioning of ncn-project assistance
from the U. 8. and other Ccasortium members has been assumed by the IBRD, acting
both as Consortium chairman and a major donor. In the Spring of 1966, IERD
negotiations with the Indiazns were quite rigorous and specific achievem nt targets
were gob. There was particular emphasis at thig time on import liveral..aticn
and agriculture. Other policies such as enport promotion, decontrol of inuratry,
encoursgement of private foreign investment, und family planning were alsc covered.
Some target dates were stated for the coming year; others related to the end of
the Five Year Plan {1971). After the discusgions, and an Indian commitment to a
new economic reform program, the Consortium pledgad 900 million in non-project
assistance for that IFY to enabie the Indiasng to carry through the program,

Over the next few years, the IBRD and the Consortium reviewed Indian performance
on the policies apreed to in the Spring 1960 meetings. Pledges of anrmai Con-
gortium non-project assistance were continpgent on adequate Indian progress. The
U. S. has pledged about 42% of this assistance each year; and as the largess
single donor, the U. 8. has had an important role in determining multilaterel
leverage policy.

Thougn the U &. has let the IBRD perform the wajor leverage role in India
since 1966, U. S. bilateral leverage has been significant too. The approach
has been predominantly one of a "continuing dislogue’ with GOL officials, not
specifically related to program loan asgreements, except for fertilizer matching
requirements. Loans for a given Indian fiscol year have been made in more than
one agreement, vub releases have not been cycled to formal reviews and




specific target achievements. However, since program loans constitute the
bulk of U. S. dollar assistance, they have implicitly been the basic for

U. S. leverage on Indian policies, primarily on fertilizer policy, general
agvicultural policy, decontrcl and more receuntly on ezport promotion., GOI
self-help actions have often been taken before a lcan is signed. For ingtance,
a loan was signed in 1966 after the GOI had devazlued the rapee. Further loan
agreements have been held up to induce the GCI to take action.

An impcrtant source of U. 3. leverage on Indian agricultural policies
has been the negctiations preceding PL-LEO, Title I agreements, beginning in
the latter half of 19%5. After a four-year PL-48C commitment expired in July
1665, the U. S. signed only short-term agrcements for a one to three month
supply of food grains until a six month agreement was negotiated in late 1967.
These short-leash agreements were designed to maintaln a continuing watch on
Indian agricultural policies and increasingly on family planning as well., U. 3.
leverage here was more closely lirked to the signing of aid agreeuents then that
relating to the program loan.

Many of the policies which established a new pricrity for agriculture in
India's Fourth Five-Year Plan (1996-1971) were agreed orn initially between the
U. S. and Indian chiefs ot agriculture in November 1665, They were gsubsegquently
accepted by the 40I and presented to the Indian parliament. Probably most cf
the policies were those previously advocated by the Indian Minister of Food
and Agriculture but he had lacked the support of the Indien cabinet. The
following and subsequent PL-LZ0 agreements listed unilateral Indian actions taken
or planned. Evidence of U. S. impozed conditions was rot apparent, but before
each agreement was signed a hard look was taken at the progress of the agricul-
ture programs and sometimec quantitative targets were negotiated and spelled out
in gide agreements or minutes. Some agreements were held up pending Turther
GOI commitment to actiocn. PL-h80 agreements were thus used in concert with
program lcans to inrluence Indian gelf-help performance, particularly concerning
agriculture.

Between 1962 and 1966, GOI self-help performance rates fairly low. This
is algo the time of fairly low U. S. and Consortium pressure on the GOI. Since

' the 1965 war, however, when the A.1.D. and Censortium positions stiffened,

there hag . been noticeable improvement in self-help performance, though less
than the donors had hoped. Indiz did not receive as much assistance as antici-
pated to liberalize imports during this time. Further, there were two severe
droughts, a resultant depression, and political difficulties within a govern-
ment that is both federal and achtively democratic. There has been substantial
progress in some areas stressed by the U, S, and the Congortium. Great strides
have been made in agricultural production, foreign private investment has been
encouraged particularly in the fertilizer indugtry, controls of the domestic
economy have eased considerably and a family planning program is underway.

Some liberalization of imports did take place and has been maintained despite
decreasing aid flows. Indian performance is partially due to factors other than

the leverage process, but U. S. and Consortium leverage clearly played an im-

portant part,
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F.  PAKISTAN

Program lending began in FY 62, with two loans totalling $132 million.
Program lending replaced an ¢ld SA grant vrogram that averaged $90 million
annually from FY 59 to FY 61. Project lending was almost as large as pro-
gram lending through FY 64, tut has fallen to $30 million per annum since.

PL L4BO imports -- measured by U, 8. prices -- have usually outranked the

program loan; thus, although the program loan has recently dominated the U.S.
dollar aid program, 1t has not dominszted the U. S. aid package as a whole,

At least one program loan has been made in each FY since 1962, the average
annual authorization being about $110 millicn. When two loans were authorized
in the game year (FY 62, 63, 66 and 6£), the second was independently negotiated
and never handled as a tranche. That is, the release of the second loan was not
conditioned upon performance goals esteblished by the first. One partial excep-
tion to this pattern was when war disrupted AID-LOP relations for four months
and, for a time, slowed the rate of annual program lending.

Tre bilateral conditioning system has been relatively informal, though
not so inforwal as in India. Bargaining was confined to the original negotia-
tions carried on within the framework of a "continuing dialogue.” The Mission
never used the loan release mechanicm for leverage: once the Agreement was
signed, release was automatic., Oaly a few conditions were introduced into Loan
Agreenments, noght of them since the India-Pekistan war. The primary condition --
which has been a continuing area of negotiated change since the inception of
the propram loan -- i3 import liberalization. There have slso heen clauses re-
quivring improvement in fertilizer policy and -- teginning in 1966 -~ reduction
of the military budget snd a zhift of funds to the development budget. The
conditicns were generally rtated in qualitative form, that is, withcut guanti-
tative targets or a schedule for progress.

The program loan ag an explicit instrument of leverage was uged more
narrowly in Pakistan than ian most countries. The principal forum for self-help
discugsions was not the bhileteral negotiations but the annual IERD Pakistan
Consortium sessions, in which the U. S. representatives and U, 5. resources
played a major role. Therer, in addition to impurt liberalizeticn, joint posi-
tions on fiscal policy, population control, agricultural developmeant and indus-
trial decoatrcl were hammered cut and reveeled to the GOP representatives.
Apparently the Consortium position was not structured by quantitative targets
and deadlines, or threats on the zid level, though the differcence between this
process and an overt leverage operation may only be one of degree, since any in-
adequate performance on the part of the GOP could easily have been penalized
in the subsequent pledging session,

‘ Aside from the war period, the overall Pakistan performence since 1962

' has been good, consziderably better then India's. The major economic indicators
have exceeded expectations: the annual increase in real GNP averaging 6%. The
GOP properly claims most of the credit for establishing the econcmic environ-

y ment which produced the creditable record. 1In the areas stressed by the

" Consortium and reinforced by the A.I.D. bilateral negotiators -~- liberalization,
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the military budget and agriculture -- the record is good. The most
immediate test of program loan leverage ought to be GOP performance in
import liberalization (and industrial decontrol) -- the policy area of
highest U. S. priority. Here perrormance has been spotty. Considerable
progress before the war was wiped out by renewed restricticns in the year
following it (1966). This ground was regained, however, and tnere has been
a move towerd further relaxation in FY 1968. To a large ext~nt, however,
the variable behavior reflected the (GOP's expectations of tie availability
of foreign exchangz, an indication thet hota progress and retrogression were
as much the result of A.I.D.'s willingness to finance import liberalization
ag it was of leverage. The GOP has signiticantly reduced the military budget
proposed in early 1965, and is apparently achieving a major breakthrough in
agricultural productivity.




G. TURKEY

Pregram lending to Turkey started in FY 1963, replacing at about the same
$70 million level the ten-yecar old SA grant program. A rrogram loan was made
at approximatcly that rate cach year through FY 1966, after which it tell to $40
million in F¢ 68, in part bxase of A.I.D.'s worldwide funding cuts. Thc loans
have usually been disbursed in two tranches, conforming to the GOT's semi-annual
import program. Mission documents describe the second tranche as an opporhunity
to reengaze the GOT in discussion of broad policy, but in fact the reviews when
made have been perfun:tory and all tranches have been rel-qased on time. Pro-
ject lending started in the 1950's. In FY's 1963-57 it was maintained at a level
not much below the program loan. PL 450 imports have been heavy in the past,
but tapercd off to zero by FY 1967. The U, S. is a member of the Turkish Con-
sortiun, an OFCD sponsored group including most donors. The Consortium has been
an effective device for increasing the other-donor share in Turkey's a2id commit-
ments during the 1650's from 10% to G(Fh, but it has not been an effective forum
for promoting self-help performance. On the other hand the IMF has had a har-
monious relation with GOT since the officers' rvevolt of 1960, signing Stand-by
Agreements each year. The Tund can take considerable credit for the prudent
fiszcal and monectary rerformance of the Turks.

The 40T rejected written conditicns on U. S. program aid in 1963, and
still regards them as an affront to govereignty. Howaver, the Turks have not
objected to detailed discussions of policy issues during loan negotiations and
A.L.D. has used thuse opportunities, plus the many others that present them-
selveg during the "continuing dialogue" with the GOT, to press U. S. policy
views. Sometimes an informal apreement on specific tests has been reached, with
an unspoken understanding that non-performance could affect the gize of the
next arnual loan offer (though not the second tranche of the negotiated loan).
In the FY 1566 and FY 1967 discussions, the A.I.D. negotiators insisted on in-
cluding among the conditions the IMF quantitative stabilization tests for those
years., Pecently, A,I.D.'s main thrust has been in improving and restructuring
the balance of payments, in perticuler on increasing foreign exchenge earninge
and import liberalization.

Turkish economic performance has been well above average during the period
studied. The general lines of GOT policy have alsc been acceptable to the U.S.,
with the increasingly impatant exception of the external trade and payments policy.
Program aid has not been conditiuned on Turkish performance, except in the
general sense that the U. S. approved of the broad lines of Turkish policy. We
have asked ourselves whether U. S. influence could have been greater and Turkish
performance still better if more specific conditioning had been employed. We
conelude that U. S. influence on GOT policy has been limited especially relative
to the large volume of U.S. aid Turkey ha. received. We are also convinced that
U. 8. influence could have been greater if GOT had been made to believe that the
volune of aid it received was more directly related to its self-help performance.
We arrive at these conclusions even while accepting that overriding U.S. political
military interests in Turkey constrained the U. S. from establishing a completely
credible .ough" posture on economic’ performance. Recent improvements in trade
and payments policy, consequent upon A.I.D.'s toughened position in the FY 1968
negctiations, strengthen this cgnvictiqn.
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H, TUNISIA

Program loans werc introduced in FY 62, replacing an SA grant series at
sbcut half its level. Program loans of either $10 or $15 million have been
madc cvery year since. A.I.D. released the FY 66 and FY 67 $15 million loans
in two tranches, tying the second disbursement to mid-year performance. These
two mid-year reviews were not exacting, however, and both second tranches were
released on schedule. A.I.D. has frequently delayed agreement and disbursement,
but the purpose has usually been to patch up the leakage of loan funds to France --
an apparently difficult exercise -- rather than penalize the GOT for nonperformance.
Project lending has recently been running at half the level of program lending,
and Pi, 430 deliveries have occasionally been very large, espocially in FY 67.
Nevertheless the progrzm loan dominates bilateral negotiaticas.

' A.I.D. played a role in getting the IMF and GOT together in 1964, when a

" loss of erxchange reserves forced the latter to seek a Stand-by. The Stand-by
has been <xtended each year since. A.I.D. also promoted the IBRD Cousultative
Group, and used the autumn CG meetings that began in 1969 to drum up some support
for A.I.D.'s seifs=help performance program. However, except for allies on the
IBRD s“aff and in the IMF (whose stabilization conditions the Mission once con-
sidered too weak) the U. S. has carried the burden of the self-help conditioning
process. This has been awkward for the U. S,, because every year since FY 62
it has insisted that it must soon phase ¢t of nonproject assistance, and it
couvldn't easily threaten to cut the loan for nonperformance factors as well.
But A.I.D, has tried without success to shift the burden onto the French and
the EEC.

A,I.D. attoched the first policy condition to program lending in 1964, when
it obliged the GO to draw the outline of a remedial balance of payments program
and call in the IBRD staff to help. In I'Y 65 it got the GOT to initiate an
Annual Economic Budget. In FY 66, a formal tranche systom was installed, with
quantitative and qualitative indicators identified in the Loan Agreement and
observed in the mid-year review. The FY 66 conditions were limited to stabili-
zation policy -- credit, public expenditures, taxes, state enterprises, etc.
Agriculture and private investment targets were edded in FY 67 and FY 68 against
congiderable GOT objection. The number of conditions has not been large,
however, and the tranche reviews have been perfunctory.

| GOT performance has been good. A few of the IMF and A.I.D. quantitative credit
' and expenditure ceilings were exceeded, but the excess appears not to have been
. excessive and has been excused. The GOT has worked with the IMF, IBRPD, CG and
A.I.D. to develop a more prudent fiscal policy, to the point of cutting back on
President Bourguiba's popular social welfare programs. Mcreover, private
investment rates and general economic activity have done well., A.I.D.'s
announced primary goals have been to restore the viability of Tunisia's foreign
accounts, and find another principal donor. In this respect the corditioning
exercise failed, but it probably should not be judged on these grounds since
Tunisia was up against problems, aggravaeted by the loss of official French

, cepital and naval base earnings, that were unsolvable in the short run.




I. KOREA

The first program loan (FY 1966 - $10 million) was signed in December
1965 and conditioned on performance in the third and fourth quarters of
CY 1965. The second (FY 1967 - $15 million) was signed in July 1966 and
conditioned on performance through the second and fourth quarters of CY 1966.
The third (FY 1968 - $10 million) was signed in February 1966. It was
initially conditioned on performance through the second and fourth quarters
of CY 1967, then renegotiated to be based on mid-1968 performance as well.,
Each loan has had two tranche releases, buszed on fulfillment of up to five
quantitative conditions, all relating to credit, fiscal, foreign exchange and
cther stabilization policies. Till 1968, ecach condition was worth a share of
the loan, so that the penalty for non-performance wag clear and depended on the
number of conditions missed. A miss on one condition theoretically could be
compensated for by good performance on another, though the possibility of
such a trade off was nct mentioned ir the agreemernts and was probably not
divulged to the ROGK. The targets and pcnalties were explicit and agreed in
writing. The Koreans objected to the "schoolmasterish" approach of a point
system in the first lcan, so this system was subsequently put in a side
letter. A.I.D. has used the penalty on several occasions. When the ROKZ
failed to meet one of three year-end targets for the second tranche of the
gecond loan in 1966, A.I.D. withheld $2.5 million (one-third of one-half of
$15 million). Performance did not improve sufficiently in the next few
months, so the $2.5 million was deobligated. No other decbs have occured
but the criteria for release of the second tranciue of the third program loan
were renegotiated and applied to mid-1968 performance when not all end-of-
1967 targets were met. All criteria for release of the other tranches of the
{three loans have been met successfully.

This tight loan conditioning system is only a part of the Korean experi-
ence. The larger, though declining, SA commodity assistance grant program
has been conditjoned since 1962-63, and disbursements have been made in
tranches tied, in varying degrees, to Korean stabilization performance. In
the SA case the umbrella condition has been implen :utation of a formal stabili-
zation progrem negotiated in the beginning of the calendar year. Quarterly
and annual targets were established in the stabilizaticn agreements, though
releases were not completely cycled and were not tied dcllar-by-dollar to
specific indicators. Some targets in the stabilization agreements were
emphasized more than others, and overall performance, with the money supply
as a key indicator, was judged. All SA grants -- whick have run at a level
al least three times the program loan level -- have been disbursed, though
some tranches have been held up pending performance improvement or renegotia-
tion of conditions. ($10 million withheld in the fell of 1967 was recondi-
tioned cn satisfactory negotiation of the 1968 stabilization program.)

In effect, the program loan piggy backs on tie SA grant, emphasizing or
sharpening certain "key" policies explieit or implicit in the stabilization
agreement. The release of the loan funds has been clearly linked to perform-
ance. The grents have had other important purposes, such as covering critical
short-term import flows and providing local currency support for the Korean
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military budget, so some SA funds have been released regardless of perfor-
mance.

Self-help performance has significantly increased since the electiion
in 1963, and overall performance has been outstanding, with GNP growth
averaging some 10 percent per year. President Park's government adopted an
anti-inflation policy which has been carried out on a sustained and fairly
guccessful basis. American influence on Korean pclicy is obvious, through
not all of it may be attributed to the program loan, which has represented a
small proportion ¢f U. S. non-project assistance and an even smaller propor-
tion of the total aid program. The quality of U. §. technical advice and
American goodwill with the ROKG are other important elements in the leverage
picture. Yet, the program loan provided a marginal incentive element of
assistance to induce the Koreans to reach for high goals, ones they probably
would not have met without the program loan system. Important instances of
leverage attributeble to the program loan conditions include the major interest
rate reform of September 1965 and the impressive revenue jump in CY 1966.

The IMF has played a secondary role in the conditioning process, but will
become more important as U. S. assistance phases out. A Consultative Group
exists but has not played a major role,




IV. THE PRINCIPAL ISSUES

A, Did A.I.D. try to use the program loan to influence policy?

Some critics of A.I.D.'s ideology arguc that in practice A.I.D. has
been irnterested in the program loan primarily as a convenient way of trans-
ferring resources and has generally not used it for leverage, except to
ensure implementation of the import program according to U. S. law. They
cite as examples "unconditioned" loans, made without any strings attached,
and "conditioned" lecans whose conditicns were not rigcrously applied.

Such critics usually have one or more of the NESA countries in mind,
and frequently are thinking of a period at least three years in the past.
We find that this argument does not apply to Latin America or Korea, and
does not even apply to NESA anymore.

In Latin America, serious attempts to obtain leverage seem to have
begun in FY 1963, in Brazil. The Colombia Mission picked up the new theme
and developed it further. Program lending in Chile has followed a similar
pattern. LA has usually been tough in hoth negotiations and performance re-
views, frequently delaying tranche releases and even deobligating money com-
‘mitted earlicr in Colombia. It is true that there have been instances in
which tranches were released cven though the host government failed gquantita-
tive tests and performed poorly in gualitetive aremss. But A.L.D. has stood firm

_on enough "fighting issues" to establish a credible leverage position, at
least on stabilization policy. This is true of Korea as well. In Tunisia
conditions werc not applied in the first two years after the conversion from
SA to DL, but after FY 196l the process was tightened and by FY 1966 it in-
cluded gome quantitative tests and tranche revieus.

NESA hag nob used the program loan for leverage the way it is
used elsewhere. A tranche system with quantitative tests was instituted in
Turkey in FY 1966 and FY 1967, but does not sppear to have heen followed
rigorously. Tranches have never been used in India and Pakistan. Only
Pakistan was asked to sign bilateral agreements on loan conditions, and the
number of those conditions was then only two. A variety of factors explain
- NESA's style. First, both Turkey and Pakistan werc "conversion" countries --
they had enjoyed politically motivated, economically unconditioned balance of
© payments support via SA grants in the pre-DL period -- and it took time for
negotiators on both sides to adjust to stiffer ground rules. Second, program
aid to both India and Pakistan is organized under IBRD consortia, and A.I.D.
has preferred to frame the self-help conditioning process in multilateral
terms (the OECD Turkey Consortium and the IBRD Tunisia Consulbative Groups
are apparently much weeker arrangements for applying leverage). Third, at
least in Pakistan and Turkey there seems to have been some feeling that the
country was doing well enough without leverage, and that the precgram loan
could be justified as a reward for past performance instead of an instrument to
induce future performence. Fourth, inflation hag not been a problem in the NESA
countries, and there was generally little need for either major stabilization
programg or the intensive, continuing surveillance process which of necessity
characterized the Latin American conditioning system. Finally, some people in
NESA are convinced that the more formal and mechanical elements of aid
conditioning as practiced in Latin Americe are irrelevant at best), impolltic
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and self-defeating at worst. NESA prefers to use informal and multilateral
methods. It emphasizes tre ":continuing dialogue" in place of' the explicitly
conditioned loan or tranche. As we will explain later in this paper, we re-
pard the NESA system as another way of obtaining influence, rather than an
absence of influence. It is, however, a more difficult form to evaluate.

The fundamental difference from the LA system is that the latter tries to
exert leverage at two stages, negotiation and performance review prior to
tranche release. In WESA there is just the negotiation. Often, the agree-
ment is finalized only after the prescribed pclicies have been adopted. Once
the loan is signed, disbursement is inevitable.

B. Did the recipients perform?

The policy measures A.I.D. has tried to get program loan countries to
undertake each have a chain of consequences, stretching all the way from
enunciation of a policy to the effect on the ultimate economic, social, and
political poals. Performance can be gauged at any point along the causal
chain. liormally, when we look at the earlier links in the chain we say we arec

measuring self-help (i.e. the actions of the LBC government to influence those
variables in the development process which it can influence).

Compared to the LDC average, the eight program loan countries as a group
seem to have dor.e relatively well on self-help. Whereas one might quarrel with
the relative emphasis each pgave to stabilization, growth, and distributional
objectives -- as well as to the specific policies followed -- each of the eight
governments pursued policies aimed at long-term improvement in the puutlic
welfare. They all justified their inclusion in A.I.D.'s l.st of "concentration
countries." They all exhibited a serious development intent.

Beyond the question of intent, one seeks a standard for evaluatiiyg their
performance. One measure close to the self-help end of the causal chain is
their ability to attain targets specified in program loan negotiations. Here
the record is highly mixed. In Latin America, where A.I.D. has set explicit
conditions on a wide-range of stabilization and growth policies, we find hits
predominating but misses far from rare. The latter have been frequent and
serious enough o prompt several interruptions in aid flows, and even a fewv
breakdowns in U. S.-recipient aid relations. In Korea, A.1.D.'s conditions
have been reasonably well satisfied. Pakistan's liberalization program was
successful up until the war, and has now been restored and extended. But in
India, where liberalization was singled out for special emphasis in bilateral
negotiations, and in Turkey, where foreign exchange earnings, liberalization,
and devaluation have received continuing emphasis, results have generally been
more modest” Finally in Tunisia, the stated targets -- increasing reserves
and f'inding another donor of last resort -- were never achieved, though a num-
ber of subsidiary, and perhaps more practicable, goals were.

Sustained self-help §fitinvolves choice of the right poliecy measures )
must eventually result in high levels of achievement of a country's ultimate
goals, at least relative to limits imposed Ly exogenous forces. If the growth

*In contrast, the fertilizer programs in both Pakistan and India appear to har»
been successful.
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rate of GNP is taken as ¢ é &éasﬁfe of ultimate performance the program
loan countries do not emerge as uniformly impressive performers. Only

three of them -~ Korea, Turkey, and 2akistan -- are above the LDC average
for the 1962-67 period, although fiv: -- Brazil, Chile, Colombia, Turkey,
and Korea -~- did improve their performanc ° over that period. India and

Tunisia have performed unevenly  diring the last three years, largely
because of excgenous forces, Pakistan has slippced from its outstanding
record vefore ics war with Indf .. Macroecciuomic indicators, however, fail
to identify clearly the government's contribution to development. Nor do
they refliect recent institutional, attitudinal, and policy reforms whose
economic effects are apparent only efter a lag. Taking such changes into
account, the performance records of our cight countries are all af least
moderately encouraging.

C. Did A.I.D. Influence Policy?

Therc ig no conclugive way to determine whether given host government
actions are attributable to U. S. leverage. Other possible explanations
are that:

(1) the hest government was planning to do it anyway;

(2) the U. S. simply persuadel the host government to do it
(i.e. we vere the cause of the action, but we could have
achieved it without a loan);

(3) the U. £. direcetly financed it;

(4) other donors or international bodies brought it about,
through persussion, leverage, or direct financing.

In practice, thege causal f{orces are often so tightly intertwined that the

analyst cannot possibly unravel them. If the local planning commission, a

team from the IBRD, and the USAID ;staff have all been urging a given action
which is then undertaken, who can say which elements of support were essen-
tial and which merely incidental?

Host government initiatives. One hears the comment that o donor can't

. get a government to do anything it de2sn't want to do. A more plausible vari-
ant of this is the agsertion that at least some group in the host government
must favor the action the donor is urging. Even so, we argue that most posgsi-
ble prescriptions are somewhere on the hogt country's list of priorities, and
most have at least some internal support. By lowering the cost of a prescrip-
tion, or simply making a persuasive case on its uLchalf, the donor can help
realign priorities. Moreover, the donor can focus attention on issues hitherto
suppressed not for want of cupporsers but simply for lack of exposure. Thus

we feel that, in principle, 1 donor can influence country priorities, timing
and policies, And in practice we think A.I.D, has. There are too many changes







own initiatives and the U, S. Govermment's use of them as a means for
achieving its own objectives at reduced diplomatic cost. (One must
distinguish, that ic, = principle; in particular instances it is often
hard to tell who is l¢ . ing and who is following).

The IMF has playcd a decisive role in formulating stabilization policy in
Colombia, Brazil, Tunisia, Turkey and Pakistan. A.I.D. has consistently sup-
ported IMF rccommendations, lending them far more weight than they otherwise
would have had., On the othcr hand, the Fund's presence has relieved AJI.D.
of much difficult and occasionally disagreeable work in a major area of
. policy. In Latin Amcrica, the IMF has been leas popular and A.I.D. hag some-

times (but not consistently) reacted by partially disagsociating itself from the

Fund's reqommendations or by performing the overall advisory rcle when IMF sup-
port was not required.

The IBRD Congortia for India and Pakistan ore other multilateral organi-
zations which play a major leverage role, In these countries, A.I.D. has
thrown most of its weight into the Consortium negotiations and reserved for
bilateral ncgotiations only the extra stress it has given to liberalization
and agricultural production. The Consortia are morec clearly creatures of
U. 8. policy than is the IMF; it i1s hard to imagine them existing and exer-
cising iufluence without the large U, S. contribution.

Even outside the Consortium countries the IBRD is an important source
of persuasion and lcverage boupht with its own and others' money. 1t is
especially influential in Tunisia and Colombia, where it backstops Consulta-
tive Groups.

However, the principal occasion for the exercise of leverage in our
eight countries arc A.I.D. program loans in all eight, the periodic Consortium
discussions in India and Pakistan, and the IMF Stand-by negotiations in '
Colombia, M™'nisia, Turkey, and Pakistan,

D, Can A.I.D.'s leverage be attributed specifically to the program locan?

It scemg obvious to usg that any leverage A.I.D. has had in the primary
policy areus, at least since the conversion from SA to DL was completed in
1963, can be attributed primarily to the program loan. Scctor lending is too
new to have had much impaet on development policy, though we expect its in-
fluence to be sizeable. Capital and technical assistance projects "tend to
consume their own lemrage,' as one USAID offiecial put it. PL 80 plays a
sigmificant role in India and Pakistan, but elgsewhere it has generally not
been used to pget leverage, except occasionally with respecet to zgricultural
policy. SA was formerly used to influence general economic policies. In
Korea, it still is. But SA and DL are close substitutes in the leverage
opcration and whatever we learn about the effects of one should apply to the
other as well. The proposition to which we subscribe is that the nonproject
capital input program provides our negotiators with a ticket to the chambers
where stabilization and growth policies are framed.

INGLASSIEED
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UNCEARSSIAED

The NESA countries deviate from this generalization less than one might
think. Particularly in India, leverage has been exerted mainly through the
consortium, in tho context of onnunl dizcussions about the total aid level.
But the distinction betwecen program aild and the total package has lost most
of its meaning in recent vears, as project lending has all but disappeared
in response %o cverall funding reductions. What the consortia discuss,
therefore, is basically program aid, including FL 480.

In summary, we have {ound self-help performance in policy arezs stressed
by A.I.D. and, having considered other possible explanations for that perform-
ance, are satisfied that part can be attributed Bo the leverapze effect of the
program loan. DExactly how much we cannct say. The most clear-cut examples
are “orea, Brazil, Tunigie, and pre-war Pakistan. But the overall pattern is
not particularly impressive and we think we can agree with those critics who
argue that the leverage effects have sometimes been exaggerated.

The modesty of results to date is not necessarily an indictment of the
principle of program loan leverage, only of A.I.D.'s practice since FY 1962,
Conceivebly, if circumstances propitious to influence can be clesrly identi-
fied, and an improved conditioning system developed, A.I.D. can significantly
increase its efficiency in influencing policy. Our next problem, then, is to
ascertain whether certain conditioning systems, lending circumstances or
other variables active in the past have been more conducive to influence than
others.




UNELESSIEED

V. DETERMINANTS OF INFLUENCE

L, The confitioning systom

This mey or may not be the most importent determinant of leverage, but it
is certsinly the most ~controversial. The divergence in almost every character-
igtic of the NESA end LA gyateng ig the heart of the controversy. It is hard to
imagine how such & divergence could have grown up within s single Agency, where
expericncey are presumsbly communicated and people pregumebly learn from past mis-
teken., Ve find it impoasibls to conceive of any differences in natlonal charac-
teristicy which would meke Loth styleg ophlmel in thelr own reglens. We know that
gtebilization calla for a different condltioning system than development; neverthe-
less LA hendled development and WESA hendled stebilization (when it became an
issue) in a manner vhich suggests thst Bureau styles rather than problem type were
the decisive influence., We reject glib gencralizations to the effect that
Lotin Ameri wns will sign anything, or th-t loan conditions cannot be impoged
in eountries which bave had a decade of generous, untied commodity aid., We
have thus regarded the NESA/LA split primarily as a confrontation of leverage
stratepies, and have optimistically cearched for generslizations of universal
value regarding relative efficiencics,

Table II attempts to highlight some of the important inter-ccuntry dif-
ferences in the conditioning system, as well as the frequency with which
penalties for nonperformance have been applied.

We identify four principal dimensiong to che conditioning system:
(1) the explictness and specificity of the loan conditiong;

(2) review and enforcement of conditions;

(3) the number of conditions;
(4)

policy arcas in which conditions are specified.

1. BExplicitness and specificity of conditiong.

By explicitness we mean the medium employed to express loan conditions,
A wide variety of such media have been used in the countries we have studied.
Starting at the "hard" end of the scale and working toward the "soft" end,
the principal ones arc:

(a) statements made directly to U.S. Government in loan agreements
or supporting documents;

(b) statements to international bodies (IMF, IBRD, CIAP) which are
explicitly referenced in the bilateral agreement;

(¢) similar statements, implicitly regardcd as part of the bilateral
bl
agreement ;

(d) general public statements of ‘the’LDC government (e.g. national
development plans), to which general adherence is pledged;

(e) oral statements not committed to writing or publicly announced.
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TABLE II - - (For explanation of
PROGRAM LOAN CONDITIONING SYSTEM columns, see notes
on following page.)

LOANS RELEASES CONDITICNS PENALTIES
$Mill. Loans Tranches Written Verbal H&BS Deluys Deobs.
Loan Side Bilat. Uni, (i ?) # $Mill,

(Column #) (1) (

no

) (3) () (5) (6) (1) (8) (9) (10)

BRAZIT, FY 62 7h.5  1+2A 0 2,1,1 % 1
FY 43 gzs.sg 1 1 X *
FY 64 50.0 1 1 X *
FY 65 150.0 1 Y A ¢ 220
FY 66 150.0 1 b X X 720 1
FYy 67 100.0 1 4 Y X 720 3
68 75,0+ 1 2 X X 220
CHILE FY 63 35.0 1 3 X X 8
FY 6L 5.0 2 4,1 X X 8
FY 65 80,0 1 I X X 20 1
FY 66 80.0 1 A X X »20 2
FY 67 - 4+
FY 68 15,0+ 1 1 X X 7
COLOMBIA FY 62 (30.0) 1 1 X I
FY 63 6£0.0 1 2 L X 10 1
FY 64 £0.0 2 1,3 X X 20 3 10.0
FY 65 - *
FY 66 65.0 1 Y X % »20
FY 67 100.0 1 4 X X >20 1
FY 68 58 .0+ 1 2 X X >20
KOREA FY 66 10.0 1 2 X 5
FY €7 15.0 1 2 X X 3 2.5
FY 68 10.0 1 2 X X N 1
INDIA FY 62 200.0 1 1
¥FY 63 2Lo.0 1 1
Ft 64 275.0 2 1,1 X
FY 65 190.0 1 1 X
FY 66  300.0++ 3 1,1,1 X
FY 67 182.0 2 1,1 X
FY 68 248,04+ 2 1,1 X
PAKISTAN FY €2 132.0 2 1,1
FY 63 100.5 2 1,1 X
FY 64 100.0 1 1 X
FY 65 10,0 1 1 X
FY 66 120.0 2 1,1 X 3
FY 67 70.0 1 L X 3
FY 68 140.0++ 2 1,1 X 2
TURKEY FY 63 35.0 1 1 X
FY €4 70.0 1 2 X
FY €5 80.0 1+2A 2,1,1 X X
FY 66 70.0 1 2 X 15
FY 67 €5.0 1 2 X 15
FY 68 Lo.0o 1 1 X B
TUNISIA FY €2 10.0 1 1 X
FY 63 15.0 1 1 X
FY 6k 10.0 1 1 X 3
FY 65 10.0 1 1 X
FY 66 15.0 1 2 X X 13
FL &7 15.0 1 2 X X 15
FY 58 10.0 1 2 X X 18
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TABLE II: .Notns

1. Explanation of Column Headlrgs

Column 1:

Column 23

Column 3:

Column 4:
Column 5:
Column 63

Column 7:

Column 8:

Column 9:

Column 10:

Gross new obligatlons of program loens and (in parenthesez) contingency loang,
Later deobligationsg duas to non~performance sre shown in eolumn 10, oppoaile

the year of the oripginal obligation, Vhere figures are followed by a plus
nih  gectcr loans were also made in that year; by a double plus "++", Terti-
1iz&r loans were made and are included.

Number of Program Loan Apgreements. +24 indicates that two Amendmente -added
new funds.

Number of tranche releases scheduled for each Joam, includinz the first
releace of each loan, lhere two or more figures are shown, rcading frou the
left they refer In chronclogicel order to sepsrate lecans or amendmentc. They
aro the gcheduled mumber, not the actual number.

An YY" indlicates ecoromlc policy conditlcons on A, IL.D. lending ware written
Into the loan agresemsnt.

An "X" indicates cconomic policy conditions on A,I.U. lending were written
into slde letters to CinP, IBRD, USAID, etc.

An “X¥ indicates economie policy conditions on A.I.Ds lending were agreed
to in bilateral negotiations, but nob in writing.

An "X" indicates A.I,D. officials announced to the host govermment the policy
areas where A.I.D. would expect to see some improvement, but no formal
bilateral agreemont on conditions wns mnde.

Approximate number of conditions on A.I.D. lending that vere sgreed tos

Include both quantitative and qualitative conditioms, Inter-country coapsrisom
are difficult, since one USAID may squecwe iato onz condition aoverwl policy
actions that another USAID has itemized, The recent Latin American louna have
listed well ove? 20 conditions. We counted 73 for tho Y 66 Colomble loan.

The number of tranche releases from that yesr's loans that were delayed for
more than two months becruse of poor self-help performance. Uelays attritmte
able to otber factors ars not included.

The amount deobligseted from the program loan Becamge of voor self-help
performance. An asterick (#) indicates that bllateral negotiations either
broke down or were not started because of poor aslf-help performance and
roelated factora,

2, Other Notes

Table does not include conditions agreed or annomced in multilateral negotia-
tions. The India and Pakistan IBRD consortia were the principal vehicles for
the A.I.D. conditioning effort, though oven the consertia never developed the
formal system found elsewhers.

Conditions on lending can affect either the release of funde from the conditimai
loan, or the level of subsequent weara! lendings. The latter is almost alvays
the case with loans released in one action (i.0., one Yranche).

» = (Greater than




By specificity we mean the language used to express loan conditions.
Conditions are all either quantitiable in principle or unquantifiable.
Again ranging from hardest to coftest, we see the main possibilities as:

For quantifiable actiong

(1) directly quantiticd commitmernts:

(a) ceilings (c.g. "money supply will increase by no more
than %" );

(b) floors ("the GOX's currcnt account surplus will be at
least y million peses")s

(¢) sliding scules ("if the price of coffec is between x
dollars =nd y dollars, the current account surplus will
be nt least 2z million pesosy if the price of coffee is
above vy dollars, the surplus will be at lcast z+1").

(2) unquantified commitments, supported by a mutual vnderstanding
on an equivelent quantitative torget ("consumer price increases
will be b . o reasonable amounts,” which is mutually uvnder-
stood to mean 19% or less).

(3) unquantificd commitment, unsupperted by any mutual understanding
on an equivalent quantitative target.

For unquantitisble acticng

(1) datecd commitments to take spucific discrzte, identifiable actions
(e.¢. "Parliament will pass the pending land reform bill by
September 1").

(2) commitments to further continuing processes ("GOX will strengthen
its Aevelopment planning capacity").

(3) undated commitments to take speeific actions.

Explicitness and specificity combined determine the overall formality or
informality of a given sct of program loan conditions. A formal set of con-
ditions comprises a relatively unambiguous stendard ageinst which subsequent
performance judgments can be made, whercas an informal. set leaves much more
room for interpretation and maneuver later on. Without counting the early
MESA and Tunisian program loans, which were not used for leverage, the eight
countries we are studying break cleanly into two distinet groups with respect
to formality of the conditioning system. Toble I chows quite clearly that
Korea and the three Latin American counftricc have hed relatively formal
systems, Tunigcia and the three HESA countring relatively inuformal ones. With-
in the formal groun, the distinctive Korcan system can br: said tou be the most




formal of all, the LA system as applizd in Colombia, Brazil, and Chile
somewhat less so. Within the informal group, rankings are unclear,

since there has been a general trend toward greater formality during the

last sir years, and since the three Concortia have tended to substitute

for bilateral aid conditioning. Howesver, the dilfcerences in both specificity
and explicitness represented by the full sweep cf” this range are sizeavle.

What generelizations can be made about the benciils and costs of {ormality
"in loan conditioning? For one thing, it ig casy to disposc of the least {ormsl
forms of loan cconditicning. If the alleged loan conditions are never written
down and if they are never specified as preciscly as their basic character
permits, then they are not really conditicns of the lcan at all. The perform-
ance decision which must be made when the next tranche is due to be released

or the next loan extended will in cffect be made by eriteria determined at

that time, not in advance. (The exception to this is the rare case in which
the U. S. announces unilaterally but in advance what it considers acceptable
performance, and then adheres to the anncunced criteria.) And if the criteria
for funds relcas. arce not kncwn in advance by the IDC government they can
hardly guide its policies.

At the other c¢nd of the seale, we cen see chortcomings in extreme for-
mality. The imperfect state of' the economic arts is a limiting factor because
unpredicted crxogencus cvents -- or mis-predicted c¢ndogenous ones -- can turn
. 8 seemingly reasonablce loan condition into an unreasonable one. Exzogenous
factors (weather and export prices are the two most troublesome) can be handled
threough the device of & sliding scale, it their effect on the system is cor-
rceetly specirined. But there is ro defeuse against misspecification, as in the
common case in which money supply is held 1o the desired magnitude but prices
rise more than anticipated. More generclly, extremely specific public commit-
ments may give both partice less rcom for mencuver than they would like. They
can rob the denor of the atility to reward "a good try" which does not quite
rezch the specified mark, and this in turn deprives him of the ability to use
tough conditioning as an incentive device by setting conditions a bit higher
than he expects actual performance {to reach, What, then, is the optimal degrece

of formality? Cr -- gince fcrmal conditioning may have political costs --
what is the miniwum degree needed to make conditioning work? We think that if
leverage is to be obtained the LDC government must be firmly committed -~ to

itself, to us, to the international agencies, and, if polities permit, in
public -~ to the program we have all agreed is the quid pro guo for the loan.
Only if it is will proponents of the agreed propgram within the LDC government's
own ranks be able to win out over those who question the wisdom of the program
or are reluctant to pay its costs. For this kind of commitment to be obtained,
“ the program must be defirable in termg gpecific and explicit enough to permit

" a reasonably uncquivocal judgment about the adequacy of performance later on.,
Beyond this, we find it hard to gencralize. We would not say that conditions
must be public or that they must be quantified, only that they be {irm enough
to permit a performance judgment, which in turn can influence later funding
decisions,




2. Enforcement

We do not think that the questions of whether to use *tranches, and, if
80, how many tranches to have, are fundamental. Negotiations for new loans
can in principle do anything performance reviews prior to tranche releases
can do, although their potential to do so has not been fully exploited by
A.I.D. so far. There is no reason vhy HESA, for example, could not explicitly
condition negotiation of the next loan, just as exzplicitly ac LA conditions
tranches.

The frequency of tranche releases or loan negotiations should b related
to the nature of the loan conditions (whether they refer to rapidly or slowly
changing phencmena) and to the costs to all concerned of conducting frequent,
comprehensive, ministerial-level reviews, The recent trend in LA away from
quarterly reviews of all loazn conditions appears well founded., At the same
time, some kinds of policles, copecially stabilization policices, require con-
tinuous survelllance. Where such issues are central, weekly or monthly staff'-
level meetings (as in Korea) arc highly desirable.

The proposition has been put forth that leverage is a function less of
what we ask for in the current loan than of what we have insisted upon in the
past. We subsceribe to it. Leverage cannot be obtained unless the threat im-
plied in the process ig made credible. The donor must in some way prove that
he means business. We are tempted to conclude that A.I.D. eonnot obtain cig-
nificant leverage in a country until it has at least once inveked its major
sanctiong; non-release of a tranche or non-nepgotiation of a losn on schedule.

A major reduction in loan levels might be an alternative. However, we can

sece from the expericnee we have studied that use of major sanctions elsewhere
or employment of minor sonctions (especially Jjudicious stalling) in the country
concerned sometimes docs the jobh., We do question whether countrv programs in
which everything seems to come off on schedule, year after year, contain gemuine
aid conditioning. They may possess elements of influence, but it is likely to
be purely of the persuasive kind.

In establishing credibility, A.I.D. has a problem akin to that of a
nuclear power. Its only rcal weapon is a devastating one, which has the poten-
tial of destroying all possibility of future cooperation. Yet how can it
exert its power without using the bomb? The answer, of course, is to develop
conventional weapons. The USAID/Korca proctice of tying specified pieces of
the loan to specified policy conditions ig one imaginative weapon, which auto-
matically limits the extent of its firc. Most recipients do not like this
"schoolmasterish” approach, however, and mogt USAID's and Embassies would
despair to see their own freedom thus limited. The more common approach is to
rely on the arts of diplomacy -- to threaten, cajole, plead, stall -- in hopes
of bringing the LDC zovernment into line, Yet thesc strategems will utimotely
prove useless if the other side stonds firm, and the decision on whether to
give in or employ the ultimate weapon must then be faced. If A.I.D. gives in,
its credibility and ability to exercise leverage in the futurec may be
seriously compromized. If it gtops o tranche or breaks off negotiations it
creates & crisis, in which cconomic conditions may worsen rapidly and bargain-
ing positions harden. Pressure builds up on both sides and onc party or the
other usually gives in, but sometimes not before the whole cnvironment for
cooperation and rational discourse is destroyed. It is quite a dilcmma.




The only solution, easily prescribed but not so easily implemented,
is to avoid crises whenever possible. To do so without jeopardizing lever-
age requires setting firm but fair loan conditions, with a degree of flexi-
bility in them. Even at best, crises will occur from time to time.

3. Humber of conditions

These have ranged iu A.I.D. experience from one to several dozen, A
Mission which is genuinely interested in influencing stabilization and growth
policies soon learns that (as USAID/Colombia dAid) it must set numercus con-
ditions sc¢ as to avoid the lcopholes which exist in an underspecified policy
package. As ccnditions proliferate, however, problems arise. The costs of
negotiation and review rise, and it becomes harder to do the job well. More
important, the meaning of performance becomes clouded. If many conditions
are specified, the recipicent usually fails to satisfy at least one of them.

Is this grounds for withholding the tranche? If not, are two missed conditions?
Or three? The concept of an agreed program which everyone understands and the
recipient must implememt begins to dissolve. Of course, some conditions are
more important than others. Some are "fighting issues,” in behalf of which
A.I.D. is prepared to employ its ultimate weapon. But many others are not.

And the recipient does not always know which are which.

It is doubtful whether A.I.D. can maintain credible leverage over more
than a very few issues with a single loan. Other items listed in an agireement
are either there for window dressing (the host government expects to do them
anyway and both sides think they would look good in the agreement) or for
bluff (we want something done but are not willing to spill blood to get it
done). In the latter case, A.I.D.'s real objective may be to legitimatize
future discussion of the issue, in hopes of getting it done through persuasion
alone.

Should window-dressing and persuasion items be included in lists of con-
ditions, undifferentiated from fighting issues? They have been included in
the past for back-patting purposes, and in an attempt to extend leverage to
more areas by keeping the recipient guessing about which issues were fighting
ones. But the former motive should find expression in a publicity release,
not a policy document. As for bluffing, we doubt that it helps. The LDC
government usually has a good idea of which things A.I.D. will fight for and
which not. And even if it does not, large numbers of conditions open the
door 4o capriciocus ex-post tinkering with the relative weights of various con-
. ditions, a practice which is destructive in the extreme. We feel A.I.D. should
- enumerate no more than 3-4 major conditions in any given loan, selected and
specified in such a way that both we and the recipient rcalize that we will be
ready 4o withhold our funds if they are not met.

i, Areas in which conditions are specified

There has been a great deal of confusion about the relationship between
policy areas and leverage. Thus, one often hears that program loans attain
leverage over macroeconomic policies, but not sectoral policies. This is
often ascribed to the fact that we "talk to the Minister of Finance," and not




the heads of ministries mplen ia O Eggframs The scctor loan has
been advanced as a solution to this alleged shortcoming of the program loan.

We find two types of confusions to be involved in this view, One is
between kinds of conditions and numbers of conditions. As just noted, if
an agreement has dozens of conditionc only a few can be fighting issues. In
LA, thesc have tended to be stabilization issues. Secctoral issues, especially
in agriculture and education, have bheen added to the agreements but have usually
received short shrift in the review process and have generally resulted in a
lower level of performance. We feel, however, that the reason is not that the
issues are agricultural, say, but that they arc considered to be subsidiary
parts of o large package. We see no reason vhy, noting the caveat discussed
below, A.I.D. could not negotiate program loans with sectoral rather than
aggregate issues ac their center of gravity.

This, indeed, is what the sector loan trics to do. By breaking off a
piece of the program loan for scparaste negotiation with purely sector condi-
tions, it acccmplishes much the same objective as USAID/KOREA's practice of
earmarklnp picces of the program loan for release if specific conditions are
attained. The sector loan (which we have not explicitly evaluated) also
takes A.I.D. clozer to the heart of sectoral decision-making., It is not clear
just how much closer, however, since the operating ministrics must still zet

their rescurces through the winistry of financc, and gince they sit in on pro-
gram loon discussions in the best-run programs anyway.

The sccond source of confusion is the tendency to ignore the important
distinction between instrument and structural variables. Policy instruments
are much more easily and auickly manipulated than arc cconomic or gocial insti-
tutions. Most of the conditions set in the monetary and fiscal ficlds relate
to instrumentc; many of those in agriculture and education arc deeply struc-
tural. It is not at all fair to apply the same performance yardstick to
monetary policy and ugriculture, say, when the mixz of conditions among instru-
mental and structural changes varies so widely. In general, we find that
structural changes (c.g. tax reforms) are just as hard to bring off in "good"
leverage areas as in "bad" ones.

Having eliminated the two main sources of confusion, we must still admit
to the possibility that there are "good" and "bad" arcas for exercising
leverage. Contrary to the rough gencralization just made, it may be that like
policy measures (whether inztrumental or structural) arc casier to induce in
some ficlds than others. Our study has not been fine cnough in gauge to tell,

5. Dissipation through timc

i Another common view which we muzt cvaluate is that capacity to exzert
leverage is somchow limited, znd tends to diminish through time. The costs of
exerting leverage, it is said, build up and make it more difficult to et
leverage on each succeeding round. Gradually, it becomes a choice between giv-
ing up the attempt or continuing to move forward only at increasing political
cost. Latin Americsn czperience pgives gome credence to this hypothesis, and
the secctor loan approach is pourtially motivated by it.




UNCLASSFED

CONFIDENTIAL

In all three of the LA countriec we studied we did notice a "honeymoon
effect,”" in which smooth relations and attainment of considerable results in
the early months of a new IDC administration were followed by deteriorating
performance and souring relations, Partly, this is explained by the U. 8.
Government's willingness to be tolerant of a new government to which it is
favorably inclined (e.g. those of Lleras and Frei), a
willingness which gradually dissolves as the new administration proves unable
to work the miracles expected of it., In addition, however, it is clear that
the program loan process, as it has been employed in Latin America, creates
frictions. These frictions can build to a high level of emotionalism on both
sides. Thus, the U. S. becomes disenchanted with its former best hopes, while
progressive leaders such as President Lleras bitterly denounce the leverage
process.

The difficult question which we feel must be addressed is whether such
cumulating bad feelings are a necessary consequence of vigorous attempts to
achieve leverage such as A.T.D. has mndeniably made in Latin America., 1Is
leverage, as some have said, a wasting asset? We conclude on the basis of our
study that it certainly is difficult to maintain it year after year, especially
in a situation in which the aid level and the recipient®s expectations about
future assistance remain approximately stable. In these circumstances, re-
cipients may begin to regard the current aid level as their due and increasingly
resent continued demands for performance commitments. We conclude that stability
over a period of years in both the aid level and conditioning system is dangerous.
It may well lcad to dissipation of our leverage.

In the most favorable influence relationships, however, there is a growth
in policy-making ability and susceptibility to persuasion vwhich leads to
precisely the results A.I.D. desires without the use of leverage. Program loan
negotiations and reviews can be exhausting educational experiences for both
staffs. They force the recipient to muster statistics never hefore collected,
and explore policy options never before entertained. Notably in Korea and
Pakistan, this educational factor has led to a secular improvement in self-help
performance and a "graduation" from the need for leverage. Under favorable
circumstances,this transition can be accelerated by a cut in the assistance
level or formulation of an aid phase-out plan, since thesc can lead to a
heightened appreciation of the need for self-relisnce. Thus, self-help seems
to have been promoted in Turkey by rccent aid cuts, and in Korea by agrcement on
a phase-down schedule. This is not to say, of course, that all aid cuts will
achieve this objective. The country must have the latent will, a fairly well-
developed capacity for discretivnary policy-making, and a resource gap that can
be filled (but preferably only with some difficulty) at the lower aid level
contemplated.

In countries which are not yet ready for the transition, we would advocate
conscious attempts to keep leverage from becoming routinized, The conditioning
system and even the aid level should be varied from time to time. One-time
offensives of the type the IBRD launched in India in 1965-66 might be tried
elsevhere. If policies are bad but little influunce ig possible, A.I.D. should
be true to its philosophy and cut back on aid.




B. The Loan
1. Loan size

The most relevant measure of loan size for most country situations
is probably percentage of annual imports financed (A more sophisticated mea-
sure, which we have not computed, is the share of non-capital goods imports
other than those financed by PL L80 which the program loan finances), althcugh
share of central government receipts or share of gross investment financed
might also be pertinent measures in some cases. By the import measurec, the
program loans to all our countries except Tunisia and Korea have been similar
in size, all hovering around 10%. Thus, the experience we have examined pro-
vides little basis for evaluating the rather simple-minded hypothesis that a
larger loan buys more leverage in the cross-section sense. We doubt, however,
that the proposition that leverage is proportional to the size of the loan has
any merit at all,

2. Direction of change in loan size

Some would expect leverage to be associated with a rising aid level.
Thus, the Turkey LAS argued that increcases in program aid over a level of
$40 million a year could be used to buy improved policies. Here, too, w: lack
evidence, One major upsurge in loan gize we cun observe is the one in LA at
. the start of the Alliamce. But leverage doctrine and technique were still in
their infancy while this rise was occurring, so we gain no knowiedge of how it
might have been exploited to gain more influence. The only other notable in-
crease occurred in India in 1966 after the war (Tuble 1 on page 6 shows this
to some extent, but it is clearer when loans are arranged by Indian fiscal
years.) That increase definitely was accompanicd by substantial policy ad;justments.

We do have experience with declines in loan size to observe. In FY 67
Brazil dropped to $100 million after two years at the $150 million level., Turkey
and Tunisia also suffered one-third cuts in FY 1968. 1In Korea, the small program
loan has been held constant but SA has been progressively reduced as part of an
aid phase-out plan. In at least two of these cases (Turkey and Koreca) falling
aid has successfully been combined with tightened conditioning and improved
self-help.

Probably the most sensible thing that can be said about the leverage-
loan size relationship is that it really pertains to the aid level the IDC ex-
pects. That is, we can derive leverage from upward deviations from whatever
path the recipient expects aid to take -- whether level, rising, or falling.
This proposition may relate more clogely to the total aid package than to the
program loan itself. Its converse is that there is nothing more destructive
of leverage than reinforcement of the notion that a given aid level is a
country's "due," regardless of its performance. The important thing is to con-
vince the recipient that better performance means more aid than it would get
otherwise.

C. Enviromnmental influences

We have just outlined our findings on the conditioning system and the
loan itself as determinants of leverage. The next step is to examine the
major environmental influences which can affect the cutcome -- U.S.-recipient
diplomatic relations, the recipient's'internal -politics, unanticipated egg~
nomic developments and the role of third parties (multilateralism?.

n ‘];:;



1. U. S.-recipient diplomatic relations

Foreign aid and the quest for influence over the recipient's develop-
ment policies take place within a much wider environment of bilateral dip-
lomatic relations. This fact influences the leverage operation in two basic
ways.

It has a passive, permissive effect, in that a basic minimum level of
good relations must exist if the kind of interaction involved in leverage is
to come about. No one likes to bhe told what to do, and a couuntry which is
overtiy hostile to the U. 5. for whatever reason can hardly be expected to
accepl the leverage relationship. At the other :nd of the scale, it is clear
that in a country which approaches satellite status the U. S. can get almost
anything donc that it wants. The mogt common relationship is neichers of
these, but an arms-length relationship involving an cnuivocal mixture of
respeet, distrust, sercitivity, and other human emctions on the part or the
host government. The important question is whether this environment permits
the cxercise of levorape. We think it does, althouwrh even our "friends"
nave a sizeable almizture of negative elements in their attitudes toward us,
and it ig important to aveid triggering these feelings. Avoiding this is
simply one aspeet of diplomacy.

Bilateral relations assume a much more active role in some cases. When
the U. S, has much higger relationships with an LDC than its aid relation-
ship -~ notably military or major commercial interests -- much nondevelopment
give and take may impinge on the program loan bargain, If aid is seen in
large part as o payment for militarv support, as it has been at times in
Turkey, Pakistan, and Koren, the recipient will he understandably reluctant
to'pay twice" for aid by taking difficult development policy steps as well.
In a case suci as Turkey, what seems to be unconditioned aid from a strictly
developmental point of view can also be viewed ag a reasonable quid pro guo
in & broader deal.

The recipient country may also have broader interests which affect its
response to the leverage approach. Thus a country like Brazil, which places
a high value on its international credit rating for commercial reasons, may
be much more willing to do the "respectable" thing than it would if its com-
mercial interests were not involved.

2. Domestic politics

A.T.D. often asks recipients to do things whose costs are likely to be
more visible in the short run than their benefits. Only a government which
possesses & reasonable margin of political security can agree to such a
bargain. In the common case in which the LDC government must take a seriesg of
such steps it is necessary that it be able to maintain such political security
over several years' time. One is drawn almost irresistibly to the unattractive
conclusion that lively democracies, in which elections w.re frequent, fair, and
hotly contested, are poor subjects for the exercise of influence. 8So are
countries in which military or other coups are frecuent or feared. These




points apply not only to influence but also to policy action by the LDC
government in the absence of influence., The contrast betwzen the consis-
tent and effective policy lines taken by the Ayub and Park governments,

on the one hand, and the alternating periods of prog:ess and backsliding

in Colombia and Brazil, on the other, dramatically makes this point. We
would not go so far as to say democracies cannot develon so fast as author-
itarian states, but of two equally dedicated recipient gevernments, the
more authoritarian is likely to look better in a gelf-relp review.

We have slready noted that in countries where governments change
frequently there is a "honeymoon effect'", in which a new government is
tolerantly perceived as doing well, while one that has been around two years
or more is invariably regarded more critically.

Political security aside, leverage obviously cannot work if the host
goverrment lacks the administrative capacity to implement courses of action
it decides upon. All IDC's have this problem to some extent, but in some
countries it is so ser:re that it turns the influence operation into some-
thing much more similar to technical assistance. In such cases, helping the

“host government do what it agrees to is much more important than obtaining

agreement in the first place. A.I.D., has generally chosen its program lcan
and "concentration" countries so as to avoid the worst manifestations of
this problem, but it does confront it head-on in places such as Indonesia and
the Congo.

3. Eccnomic developments

Unanticipated changes in the econmic environment of program lending may
alter the recipient's ability or inclination to take the hard steps specified
ir the loan conditiors. This is a good reason for USAID to allow a measuve of
flex.bility in the standards it applies in measuring self-help performance,
since quarterly reviews tied rigidly to projections made at the time of the
primary negotiations may penalize where penalty is no longer warranted, or
praise where performance owes less to deliberate action than to fortuitous
changes in the weather or some other exogenous variable.

There 1s one economic factor, however, which has a more immediate impact
on the amount of leverage A.I.D. can extract from any loan., It is the
severity of the host country's balance of payments disequilibrium. ERither
because the negotiators misjudged the need for balance of payments relief, or
because subsequent events undermiaed the assumptions underlyin:; those judg-
ments, there is a pessibility that the donee mzy need the loan less, or more,
than it once expected. In many cuces, the need seems to have been overstated.
We are surprised at how long it often takes to implement a program loan, even

"without penalty periods. Disbursements under the first Tunisian program loan,

for example, did not start until nineteen months after it was authorized ard
eleven months after it was sigred. Additionality problems exrlain the deley,
but one wonders whelher the urgency of the initial negotiation was exaggerated.
Disbursement.s under the third started almost immedlately after the signing.

In LA, first disbursements have usually lagged the tranche releases by half

e year, end another year may go by before S50% of the trenche has been dis-
bursed. By contrast, the second Fiscal Year 1967 program




loan to India was used to cover imports that had already been made. The
point here is that the economic need for the program loan varies, but is
often less immediate than the program loan papers suggest. Where the

need is greater, we would expect the recipient government to be prepared

to pay a higher Erice in terms of self-help performance, but we are also more
willing to make the loan.

L, Multilateralism

We have already discussed other donors and international bodies as alter-
native sources of policy influence. They can also be important adjuncts to
the leverage cperation, as A.I.D.'s generally successful use of the IMF, the
_ IBRD (including its conscrtia and consultative groups) and CIAP shows. There
. can be no doubt that such arrangements spread the odium of applying leverage
and lessen the diplomatic costs to the U. S. However, leverage can be lost
in the process if the other participants are not willing to be tough when
toughness is needed. The creation of an atmosphere of cool technical objec-
tivity in which the "right" technical policies are sought (with their political
implications played down) can do much to further leverage, but the U. S. must
often lend backbone to the cuperation.

Egpecially in LA, and particularly with reference to stabilization policy,
the IMF has played (and sometimes overplayed) a vigorous, important role.
The IBRD role in the India and Pakistan consortia has also been generally
effective. In all these cases, U. 5. support was a crucial ingredient. It is
apparent that the failure of the donor groups for Turkey and Tunisia to develop
a strong position on development policy forced A.I.D. to follow a more inde-
pendent negotiating line.

D. Personal touches and the art of inf'luence

One of the things our study has impressed strongly on our minds is the
importance of the human element. Many of the observable differences in approach
and degree of success among countries and between periods within countries seem
attributable to variations in personality, training, and competence on the part
of both U, S. and host country participants. To build effective policy in-
fluence into a program locan, we believe that the following personal traits are
necesgsary.

The Mission Director must have a firm grasp of and deep belief in A.I.D.'s
mission, in general and as applied to the host country. He must be willing
and able to defend that mission against conflicting short-term political and
commercial objectives of the U. S. At the szame time, he must be an effective
diplomatic operator vis-a-vis the host government. This requires firmness at
times, but empathy and integrity throughout. He must be viewed by his
Ministerial counterparts as a sympathetic man, a competent man, and a man of
his word. Serious failings on eny of these counts can undermine his mission.
He must practice the arts of influence, which have been codified by one former
Mission Director as follows:

-- If at all possible, iaduce the host government to put forward its
program.




-- As much as possible, make aid adjustments in response to local
performance look like bonuses rather than penalties.

-- BSelect relatively few explicit conditions, but make them key
ones.

-- Work to get conditions which are genuinely accepted as valid and
feasible by those who agree to them and must direct their achieve-
ment.

-- Don't bluff, at least not completely (i.e., when sanctions are
threatened, make sure they can be applied, if necessary, without
cutting off our own noses in the process).

-- Demonstrate faithful and consistent follow-through on the U, 3.
action called for by any agreements.

The Mission Staff must contain some analytical talent, which is willing
and able to immerse itself deeply in the local milieu. This means it must be
professionally trained, practical in approach, and free enough of implementa-
tion, reporting, and other responsibilitiec to devote a large block of time
to policy. The size of the poliry staff depends on the ambitiousness of the
influence operation being attempted. For an LA-type program, 4-5 good
analysts ars. needed.

The local counterparts must be Janus-like, looking toward the aid agencies
and their own governments simultaneously, Vis-3-vis the aid agencies, they
must possess the training and outlook to be receptive to rationalisti. policy
arguments. Vis-a-vis their colleagues in their own government, they must nave
the power and prestige tc lend the commitments they make to the aid agencies
practicel significance. Outstanding influence operaticns in the countries we
have studied have usually pivoted around a key man in the local government
who possessed both these sets of traits (e.g. Roberto Campos in Brazil under
Castello-Branco, Mohammed Shoab in Pakistan). Support for such men from above
and below is also important. Presidents Ayub and Park are notable for the
strong, continued support they have given to development. At the staff level,
Pakistan and Korea also stand out for the competent economic staffs they have
developed. (In Korea there has been no figure corresponding to Campos or
Shoab; however, a strong Assistant Minister of Finance and the staff he has
built up around him have compensated for a high rate of turnover at the
Ministerial level.)

VI, CONCLUSIONS

Having come this far, we are impressed by the ambitiousness of the task
we have undertaken. We feel that the specific, limited generalizations we
have made above have some merit. We are not entirely confident of whether we
have laid an adequate basis for the kind of grander generalizations appropriate
to a conclusions section. But we do waat to make four kinds of conclusion-like
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comments. These concern the degree of generality possible in this area,
what few descriptive generalizations seem universally valid, what we have
lcarned about program loang versus projecct and sector loans as vehicles
for influence, and what future actions by A.I.D. seem desirable.

A. Degree of generality possible

As between the extreme of viewing the countries in our sample as undif-
ferentiated testing grounds for the causal relations we have hypothesized and
that of regarding each country as unique, we corme down closer to the former.
While we cannot say that the LA system, the NESA system, or any other variety
of conditioning system is best for all countrieg at all times, we do think
there are many things to be said that do apply to all countries. There is a
general art or science of influence which is not invalidated by differences
in national culture, politics, or economic structure.

B. Generalizations from experience

We now recapitulate what we consider to be the most important generaliza-
tions established (or at least suggested) by our study.

(1) A.I.D. has been true to its self-help philosophy in all the countries
examined, at leagt during the second half of e 1961-68 period; this has
generally been/much the case in countries in which the aid condition-
ing system has been subtle and implicit as in those in which it has
been highly explicit.

(2) The performance of program loan countries as a group has been only
sbout average, although it has improved during the program loan
period.

(3) A.I.D. has influenced self-help and performance substantially:
through direct financing, leverage, and persuasion, bilaterally and
in consort with other naticnal and international lenders.

(4) The program loan is A.I.D.'s primary instrument of leverage and per-
suasion, although some influence also attaches to other forms of
aid and to the country assistance progrem as a whole.

(5) The trappings of the formal loan conditioning system, many explicit
and specific conditions, frequent reviews and tranche releases, are,
by themselves, irrelevant; what matters is whether the message is
somehow conveyed to the recipient that the aid level depends on
performance; this in turn requires only that the agreed program
be described in terms specific and explicit enough to permit a
reasonably unequivocal performnance judgement later on, and that the
agreement be enrorced.

(6) Enforcement, while essential, poses difficult tactical problems
because of the fact that the most effective samction, withholding

of aid, is often a devastating one; the aim thus becomes to maintain
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this sanction as a Redible threat without actually having to
use it.

Perguasion is highly preferable to leverage, although it is
possible to effect policy changes without 1it.

If real leverage is reeded, it should be applied only to a very
small number of arcas at any one tlwme,

Any area of policy is susceptible to influence, except those
which are ruled out ny strongly held ideclogical views,

At the same time, structural changes teke far longer than changes
in instrument variesvles, and due allowance should be made for this
in A,I.D.'s expectations and in the conditioning system.

It is nard to maintain a constont level of influence through time,
especially ut a congtant lending level; aid cuts at the right
monent can help; what is really desireble, however, is a gradual
growth process in the host government, in which leverage, and
eventually Y. ©. influence in any form, become unnceded.

The nost impurtant relation between influence and loan size is
that influcnce can be ovtained from increments of aid above what the
recipient expects, whatever that is.

Tnfluence ean ne undermined by generally hostile U.S.-host country
diplomatic relations, and also by broader political, military, or

commercial relationg in which the quid pro quo for U. S. zid lies

outside the development ficld.,

Successful loan conditioning requires a substantial degree of
political and administrative strength on the part of the recipient
government.

Multilateralism is often useful tactically, but a streng U §.
insistence on self-help is usually a necessary ingredient 1.
success.

The human element (in the Migsicn Director, his staff, and their
host country counterparts) is an important part of the story.

For A.I.D. to presume to take positions on stabilization and devel-
opment policies in a major country it must be prepared to field an
excellent analytical team., This ig serious business, end AJID. s
"intuition," and capacity for casual appraisal, are insufficient for

sorting out the relative weight of the many critical variables involved.

Program loans vs other forms of aid

The main alternatives to program lending are project loans, sector loans,
and the aid vackage or congsortium approach., Each can be a complement to pro-
gram lending as well as a substitute. Although we have lookod at all of these

In passing

, we have not given “hem the atbention we davoted to the program loon




and thus cannot make conclusive judgments on the merits and limitations

of each.

(1)

(2)

(3)

D.

(1)

(2)

However, we do have some confidence in the following remarks.

Project loans are good only for a narrow range of influence,
extending at best throughout the sector in which the project
is located. We have not examined the few cases in which a
"package of projects" approach was used (e.g. Peru), but we
understand the experience has been unfavoravle. Ve do not
intend to demean the project loun as a means of financing
desirable activities and exerting localized policy influence,
but as a device for influencing general policies its inherent
limitations -- the distracting effect of the heavy demands

for analysis and negotiation of details of the project itself,
the fact that project loans often do not seem to recipients to
be appropriate occasions for general discussions, and the dif-
ficulty of applying sanctions for nonperformance once physical
construction has begun -- are crippling.

The sector loan is a new device, which we consider 2 promising
means of focusing on frequently neglected sectoral conditions.
However, there are definitional problems with sector lending,
and we suggest a separate analysis of it,. including an evalua-
tion cf experience so far, in the near future.

The consortium approach seems to work well if it gets motive
power from 1ts donor members and adequate staffing from its
institutional sponsor. We gee it as a valuable adjunct to pro-
gram loan influence rather than a substitute for it. Unfortu-
nately, this approach is in serious trouble right now because
of the unwillingness of the donors to put up enough aid funds
to make it work.

Recommendations

Retain program lending as the major element in the aid package
in those countries where the U. S. wants to influence broad
overall policies and is willing to supply the material and
human rescurces to succeed in this effort, :nd where the shape
of the host government gives some hope of suczess.

Avoid using the device (or at least the label) in countries
where these conditicns do not hold -- where short-term con-
siderations dominate U. £. policy, where the U. S, is not
willing to moke a significant commitment, or where there is
little or no hope of influencing policy.

Keep policy conditions of the loan few in number; work for
clear definitions of these conditions and differentiation of
them from pseudo-conditions.

A¥oi% routinization of the agproach in a Eagticul&r country;
ir other reasons for change do not present themsclves, v




(5)

(6)

the routine merely to reduce the chances that our influence
will decline.

Pay close attention to casting the drama: pick a Mission
Director who has the qualities referred to above, give him

a good economic staf't, and look for the best point of contact
in the host government.

In ccuntries where significant influence is successfully being
wielded, work on building up the local capacity for policy for-
mulation; think in terms of a phase-out plan for U. S. policy
intervention similar to an aid phase-out plan but aimed at an
earlier completion date.




APPENDIX: A Summary of Reviewers' Views

by: D. H. McClelland

This evaluastion study is a statement of the views of the authors,
Although they sought throughout to obtain information and opinions from
most of the people in AID/W most knowledgeable on the subject, the report
explicitly dces not seel the least common denominator neccssary for an
apreed document.

The final drai't (as well as earlier versions) was circulatced to the
Regional Burcaus and country specialists. This Appendiz endeavors to summa-
rize the general observations and criticisms received. The focus here is on
qualificaticns and disapreements, but the tenoer of moct comments was clearly
one of general aprcement with most of the {indings and conclusions of the
study.

The most frequent type of comment was concerncd with what the study
did nct do.

One important observation was that the question of' whether progranm
loans have veen used to influence policy or performence is less significant
than the question of how well the U. S. has been able to influence policy by
the ugse of all of its instruments.

2 still broader study aimed at the development effectivencss of U. 5.
policy influence would certainly have had edvantages, if practicable. The
study, howevzr, ccnsiders the broader revicw to be unmanapgeable and focuses
on whether and how influence has been exerted through program lending, not
on the merits of the policies enccuraged or the other instruments employed.

Anotber omission, which is perhaps inherent in the self-imposed
boundaries of the study. is the ilimited attention given to what is perhaps
the basic raticnale for program lending -- the need to transfer resources
in support of a development program. There is some consideraticn of this
point in ccnnection with import liberalization; e.g., in Pakistan, the pro-
pram loan included this as a major cbjective and simultancously provided at
least a part of the foreipn exchange nceessary to achieve the objective.

It is true. however, that resource transfer questions are not dealt with as
an integral part of the study.

Yhere were also comments in some cases about the very limited treat-
ment given to Supporting Assistance. This is largely relevant in Scuth-east
and East Asia, wherc only Korea has had progran loans, and where even in
Korea, SA has been the principel instrument for achieving influence. It may
be that the paper could have expanded the discussion cf SA in Korea, although




the study itself notes that "in effect; %Zéiprogram loan piggy backs on
the SA grant". But the possible Influence achieved by SA grants elsewhere
in the area is not considered as i¢ is beyond the scope of the study.

Another criticism was that insufficient emphasis was given to objective
between the two classes of country cases grouped by "formality of the con-
ditioning system." The study observes that Korea and the three Latin American
countries have had relatively formal systems, Tunisia and the threc HESA
countries relatively informal ones. In the first group of countries, however,
domestic stabilization conditions have been in the forefront i.th more general
developmental policies receiving less cmphasis. TFor the second group of
countries, inflation has been a less sevious problem and the objectives of
program loans have focussed more on other policy questicns. A case can be
made that stabilization objectives lend themselves more Tto (and perhaps even
require) specific, detailed conditions in the apreements, as in the general
pattern of IMF agreements. The study does mention that this difference may
explain a good part of the difference in "style" between the two groups, btut
gome critics felt that more analysis could have been made on this point.

One commentator observed that the study did not give sufficient atten-
tion to the "art" of establishing conditions and evaluating satisfactory
performance. It is argued that two conflicting biases are likely to be con-
sidered. On the one hand, the pcssibility of setting targets somewhat beyond
the range of expected achievement may be considered to make the policy makers
stretch or try harder than they otherwise would. On the other hand, there
may be an incentive for Missions to "play safe" and make the conditions less
rigorous than they could be in order to reduce the danger of being criticized
for not meeting the targets, particularly should the shortfalls be due to
conditions beyond the control of the government. No very definitive treatment
of these considerations is possible within the limits of this, or perhaps any,
study. Even so, they do qualify any findings about successes or shortfalls in
achieving targets.

In addition to these suggested qualifications of the study for what it
did not do, there were two major criticisms of the findings themselves.

One criticism was the inadequate weight given to the importance of "the
continuity in financial support reguired to achieve certain policy objectives."
It is argued that a combination of objectives such as priority to agriculture,
devaluation, import liberalization and market oriented investment decigions
cannot and should not be renegotiated annually, and that it is not necessary
that each loan "get" something. While the difference here is one of degree,
there does appear to be a real difference of opinion as to how explicitly and
repeatedly the potential leverage of program lending should be exploited.

The other specific disagreement was a more narrow one related to the
primacy of program loans in obtaining leverage. While agreeing that A.1.D.
leverage in the primery policy areas can be primarily attributed to Program




Loans, the criticism suggested that the statements on the usefulness of
PL 480 and Capital and Technical Assistance projects in influencing primary
policy areas appears to give tco little weight to them.

These suggestions of pogsible errors of omission and commission, al-
though important, do not appear to bulk large in terms of the whole study.
Although the final review process requested only ccmments and not concurrence,
the fact that the number of major criticisms was small suggests a fairly
general agreement, in broad ocutline if not in all details, with most of the
findings of the study. And it is important to note that there was no dissent
expressed on the central conclusions that A.I.D. has exerted considerable in-
fluence over policy and that the program lcan is A.I.D.'s primary instrument
of leverage ani persuasion.
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I, INTRODUCTION

A.I.D. has signed five program loan agreements with Brazil, the first in

FY 62 and the others in FY 6%, 66, 67 and 68, The FY 68 program loan
package includes, for the first time, several sector loans (which still
await signature). All of these lzens including the first were to be pro-
vided in tranches whose release was conditioned upon the implementation of
stabilization policies and the achievement of quantitative stability tar-
gets. With the FY 65 and later loans, quarterly pre-release reviews of pro-
gress were ingtituted and a group of agricultural and other sectoral devel-
opment volicies were added to the list of indicators. The gap in FY 63 and
FY 6L resulted from the oreakdown of negotiations with President Goulart's
administration over stabilization policy. Smaller, contingency loans were
authorized without conditions in those two years. TFull-scale negotiations
on DL non-project assistance did not resume until after the revolution in
March 1964 and the assumption of power by Castello-Branco.

A.I.D. experience in Brazil must be evaluated against the backdrop of an
extremely unstable political scene. HNegotiations have been conducted with
four different regimes witnin seven years and with a score of government
officials whose tenure for effecting agreements was quite uncertain.

Brazii, with a population cf %7 million, has received less U. S. loan aid,
or program loan aid, per capita than either Chile or Cclombia (the ratios
are 2: 6: 3), but twice as much as Pakistan and four times as much as India.
A more instructive statistic is the ratio of program loans to imports.
Brazilian imports ran at a level of about $1,400 million during the 1960's.
Thus A.I.D. program loans have covered a little less than 10% of the import
bill since 1965. This is the same order of magnitude as the Chilean and
Colombian program loan coverage, and, for thet matter, of the Indian and
Turkish coverage. It is less than in Pakistan (16%) and more than Tunisia

(5%) .
II. CHRONOLOGICAL SUMMARY OF BRAZILIAN EXPERIENCE

A. Summary of U, S. and other donor assistance

.

Before 1961 the U. S. program in Brazil consisted of a large technical
assistance operation, minor PL 480 Title III deliveries, and Ex-Im Bank
loans averaging $100 million per annum. A Title I food program was initiated
in FY 1661 which ran for four years, stopped, started (FY 66), and stopped
again, It does not appear to have played a major role in the negotiation
process.

The Development Loan program in Brazil was kicked-off with President
Kennedy's commitment to President Quadros in March 1961, The first loan
was the FY 62 program loan for $74.5 million, released in four successive
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steps. Two contingency loans provided some non-project dollar aid in

FY 63 and FY 6L, when negotiations over DI program loan conditions broke
down. In FY 65 the DL Program Loan operation moved into high gear and
ever since the Program Loan negotiations have been the focal point of
USAID strategy in PBrazil. FProject loans began in FY 63, when $37 million
was obligated. They have continued at o substantially higher rate ever
since, though still less than the program loan rate.

The FY €5 Program Loan totalled $150 million, FY 66 $150 million,
FY 67 $100 million (only $50 million oI which wag releabcd), and the FY 68
package $170 million (including $5C million FY 67 carry over and
$45 million in #ector loans). These program loan amounts compare with
annual averages since FY ©h of $75 million for project loans, $13 million
for technical assistunce ond 415 million for Export-Import credits. The
dominance of the program loan is obvious, but it is equally apparent that
project loans and technical opcrations continue to make substantial
contributions, and have donc so even in years when the program loan nego-
tiations ran intc difficulty. Indeed in the FY 65 CAP submitted in
November 1963, the expressed USATD strategy was to take advantage of the
large project loan ccmponenﬁ*to exzert influence on official Brazilian
policy, since a program loan did not appear to he negotiable at the time,

U. S. aid in recent years has exceceded the combined total of other
donor. aid, though not by much. In the three year period FY 65-FY 67
obligations of the international institutions ~-- IBRD, IDA, IFC, and IDB
(including SPTF) -- totalled $560 million, compared with AID DL obligations
of $650. Other bilatcral aid amcunted to $150 during the sgame period. No
consortium arrangement exists, though USATD has been pushing Brazil to per-
suade TBRD to expand its loose multidonor arrangememys in the transport
sector into a wider and more formal device, The Brazil-IMP relatlonshlp
has been stormy but productive. An IMF Stand -by Agreement in 1961 scured
after only $60 of $160 million had been used. lew Stand-bys were graqﬁﬁgyén
FY 65 and each yesr thereafter, but neither Brazil nor IMF have been/happy
witl eacn other since 1961 and only U. S. insistence on an IMF role in the
stabilization program joined to Brazil's desire for an acceptable credit
rating in the international community has kept them together on occasion.

B. FY 62: $100 million authorized, $74.5 million released.

President Kennedy had promised President Quadros in March 1961 $1C0
million of A.I.D. funds as part of a U. 8. package. Disbursement was
generally understocd to be conditioned oun the success of a stabilization
program which the Quadros Administration was putting together with IMF
support. Quadros' sudden resignation in August contributed to a fiscal
and credit crisis upon which the stabilization program foundered. Despite
an obvious lack of progress, but in an effort to give the new President
Goulart the benefit of the doubt in his announced intention to salvage the

*Mogt of those project loans were dlrected to particula egio h
particularly tge ﬂorth East li_ . _ P T regions, however,




stabilization platform, AID proceeded to obligate part of the $100
million. In four separate actions between October and May 1962,
$74.5 million was released ($30, $20, $15, $9.5).

The use of conditions accelerated in that period. The first $50
million was released with only general reference to U. S. expectations
that the essential elements of the IMF gtabilization plan would be re-
spected -- reduction of the federal cash budget deficit and restraint in
offircial credit to the private sector. The third release, however, was
conditioned upon GOR acceptance of a new IMF visit. The fourth was de-
layed four monthe while Goulart's finance officers and the IMF team pre-~
pared a nevw stabilization plan. The release -- a modest one of $9.5
million -- followed snnouncement of the new plan and an exchange of
letters petween Finance Minister Salles and the U. S. Secretary of the
Treasury conditioning further obligationg under the original Kennedy com-
mitment to the suceessful processing of the new austerity measures and
progress toward quantitative targets. The latter included explicit ceil-
ings on the cash budget deficit, Executive Office expenditures, cash
transfers to the railroad and other parastatal transport entities (the
"Autarquia"), and Bank of Brazil rediscounts and credit to the private
sector. Other parts of the program included tax reform and more flexible
and timely manipulation of commercial bank reserve requirements and foreign
exchange rates. The thrust of the 1962 gtabilization program was against

inflation, and its principal chapters -- on the federal budget deficit, the
Avtarquia deficits, official credit to the private sector, and exchange
reserves -- were 1o remain the centerpiece of USAID program loan negotiations

(together with the handling of the coffee fund, which was first emphesized
in the FY 63 negotiations) until the present.

The 1962 stabilization plan never got off the ground. For various
reasons Goulart refused to take the decisive and generally unpopular actions
called for under the plan., The nolitical situation was confused throughout
CY 1962, with the President struggling to establish an extreme leftist regime
and business and some military irterests trying to thwart him. Further dis-
bursements of the $100 million loan under the original DL program were
abandoned.

C. FY 63: $25.5 million (Contingency) authorized and released

In early 1963, Dantas, the new Finance Minister, visited Washington in
hopes of working out a new agreement. Negotiations were successful and, in
an exchange of letters between Dantas and Administrator Bell, a new A.T.D.
commitment was made. It was conditioned upon a series of self-help stabili-
zation measures comparable to the 1962 plan. One of the explicit targets
was that a new IMI' agreement should be reached by June 1963. The U, S.
package included the release of $84 million funds remaining from the 1961
commitment ($25.5 million of which were A.I.D.) and over $300 million of
new money to be spent over two tiscal years FY 63 and FY 6L.




In April, A.I.D. fulfilled an understunding ot the Bell-Dantas
agreement by obligating $29.% million. Shortly thereafter it becane
obvious that Goulart was not prepared to support Dantas' plan; in fac.
Dantas was replaced in June. The projected LMY visit never materialized,
and the agreement in effect was terminated. USAID was careful not to
close the door. £ continucd to assert to the GOB officials that large
program loan rescrves could be made available provided celf-help stabiliza-
tion conditions were taken ceriously. However, ot the political level U, S.-
Brazilian relations were suffering from increasingly outspoken criticism of
U. 8. international cb’ectives on the part of cone of Goulart'c team, and
the U. S. Govermment was increasingly disturted by the growing Communist
influence in Goulart's regime.

D. FY fb: #50 million (Continpency) authorized and released

While Goulart was in power, formal program loan negotiations were not
resumed. The FY 45 CAP submitted in licvember 19673 identitied the types of
self-help criteria againct which USAID measured Prazil's credit worthiness --
emphasizing the same points as the unsuccessful 1362 and 1563 stabilization

plens -- but the 40 was rot interested in meeting tnem.,

The revolution, and Castello-Branco's aceession in April 1964, com-
pletely changed the picture. Various zetiong, inecluding the appointment of
Roberto Campos zs economic minister suggested that the new adrinistration
intended to get tough with inflation.  As a support. for debt rescheduling
agreenents, an interim contingency loan of £40 million was epproved in
June 1964, and contacts prolifecrated in the process of working out a
new donor-recipient review mechanism upon which & larger snd ccentinuing
program louan seriee could be based,

The evaliation of the leverage ef'fects of program loan experience in
Brazil through FY £4 shows that U. S. attempts to use genercus balance of
payments support to influence stabiiilzation policy during the Suadros and
Goulart Administrations failed. But it ig also true that U, S. refusal to
proceed with loan disbursements contributed fto Goulart's increasingly inde-
fensible fiscal, monetary and foreign exchange position, and that the evident
U. S. preparedness to resume a loan program once stebility conditions were
met probably led Goulart's critics to believe that revolution, it followed by
vigorous corrective measures, would be financed.

E. FY 65: %150 million authorized and released

In December 1964 the first of the "modern” program loan agreements was
reached. It called for the immediate releasc of $52.5 million (conditionad,
in retrospect, upon an impressive number of institutional reforms and policy
changes adopted in late CY 196k, including the halving of foulart's projected




budget deficit, creation of a Central BRank, develozment of major tax
reform legislation, railroad rate increases, and a much tougher position
vig-a-vis the coffeec growers) and thice subscquent releases that were to
follow quarterly revicws of progress toward cxplicit quantitative indi-
cators and qualitative measurcs of reform., The guantitative indicaters
were acccpted by both sides as the fundamental test of progress. As in
earlier years thesc indicators placed ceilings on the cash budget deficit,
transfers to the Autarquias, and off.cial credit to the private sector,
They alsgo allowed for no deterioration in public holdings of forecign
reserves. The gualitative indicators involved other fiscal, monetary and
balance of payments corrective devices, as well as special treatment of
the sensitive wage and coffee suprert issues. In addition to these
stabilization conditions, a few qualitative indicators of progress in
development planning and agricultural production were thrown into the
agreement.

The cuantitative and qualitative targets were described in detail only
in the GOB's letter to the Chairmsn of CIAP., The Loan Agreement and initial
implementation letter referred in summary fashion to those targets, emphasiz-
ing the gquantitative tests and the few qualitative measures in which the
U. S. was psrticularly interested. They also described the review process and
anticipated timing of tranche releases. Occasionally an agreement too sensi-
tive to be publicized in the CIAP letter -- for erample on coffee pricing
policy -- would be handled in side-agreements and formally mentioned only in
the implementation letters.

The review ond rcleasce of the FY 65 loan tranches proceeded smoothly.
A slight delay in the release of the second and third tranches can be attri-
buted to the problems that the GOB statisticians and economists initially
experienced in preparing the requisite data. The fourth tranche was released
in December 1b, 1965, two and one-half menths after the end of the quarter
being reviewed and only one and one-half months after the implementation
letter predicted it would be released 11 months earlier. All of the guanti-
tative targets were met as stipulated in the original CIAP letter. A most
welcome sign was the strong recovery of foreipgn reserves. The significance
of the credit ceilings was thrown into doubt hecause the money supply and
the price level increased well beyond the levels which were thought to be
implicit in the USAID credit tests. (The FY 66 loan agreement on monetary
policy was written with a more specific indicator). Because of a shortfall
in colffee earnings, the coffee fund cnded in deficit rather than surplus.
Slippage occurred in other gqualitative measures, but in general the GOB's
program and the leverage exercise were considered a success.

r. FY 66: $150 million authorized and released

The FY 66 program loan was signed in February 1966. The format was
the same as the Y 65 loan -- tranche releases were conditioned upon progress,
reviewed quarterly, toward quantitative and qualitative targets described in

ASSIFED




the GOB's annual submission to CIAP. 1In three respects the latter changed
slightly. First it refined the monetary indicator for offieial net domestic
assets, a final line item appearing in a new "monetary budget" designed
jointly by GOB and IMF and the major negotiating document for IMF Stand-bys.
Second, a strong coffee price policy (covering the prices paid by the GOB
Coffee Authority to exporters and producers out of export earnings) was
covered in a side agreement. Third, there was an enormous expansion of
conditinns concerning sectoral development policies. These were admittedly
weaker, gualitative, conditions, but they announced a series of reforms and
improvements in education, agriculture, and housing which presumably the

U. 5. was prepared to follow closely in determining whether to proceed with
tranche releases.

The FY 66 loan was in trouble even before it started. A sudden surge
of liquidity in the last quarter of CY 190%, which was not picked up in the
statistics until after the monetary targets for December 31, 1965 had been
established, made it virtually impossible to meet those conditions. The
liquidity situation improved by March and again by June. but not vefore it
had spilled over into the import register and hzlped oceasion a disturbing
loss of reserves. By June, a serious credit and exchunge crisis was in the
making. The review of the {irst CY 1656 quarter, which was supposed to have
been over in time for a May release of the second trauche, was prolonged
till July 29 while USATD and AID/W officials hammered out with the Brazilian
officials a new monetary plan for the second half of CY 1956, A letter from
the then Finance Minister RBulhoes stated the new targets, which were adopted
as the nzw conditions for tranche releases. The gecond tranche was delivered
in August, three months behind schedule, followed shortly by the third.

The economic results of the adjustment were satisfying, since reserves re-
covered and the new monetary targets werc easily met.

The fourth and final tranche of FY 66 was also delayed. The problen
now came from the fiscal indicators, which previously had been performing
splendidly. Transfers to the Autarquia and the cash budget deficit bhoth
exceeded their ceilings. These excesses were excused on the basis that the
overall federal account was in surplus -- a new experience in recent history =--
and that the transfers and budget deficits, while excessive, were substantially
below 1965. The fourth tranche was released in February 1967, three months
late.

One of the principal subjects of discussion throughout CY 1966 was coffee
price policy. The mechanism [or quantifying coffee support price policy was
the surplus on the coffee account in the monetary budget. The initial imple-
mentation letter referred to an oral understanding that the nouminal coffee
price would be held constant, implying a fall ;nagpgifggl return. The
reference was shortly thereafter deleted. But/Branco was firm with the
coffee producers and exporters during the year and the fund made a contribu-
tion to deflationary policy by showing a healthy surplus. At the sane time
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the coffee eradication and diversification programs proceeded twice as fast
as expected. U.S. negotiators had taken a.prime interest in encouraging
Castello-Branco's ccffee poligy and have taken some credit for its success.

Towards the end of 1946, the Mission took & firm stand on import liber-
alization, and persuaded Campos to teke immediate and effective action. The
effective tariff rates were cut by 70% or more., While the Mission's concern
for edditionality was self evident, its position on liberalization reflected
a genuine U.S. interest in freeing the Brazilian import regime and providing
a stimulating enviromment for the Brazilian private sector.

The development targets in education, agriculture and housing were not
stressed in the guarterly reviews. The airgram dispatches covering the reviews
mention some misses, and only a few significant success stories. Frogress in
these areas ouviously did not trigger the tranche release mechanism, but it is
elear that failure would not have delayed it. It is relevant, however, that
the Brazil USAIDL Mission Director we interviewed feels that ths reorientation
of public policy toward price parity for farmers and the development of rural
incentive programg ic one of the most significant leverage effects A.1.D. can
claim in Brazil. These price and incentive programs were part of the FY 66
program loan agrecment, and one should probebly have to attribute part of the
leverage he spoke of to the program lean, not withstanding the influence specific
project lozns and technical assistance projects were having in the same direction.
This is instructive, since it shows that A.I.D. mey get important leverage
effects in arcas other than thoze highlighted by the quarterly review mechanisnm.

G. FY 67: $100 million authorized, $50 million released

The TY 67 negotiations were held with the Castello-Branco Administration,
although the job of & carrying cut the program after March 1967 would fall to
Costa e¢ Silva. The early negotiation was preferred to either a two step dis-
cussion or postponement because it emphasized continuity in basic policy and
because Costa e Silva, during a stopover in Weshington, had expressed his in-
tention to implement his predececsor's agreements. But the negotiated
conditions were soon outdated by the developing recession and fiscal crisis.
Moreover, some of the prinecipal stars in the Castello-Branco constellation
unexpectedly disappeared, including the President of the Central Bank, and
the new finance minister had a very different "style" of operation. Continuity
was thus not perserved, anl the problem of implementing the FY 67 loan mnounted.
In effect, it had to be aborted after the firet $25 million tranche was released.

The formet and review arrangements were almost identical with the FY €6 loan.
The first review, held in April to cover the October-December 1966 quarter, noted
with satisfaction the recovery of monetary indiszters and foreign reserves. It
noted also the conbinuing excezses in fiscal policy but again excused them on the
basis of their favorable relation with 19%5. By this tinme, however, Costa e Silva
was in power, and it had begun to appear as if either through indecision or intent
he was not prepared firmly to pursue the stabilization program. USAID held back
on the first tranche. When the tranche was finally released in July, four and
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one-helf months late, it was already clear that the agreement would have to be
substantially rewritten. In short, what had happened was thal Costz ¢ bilva
did not act to.correct the growing inbalance inherited in the budget and did,
deliberately, violate the credit prescription in the hopes of ending the
industrial recession around Sao Paulo. Liquidity built up and the foreign
balance, aggravated by speculative capital movements, begun to deteriorate.

A contributing element was the inflationary settlement Costa ¢ Silve presented
to the coffee interests in June, (although owing to the reduced crop, the year
end coffee account was coniractionary compared to the preceding year).

A review session begun in June to cover the Juruary-March quarter re-
ported that major indicators had been violated. USAID and GOB attempted to
develop a new program in July, tut it did not work. Actually it was only
premature. The new President and his young Finance Miaister (Delfim Neto)
began to tighten the serews in the lasi semester of CY 1967. Figcal perform-
ance improved substantially in the third quarter. They waited longer to
apply the brakes to eredit policy, but most observers by then were admitting
that decpite its initiel hecitancy and indulgence, the new Administration was
probably as serious sbout stabilization as ite predecessor.

Delfim Neto visited Washington in December 1967, and was told that any
further tranche releases depended upon resolving exchange rate prices and
the ettendant exchange cpeculation, as well es adoption of come additional
credit control to sop up the considerable expansion which had elready talken
place., Shortly after his return, devaluation was carried out and some con-
trols were inctituted, USAID was satiefied with the performance and proceeded
to release the second tranche of $25 million in early February 1962 and
started seriovs negotiations over the FY 62 program.

The FY €7 program loan reviewe do not discuss the qualitative conditions.
The violation of the quantitative indicators washed out any consideration of
performance in the other areas. Thus it is not clesr whether the sectoral
program descrited in the CIAP letter (which, incidently, were expanded to in-
clude health projects) proceeded at an acceptable rate. The impression one
gets from those officials who argue for sectoral loans is that the program
loan was tested and found to be a poor vehicle for sectoral reform, with the
exception perhaps of coffee policy. In general, too many conditions were
attached to the arnual program loan to pcrmit an effective concentration on
sectoral problems. Overall, however, progress in agriculture was quite good.

The previous discussion ignores several edministrative reforms which had
been referred to in almost all the program loans but had not been considered
critical to tranche release. They were ignored not because of any lack of
importance to overall ctabilization and development policy, but beceuse it
was impossible to compute & timetable of progress. Legislation was usually
required eni the reforme were understood to require many years. In four
areas -- tax reform, budget control, the administration of the Autarquia,
end import literalization -- the GOB had gradually accomplished & great deal.




Tre link betweer U.S. influence and these reforms is not hard to trace.
USAID!'s insistence on ineluding trhem in the annual negotiations and lists

of rconditions prodded the GOB to move {acster than it would huve otherwise.
Some of the problems that appeared in the quantitative indicators in 1967
were indireet results of these successes in the qualitative measures. In
rarticular the new tax system which wac imposed with USAID blessing in early
CY 1967, a system which redirecied some revenue to local povernment authorities,
had not proceewded asz expeditiously as expected. The local authorities needed
temporeary financial cupport from the federal government, which aggravated the
latter's own liscal woes and contributed to the excessive build-up in the
money supply. DCecond, the increasingly flezible import controls system made
it all tre more likely that excess domestic liquidity would spill over onto
imports. Frior to signing the 1967 Loan, the U.S. negotiators insisted on
come form of liberalization. The result waes a striking reduction of effective
tariffs i'rom 100% to 30%, and an increased exposure of the Balance of Payments
»o domectie market forces,

H. FY A8: 2125 million, plus $45 million in sector loans

Thz FY €72 package includes £75 million of new obligations and the $50
million carryover from FY 67. In an attempt to get greater leverage on
csectoral program, cectoral development tarpgets will be tied to the sector
loans and not to the program loans. Presumably a shortfall in sectoral
accomplisnments could lead to delays in disbursement of the sector loans.
Unler the old system, where sectoral conditions were attached to the program
1oan, such shortfalls did not influence the tranche release process, and
conversely, as the argument goes, the tranche release process did not provide
leverage on sectoral policies.

Thz draft negotiating instructions for the A.I.D. team were prepared in
Junuary 1968. Substantial agreement had been reached with the GOB by April,
out there was some problem in getting clearance from all of Costa e Silva's
principal officurs on the letter to "IAP. The new Agreement, and the re-
lease of the 350 million carry over, were made in late May. AIDAW officials
are confident that the Cocta e Silva Administration intends to pursue the
agreed statilization plan vigorously.

The most outstanding recent development has been the flexible exchange
rate system decreel in August 1968. The system is desipgned to discourage the
speculztion experienced in the past., A.I1.D. pressed for such a system be-
ginning in February, but without making its adoption an explicit condition
for assistance. Delfim Neto favored the idea but other GOB officials were
opposed. The serious reserve losses of June through August finally moved
the goverr.ment to adopt the ~hznge, and the new system has worked very well
so far.
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III THE PRINCIPAL ISSUES

A. Did A.I.D. try to exert leverage with the program loan?

Obviously A.I.D. tried in the negotiations to influerce poliecy. Quanti-
tative and qualitative targets were linked to sll loan agreements, starting
in FY 62, and it is inconceivable that the GOB would have acsigned the same
priorities or set the same level of accomplishments in a unilateral expression
of intent. This nominal linkaege in itcelf distinguishes Brazil from the NESA
countries, in which conditions were fewer and often undocimented. The more
important question is whether A.I.D. tried in the disbursement process to in-
fluence policy. The tranche review system alone serves as a reminder of U.E.
interests, even if tranches are released on schedule. In Brazil's case the
delays and withdrawals of tranches clearly irdicate that the U.E.not only
talked about performance but egtavliched a credivle penalty.

If the mair reason for U.S. tranche delayc was to avoid losing dollars
to third countries during & run of Brazilian recerves, it cannot qualify as
an attempt for leverage under the ground rulec of this study. The theory of
program loan leverage is that the bribe ig sufficient to get action in unre-
lated or oncc removed areas of policy. This is & hard issue to cort out in
Brazil, since the main tranche tests were stubility tests, and instatility
anywnhere in the domestic economy uczually affccted the foreign sector. A.1.D.'s
principal target was inflation, however, and A.I.D. was tough whenever the
concern for prices threatened to rise. A.I.D.'s interests were obviously broader
than Brazil's level of reserves, and thuz thic is a legitimate case of attempted
l=zverage.

B. Did Brazil perform?

One can identify four periods in which lack of progress toward or a short
fall from stated targets resulted in delays and cut-offs in program loan dig-
bursements: (1) after the failure of the March 1962 stabilization plan, A.I.D.
held back on release of the final $25.5 million of $100 million originally
committed in March 1961 for FY 62 obligations. It was finally obligated in
March 1963 from contingency funds; (2) the Bell-Dantas negotiations in the Spring
of 1963 produced agreement on stability conditions and the size of an IY 63
aid package, but tefore distursement ingtructions could be written the new
stabilization plan collapsed and the loan program was aborted. USAID left the
door open for further negotiationg, but the Goulart Administration felt thet
a continuation of the then chaotic conditions was more to its political interest}
(3) credit end foreign exchange crises developed in the Spring of 1966, and
USAID delayed release of the scccnd FY 66 tranche for three months until the
Minister of Finance agreed to various corrective action; (4) credit and ex-
change crises reappeared in the Spring of 1967, following heavy deficit spending
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by Castello-Branco in the closing months of his administration and an initiel
period of uncertainty and credit relaxation under the Costa e Silva regime.

The FY 67 $100 million loan was in effect aborted, though a second $25 million
tranche was released in February 1968 and a third $50 million tranche in May
under ground rules for FY 63.

On the other hand, the record shows notable achievements as well. The
GOB not only reduced the rate of inflation, but improved the administration
of budget and revenue policy, and intrcduced significant reforms into the
monetary and credit system. Moreover, there was commendable progress in import
and agriculture policy.

C. Did A.I.D. get leverapge?

A.I.D. did not get leverage during the Quadros and Goulart Administrations,
that is clear. But A.I.D. seemed to have had a considerable impact on Castello-
Branco's policies, and it appears thet A.I.D. is now beginning to have an im-
pact on the Costa e Silva government through the Minister of Finance, Delfim
Neto. There are simply too many najor institutional and policy changes over
the past four years in areas in which the U.S. has expressed a strong interest
since 1601 -~ in budget procedures, the tax system the economy of the Autarquias,
the morey and credit system, the use of the coffee fund for diversification
and deflation import controls, exchange rate policy, and agricultural price
policy -~ to suppeose that it would have happened anyway, or even that it would
hzave happened eventually. 1In other words A.I.D. not only accelerated changes,
A.I.D. helged initiate some of them, such as import liberalization.

D. Can the leverage be attributed specifically to the program loan?

The program loan did not replace a non-project A.I.D. .grant program, as it
did in other countries, so whether the pattern of A.I.D. leverage had already
bern developed and the program loan instrument merely continued is not an
issue. There is the possibility that the program loan partially replaced
3X%-IM Bank loans. The fiscal year figures suggest such a substitution. But
Bank authorities in any case did not try to execute leverage on fiscal and credit
policy. In‘-other words, the USG's credible leverages position in Brazil developed
with the program loan. This is not to say that the level of project loans was
not used in the bargaining process. Indeed the FY 64 CAP written in December
1962 states "It is believed that the level of U.S. aid can be_a most effective
instrument for inducing economic stabilization actions ... / but™7 ...
only project-type assistance is presently recommended," and the FY 68 loan ne-
gotiating instructions clearly indicate that the entire loan program will be
negotiated as a package. But we were told that the actual negotiating leverage
of project loans on general fiscal policy was nil, after the beginning of the
program loan pericd. The FY 64 CAP discussion represents the period when large
project loans to the North East were A.I.D.'s only negotiating instrument. In
fact, some project loans requiring large public budget allocotion (e.g. power
loans) made some of the restrictive fiscal policies more difficult to achieve.
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The local currency counterpart generated by program loans was also used
to advance the objectives of the A.I.D. program. Local currency funds were
being used to finance some of the government's budget deficit. In effect,
they substituted for funds that would have been created via a deficit finance
mechanism. By insisting on the sterilization of the local currency equivalent
of program loans, A.I.D. forced Campos and Neto to rely on other sources of
finance for the government budget -- sources related to the conditions specified
in assistance agreements,

IV  DETER4INANTS OF LEVERAGE

A, The Loan

1. Size of loan. The FY 62, abortive FY 63, and FY 67 loans all
were priced at $100 million. They all failed to achieve their objectives.
The FY 65 and FI 66 loans were priced at $150 million. Thesy both got through,
the first one handsomely, the next by a hair. The relationship between size
and leverage is tenuous.

2. Chenging aid level. When A.I.D. jumped from the FY 62, FY 63
level of $100 million to the FY 65 level of $150 million, the result was
aciion (and a new Fresident). When A.I.D. slipped from $150 in FY 66 to $100
million in FY 67, there was trouble (and another new President). So far the
implicit hypothesis is confirmed, though the relation may be spurious. It
appears, however, as if thz further slip to #75 gross new funds in FY 68, will
produce an improvement over FY 67 (though, in FY 68 net terms -~ $170 --, the
shift in direction of leverage effects is consistent with the hypothesis).

3. Dissipation through time. The loan level was constant at $150
million in FY 65 and FY 66. There was no significant difference in performance
results., There are no other tests of the dissipation hypothesis, except for
thz further deterioration in achievements between FY é6 and FY 67, which has
other good explanations.

B. Thz Conditioning System

1. Nuwnber of loan conditions. There is nothing to indicate that
overall performance correlates one way or another with the number of conditions.
The addition of a large aumber of gectoral developuent targets in 1966 and
1967 does not appear to explain the deterioration in progress from 1965 to 1966
and again from 1966 to 1967. On the other hand, according to one observer, it
may have encouraged the GOB to undertake a very important reform of agrarian
‘pricing policy. In e&ny one year only & few conditions were emphasized and both
USAID and the GOB knew that the other knew which they were. The other conditions




were not all "frosting", though some were added merely to satisfy U.S.
Congressional requirements. Since the number of "key" issues presented by
the U.S. negotiators did not fluctuate much, there is no information on which
Lo test the hypothesis.

2. Cpecificity of loan conditiong.* Specificity has two dimensions,
On the one hand it means the detail with which conditions spell-out institutional
and policy reforms. On the other it means the setting of fixed quantitative
tests of progress. It may be possible to infer from the Brazilian experience
that the post FY 64 loans were more successful than the earlier ones partly
because USAID provided hoth the motivation and some valuable technical assistance
to the Brazilian authorities in working with them to design the details of a
stabilization program. The monetary hudget, for example, is part of the fall-
out, from U.S. (and IMF) insistence on the development of a coherent, practical
assault on all contributing forces to inflation. It may also he possible to
say that USAID's insistence on including in the FY 66 apgreement detailed
measures for agricultural price and credit policy prodded the GOB into taking
the remarkable steps toward restoring parity to the rural sector which some
observers have noted.

With respect to quantitative tests, however, it ic hard to make any
judgments about the desirability of specificity. The sipnificant achievements
in Brazil have been in the qualitative dimensions: tax reform, agricultural
diversification, improved budget procedures, etc., But that is not surprising,
since the quantitative tests are not prezeriptions but ceilings on indicators
influenced by an agglomeration of policies, and resl success is measured not
Ly meeling the tests but by improving those policies. Indeed there is some
reason to believe that by holding Ifirm on the quantitative tests, as A.I.D.
did to the point of cutting off further tranche releages, it could happen that
a country would be penalized for problems beyond itz control and not given due
recognition for long-term self-help achievements which, though failing to
meel the iest in one year, may be sufficient in the nest. 1 do not think the
tests were puched thic far in Brazil. But the danger exists. Conversely,
without quantitative tests the GOB may not have made as good a show as it did.
The usc of quantitative testc is a delicate art -- they can encourage the
rceipient te make changes he otherwice would not have made, but if drawn too
tightly they may penalize where penalty is not advised,

2. Avea in which exerted. A.I.D.'s main conditions were rclated to
stabilization. Within this general category, however, there seemed to be
greater progress toward stabilizing the federal budget than either the monstary
budget or the balance of payments. Some cbservers point also to coffee policy
and wage policy as areas of substantial achievement.

B 62
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AR Rigor of loan condition enforcement. It is hard to show that the
host gc rernment's concern for fulfilling conditions correlates positively with
A.I.D.'s. There ic evidence that this may have happened in 1966. Unforturately,
in 1962 and 1967, the two years when A,I.D. appeared to have been the houghest
on further releases {roin loans which were already being disbursed, the situation
never recovered and later tranches had to be withheld.

The establichment of credibility for A.1.D. loan conditions was particularly
critical after the first few years of the Alliance when the effort to move large
loan funds set aside by Congress had left the impression that large and relatively
unconditioned loans were readily available in exchange for pledges of self-help.

A severe mec anicm of quarterly progrecs reviews prior to tranche releases was
designed to generate this credibility. This device ig now being relaxed, to
one oi* two reviews and tranchec per year, in the belief that creditility has
been ectablished.

C. Environuental Factore

1. Hationsl polities. There is an obvious palitical imprint on the
course of program loan negotiations and releages. HNothing seemed to go right
under the Goulart Administration. But after the Castello~Branco accession two
loans were released in relatively good order. Then when Costa e Silva took over
in 1967, there was & period of difficulty that led to the effective termination
of the FY £7 loan. This correlation with Fresidencies is over-simplified,
however, since Castello-Branco wuz getting into trouble with the loan con-
ditions when he left office, and Costa « Cilva ias getting out of trouble by the
end of CY 19€7. Moreover, part of Castello-Branco's muccess.is attriontable to
his tough wage policy in 1964-1965. It is doubtful whether Castello-Branco could
have continued to depress real urban wages throughout his presidency. He pre-
sented his successor with a politieal situation which inevitably demanded some
relaxation in econcmic coatrols. MNevertheless, the difference between both these
Presidencies and the Goula.t period is striking.

2. International politics., A.I.D.'s anxiecty over Goulari's dom:stic
policy stemmed from the leftward drift within his edministration as well as from
incidents such as the exproporiation cf ITT. Cubsequently, Castello-Branco's
honeymoon with the A.I.D. disburser, which lasted through the final tranche or
the FY66 loan, was longer than it would have been had he not exhibited such a
reasonable accommodstion to U.3. foregin policy.

3. Multilateralism. The Erazil-IMF relation was discontinuous, broken
during periods when foreign reserves were accumulating and an IMF standby was
unnecessary. There are also reports of friction between the two rides and relationg
may have been less harmonious than in other rountries we have reviewed. But the
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IMF and A.I.D. presences undoubtedly reinforced each other with good communication
between staffs and accomplishing more than a bilateral approach would have. The
U.S. opened doors for IMF in Brazil, and the large and seasoned jqint, Embasey-
A.7.D. analysis team had a betier comprechension of local matiers than the visiting
IMF teams. Generally, howecver, the U.3. preferred to keep the IMF out in front
in the negotiations in years when a standby was necessary,

Ta= IBRD is now azouiring a major influence on policy. Its special interests
in the transport cector advance the pursuit of stabilization since the transport
deficits are considered a contributory factor to Brazilian inflation. The IDB,
on the other hand, hag not advanced self-help.

V.  CONCLUSIONS

'he Brazilian program loan experience enhances the credibility of the
conditions-precedent sirategy -~ the U.S5. Government has shown itself wil'lng
to delay and even terminate disbursements. A.I.D. tolerated slippage from
spscified targets. The Loleration appears to have varied somewhat from one
GOB edministration to snother, It wag a function of the U.S. country team's
perception of the relative importance of the different targets for se uring U.S.
and GOB poliey goals. And it was also partly explained by the deliberate choice
to set some targets within the "incentive" range rather than the " probable®
range. In addition, the dzgree of Brazil's support of U.S5. foreign policy may
have influenced disbursement poliey in some years. But overall, the U.S. position
has been convineling,and the Brazilians know they cannot take U.S. non-project
aid for granted.

What 1s not clear ig whether the leverage has worked as well as expected.
The problems attiributable to declining coffee earnings and an ingrained expecta-
tion of inflation continue, ard the country clips back often into credit and
exzhange crises from which the Federal authorities are poorly equipped to extri-
cate themselves without upsetting the coffee growers, and Sav Paulo industrialists
and other entrenched domestic interests. When it has come to a showdown between
meeting program loan conditions and obliging those interests, the latter have
usually won. Still, inflation has been brought under better control, the
authorities have become more sophisticated in the application of stabilization
policy, and they have made msjor improvements in budget and revenue admiristration
and the money and crelit institutional apparatus. It is a well-grounded judgment,
therefore, that A.I.D. leverage has significantly influenced this process, by
forcing the Government both to take corrective actions sooner and with greater
efficizncy than would otherwise have heen the case, and to improve the statisticel
and institutional bases for decisions.

UNECLASSEF)
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Note by John H. Kaufmann, PFC/RC/LA

It was necessary for the study to use targets, goals or quid pro quo's
as a means of evalueting country performance and AID program leverage when making
a Washington desk evaluation study, but these conditions can and have been mis-
leading when evaluating AID program loan leverage in particular instances.

The establichment of meaningful conditions is truly a negotiating art;
but  so is the evaluaticn of satisfactory performance. On the one hand, these
conditions should be tough enough to achieve actions which would net otherwise have
been taken, tough enough to make the policy makers stretch or try harder than they
othervise would, and often they should be set somewhat beyond the reach of
anticipated achievement, but yet be within the realm of possibility so as not to
decrease the condition's credibility during negotiation or later review. 1In
addition to the artistry and wisdom required in establishing these conditions to
make the USAID/country negotiations more effective, the U.S. designers of these
conditions always had to recognize the difficulties of accounting for performance
under program lending to AID/Mashington and later investigating powers such as
the GAO, Moss Cormittee, etec. This, I fear, too often tended to influence the
USAID missions to either "play safe" by reducing the condition's toughness,
making the writien commitment more obsenre or less quantifiable. A margin of
leverage was thus lost by limiting the condition from en otherwise credible level
because of fear Lhat it would be viewed as & quantitative performance target which
had to be arithmetically mec in order to release the tranche, rather than a goal
toward which satisfactory performance could be judged.

These important consicerations are not adequately discussed.....the
discussion in the Brazii paper (p. 12) plays with the point as an afterthought.
Granted that this kind of analysis is difficult to make from afar, but this fact
ought to be recognized in the study as one of its inherent limitations, particu-
larly when *he achievement or non-achievement of specific targets is necessarily
given such detailed attention in the evaluation and when judgments are made such
as "U.S. leverage probably worked though certainly 'success' fell considerably
short of announced expectations" (p. 7).

UNGLASSIFED
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I. INTRODUCTION

Since 1963, A.I.D. has made five program loans to Chile involving
total gross obligations of $262 million. In addition, there were two
sector loans -- for FY 1967 in education and for FY 1968 in agriculture --
for a total of $33 million. Stated in per capita terms, this aid level was
several times higher than for any other country granted progran essistance
during the period. As a lending record, it reflects the vigorous U, S.
effort to support and influence the development policies of the Frei Govern-
ment ag that regime attempted to implement the objectives and prescriptions
of the Alliance for Progress.

Briefly, A.I.D.'s experience with program lending in Chile shows the
following pattern. The loans of 1953 and 196l to the Alessandri Government
initiated the practice of program assistance to Chile and served as a hold-
ing action in a pre-election period. In 1965 and 1965, substentially larger
loans and a considerable increase in the number and breadth of loan condi-
tions responded to Frei's initiation of a wide range of reforms. Meanwhile
a gradual increase in copper prices beginning in 196/ led the GOC to decline
program assistance for 1967; internal pressures had brought sxcessive wage
increases, accelerated inflation, and a deterioration of the balance of
payments position. The small program loan of 1968 was not expected to re-
verse this undesirable trend. Meanwhile, sector loans (in education and
agricultnre) were introduced in 1967 and 1968 in an effort to effect policy
changes that had not yielded to pressnre through program loan conditions,

Overall, the objective of program loans to Chile hag been to generate
a self-sustained growth process and to eliminate Chile's chronic balance of
payments crises. To this end, the required self-help measures have focused
on the control of inflation, realistic exchange rate adjustment, and reforms
of GOC taxation and expenditure policy. In addition, sectoral loans have
attempted to support structural reforms in agriculture and education. More-
over, through the continuing dialogue over self-help performance, A.I.D. has
congtantly encouraged the development of a regular, systematic, and critical
self-examination process within the structure of the GOC itself.

The manner of negotiating and administering program loans has con-
formed to a fairly standard pattern since 1963-1964, Negotiations produce
a set of specific commitments which are then expressed, outside of the loan
documents, in a-letter of intent to the CIAP and in standby agreements with
the IMF. As far as possible, the specified goals are accompanied by
quantitelive or temporal measures by which performance can be tested.
Finally, the loan funds are released in quarterly or semi-annual tranches
following a comprehensive A.I.D.-GOC review of performance up to that point,




1I.  CHRONOLOGICAL SUMMARY OF Crii..'N LXPERIENCE

A. Pre-1963 and Subsequent Non-Proj cam Aid

Prior to FY 1963, A.I.D. assistance to Chile was relatively insig-
nificant and congsisted mainly of project aid and technical assistance.
Together with PL 480 loans and grants, these kinds of aid averaged a little
over $20 million annually in the period just prior to the Alliance for
Progress. In addition, the %xport-Import Bank and the IBRD were occasion-
ally large lenders to Chile.

After FY 1962, project lending by A.I.D. declined sharply, disappear-
ing altogether in 1968. PL 480 authorizations continued at an $18 million
annual rate. Progrem lending, therefore, has dominated the bilateral nego-
tiations since 1962. Export-Import Bank loans have heen extended on a
substantial level in coordination with the program loens. Treasury Exchange
Agreements have also been employed to support the program assistance strategy.

A donor consultative group led by the IBRD was proposed as early as
1962, but the projected consortium was never formed. Nonetheless, the IBRD
and the IDB have provided substantial assistance tc Chile, even exceeding
U. S. aid in FY 1967 and 1968. In each program loan year, the GOC has
arranged an IMF Stand-by Agreement containing self-help conditions to which
A.I.D. has tied release of the program loan.

The first major U. S. loans to Chile occurred in FY 1962, A large
$100 million loan was extended for earthqueke relief aid. However, the
determined U. S. effort to get Chilean development underway began with the
Goodw’ n-Mogcoso mission to Santiago in March 1962. The discussions focussed
on sources of finance for Chile's ten-year development plan which had been
endorsed by the OAS Wisemen. The initial U. S. commitment was estimated at
up to $350 million over the firgt five years of the plan. An immediate
assistance package of $80 million was worked out with the first $40 million
designated as a two-gtage project loan to CORFO (the GOC development bank).
This loan was apparently the immediate predecessor of the later series of
program loans. Mission correspondence with AID/W later identifies it as
the first program loan since it was designed to support Chile's balance of
peyments on the dollar side and the GOC capital investment budget on the
egcudo side. A.I.D. expected to influence GOC exchange reform policy as a
result of this assistance; when the GOC did not carry out an expected
develuation in September 1962, no further discussion of the second $40 mil-
lion loan took place.

B. FY 1963: $35 Million

The unsatisfactory leverage derived from the loan to CORFO induced
A.I.D. to work directly with the Central Bank in negotlating the conditions
for the second Alliance for Progress development.loan. USG repreaentatives had
some misgivings about the seriousnezss of Chile's commitment to Punta del Este
goals and the approach of 1964 presidential elections suggested that little
headway could be mede on Chile's pressing problems until after the question
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CONFIDENTIAL

of governmental leadership had been resolved. Nonetheless, an aid
package was put together consisting of a $35 million program loan, $15
million in Export-Import Bank credit, and a $10 million Treasury Exchange
Agreement providing drawing rights,.pari passui, with the IMF,

The program loan was authorized in early January and negotiations
on the complete package were finished by the end of the month. TIn the
Negotiating Instructions, the central concern and basic strategy of this
and successive program loans found succinct expression.

The IBRD, the Wisemen, and we have agreed that a stabiliza-
tion program forms an essential element of Chile's development
effort. The USG has for the past szeveral months been encourag-
ing the GOC to reach agreement with the IMF on such a program
supported by IMF assistance. Without the exchange adjustwent,
increased public savings and monetary and fiscal restraint
which such an agreement implies, a deterioration in the Chilean
economic situation cen be anticipated, together with a lower
level of other external resources and inevitable requests for
emergency aid from the U. §.

Accordingly, the release of the first tranche of $17.5 million was condi-
tioned on Chile's entering into an IMF standby agreement. The program loan
agreement viewed fulfillment of the conditions for standby eligibility as
evidence of satisfactory performance on exchange reform and monetary policy.
The IMF standby was established in January and the first tranche was re-
leased.

Self-help conditionsg for releagse of the second and third tranches included

the following: (1) continued IMF standby eligibility -- as evidence of
continued progress towards needed exchange adjustment and monetary policy
reform; (2) tax and other fiscal reforms degigned to generate a budget

surplus on current operations sufficient for the non-inflationczy finance

of public gector investment; (3) establishment of en escudo counterpart

fund and agreement wilth A.I.D. on its use for appropriate development projects.

The second and third tranches were initially scheduled for release in
May and August 1963. Agreement on the use of counterpart funds was quickly
reached in March and A.I.D. secured priority for social overhead development
projects such as hospitals, housing, and schools. However, the evaluation
of other prescribed self-help performance encountered difficulties that de-
layed both releases some two months. The exchange rate was depreciated in
all markets, spot and future, but the 15% devaluation for the year was far
below that warranted by domestic price increases. However, the Mission accepted
this performance as satisfactory due to the earlier depreciation in 1962.
Similarly, the budget surplus targets were exceeded by some E° 30 million, but




since the surplus defined did not include the state enterprises and auto-
nomous agencies, the public saving generated outside the fiscal budget
actually fell in real terms. In view of these oversights in the required
self-help conditions, it was not surprising that prices rose some 45% and
little discernible progress was made towards the stabilization target.

C. FY 1964: $55 million

The political climate throughout 1964 was very unfavorable for
strict conditioning procedures. From the very beginning of negotiations,
the Migsion and the GOC argued that the fall elections constituted special
circumstances that would greatly affect the feasibility of self-help per-
formence. The Mission stressed that the premise of 196L aid strategy
was that

...1964 would be a difficult election year. Chile's economic
situation was far from satisfactory and proper corrective action
could not be taken by Chilean authorities in 1964. But the mani-
fold U. 8. interests in Chile wculd probably be best served by
continuing substantial development assistance, the purpose of
such assistance being the effort to hold development gains already
made and provide a better starting point for the new development
undertakinrgs by a new Chilean Administration.

Specifically, there was no solid assurance that the GOC could or would
achieve the needed budget surpluses or that the rate of inflation could
be held to less than thirty percent. Chile also faced an extensive debt
renegotiation problem during 1964 for which IMF assistance would have to
he negotiated.

The first GOC estimate of its CY 1964 agsistance needs, in
November, 1963, amounted to $85 million. The Mission quickly scaled this
down to a basic package consisting of a $40 million program loan and $16
million in Pl 480 assistance. Although ATD/W had settled on the amount of
program aid by mid-December, 1963, the signing or the 1964 package was de-
layed for four months while negotiations over self-help conditions con-
tinued. In part, the signing was put off in an effort to secure a more
credible GOC commitment to a schedule of current account surplus targets
that would reduce the likelihood of excessive inflation and offset un-
anticipated increases in public sector wages. A.I.D. was also insisting
on a role in approving the use of local currency generated by program assigtance
and by PL 480 aid.

The signing of the 1964 loan was also delayed by protracted debate of
a Chilean request for program aid beyond the agreed $40 million level. The
GOC wequest for supplementary assistance began with a request for $45 mil-
lion more but finally tock the form of a bid for an additional $10 million
in exchange for a doubling of property taxes and reform of tax incentive
legislation. The Chilean negotiators held out for some form of explicit




commitmert to this additionel aid within the $40 million loan agreement,
but AID/W preferred t - keep the igsue of supplementary assistance as a
geparate matter for fyture discuasion.

The $40 million progrem loan weg finally signed in April, 196L.
The required IMF standby had been gecured in February and, as in the
previous year, dicbursement of the program loan was tied +to continued
eligibility under %the IMF agreement. In addition, the ambiguitiee that
pPlagued enforcement of the budget surplug targets in 1963 were hopefully
remedied by tying disbursements to specific budget surplus goals for the
public sector and for the decentralized agencies, taken separately.
Digbursement was arranged in four tranches, with cumulative budget sur-
plus targets for each quarter. The loan agreement also conditioned dis-
burgsement on the presentation, in each quarter, of satisfactory plans for
the use of the equivelent escudo counterpart of the cumulative sum to be
releaged. All tranches were released, usually several months after the
date projected in the loan agreement. The price level rose 38} during 1964,
congiderably above the target rate of increase for the year, and the GOC
gelf-help performance did not outstrip A.I.D.'s modest hopes.

The amount of supplementary program assistance for 1964 wasg finally
settled in May. Although the Mission and the GOC had developed an under-
standing in the initial negotiations that additional belp would be related
to self-help measures beyond those sgpecified in the loan agreement --
namely, the tax reforms described above --, A.I.D./w wag unmoved by
determined GOC action to effect the tax reforms. It urged, in agreement
with the OAS Wisemen, that the GOC was not sufficiently committed to achieve
the targeted budget surpluses and that aid in excess of $40 million should
require other self-help measures (i.e. other than the tax reforms) related
to the budget surplus targets.

Decigion on the matter had apparently been deferred indefinitely when
the igsue of additional aid was quickly settled by an unforseen exchange
crigigs. In April, the IMF warned that the GOC might not be eligible for a
drawing in May due to a rapid deterioration of its net foreign exchange posi-
tion. BSince IMF eligibility was a central condition for the entire program
of agsistance (and, incidentally, for Chile's critical debt renegotiations in
1964) and since a faster rate of A.I.D. disbursement could enable the IMF to
find no net use of foreign reserves -- the test of standby compliance --, the
$40 million program loan was amended in May to provide for a $15 million casgh
tranafer which neatly resolved the potential problem. Thisg decision to pro-
vide essentially unconditioned supplementary aid, despite the prior protracted
debate over satisfactory conditions for the same, was consistent with the
1964 loan strategy (outlined at the beginning of this section). The over-
riding U. 5. conern was to prevent an econcmic crisis that would strengthen
the election prospects of extremigt omndidates -~ in particular, the leader
of the extreme left, Salvador Allgnde. '
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With the election of the Frei Government in 1964, A.I.D.'s
expectations that the program loans could yield significant leverage
on self-help performance rose sharply. In an unprecedented pre-
negotiation session, Frei's entire cabinet came to Washington in late
1964 to discuss the development program for which they wanted A.I.D.
support. AIT/W persuaded the new GOC to emphasize short-term objectives --
in particular, monetary and fiscal policy -- rather than longer range goals
such as large scale public housing and measures to ef'fect a major redistri-
bution of income.

D. FY 1965 - $80 Million

As a result of the new government's interest in implementing a wide
range of policy reforms, the Mission increased the number and breadth of
conditions attached to the loan as well as the amount of the loan. The
Migsion explicitly stated that the

approach . . . _yhic§7 is established in the government's
Letter of Intent to CIAP. The quarterly reviews will cover
gpecific achievements and will also entail a broad review
of developments in all fields e.d sectors.

... present program loan proposes a broader over-all
/P

The Letter of Intent contained a minimum of fourteen measures which
the GOC indicated it intended to pursuve. Many of these were of a general
nature and included e.g. educational, banking and social security reforms;
review of present wage policies and establishment of new wage policies
during 1966; re-examination of the rate structure of decentralized agencies
with a view ftowards raising the level of savings; re-examination of the
entire GOC administrative structure for the purpose of reducing general
operating costs and reform of pricing and marketing policy.

Among the precise targets were the following:

(1) Achievement of a specific level of current account budget
surplus for the fiscal sector and the decentralized agencies.
The amount of surplus was established on a quarterly cumilative
basis;

(2) An annual increase in the money supply of 25 percent "geared
to achieve" the target of a price increase not greater than 25
percent during 1965;

(3) Retention of a flexible exchange policy as measured by the

usual quarterly international reserve test. The Mission stated
that this was a "key" condition.

URELASSIFreD




(4) Total 1965 public investment targeted to reach E° 2,038.8 mil-
lion financed f'rom internal and external sources. If public sector
savings or external financing falls below anticipated levels, the
GOC would reduce the public investment program by the amount of the
shortfall.

The program loan would be disbursed in four equal tranches. The
first tranche would be released in December 1964 as soon as conditiong
precedent were met. The next three tranches would be released as soon
after April 1, July 1, and October 1, as possible. This would depend on
formell presentation of quarterly progress by the GOC and completion of the
formal A.I.D. review.

In the September 1965 Country Assistauce Program book the Mission
stated that "While the U. S. has expressed some concern with the monetary,
fiscal and exchangce rate policy, the GOC has passed the basic quantitative
tests.... With regard to longer term measures, accomplishments have not
been outstanding. Yet, there are indications that some progress is being
made in reform measures."

Although prices increased by only 26 percent in 1965, monetary expan-
sion rose well in excess of targets, approximately 65 percent. This unex-
pected expansion resulted from an uncontrolled accumulation of overdrafts
that the budget plans had overlooked. The rate of exchange did depreciate by
1L.5 percent from December 1964 to December 1965 but as prices rose 26 percent
the escudo remained over-valued. The Mission voiced considerable dissatis-
faction with this GOC performance. Despite the shortfall in the exchange
rate, however, Chile's net international reserve position did improve.

The total public sector current account surplus was £°1194 million,
four percent below the target of E®1243 million. This resulted from a short-
fall in the public sector surplus which was partially offset by a larger
surplus in the decentralized agencies than had been anticipated.

Public sector investment totalled E®1,771.5 million compared to the
target level of E®2038.8 million. This shortfall exceeded the slight decline
in public sector savings and therefore was in “ine with obligations under the
CIAP letter. Nevertheless, the GOC did borrow heavily from the Central Bank
in order to finance its expenditures.

Adherence to the other conditions stipulated in the CIAP letter was
mixed, and in view of the fact that many conditions were stated broadly and
were not open to precise measurement, decisions on accomplishments were
open to individual value judgements. The Mission reported that "Performance
in 1965 was hindered by determined opposition from both the right and the
left but considerable progress was recorded."” All funds were released.

INCLASSIEIED




E. FY 1966 - $80 Million

This loan weas conditioned as ususl on adherence to the specific
measures listed in the CIAP Letter of Intent as well as conclusion by the
GOC of a Stand-by agreement with the IMF. The Mission stated that the
loan

will not require that all of the conditions be fully met . . . the
GOC will be required to explain any failure to meet specific tar-
gets to the satisfaction of A.I.D. and to show intention of taking
steps to correct significant problems. A.I.D. will then determine
whether or nol the overall situation, including intended corrective
measures, is such that the release should be made.

The CIAP letter contained a summary of almost every policy measure
which the GOC intended to pursue during 1966. The IMF Stand-by refined
some of the conditions so as to make them more readily measurable. Al-
though the loan was conditioned on a whole series of policy measures the
Mission emphasized that achievement of the public finance targets was
essential for stabilization and growth of the Chilean econonmy.

Among the conditions stipulated in the CIAP letter and the IMF
Stand-by were the following:

(1) Public sector savings targeted to reach Eol,536 million in
1966, with specific quarterly targets set for both the fiscal
gector and decentralized agencies;

(2) Net reserve position of the banking system targeted to
increase about $30 million but "the exact timing and amount
of surplus will depend upon many unpredictable factors."”

The Mission stated that it would reach a confidential
Zitalics addq§7 understanding with the GOC that it will allow
the exchange rate to depreciate in 1966 to the full extent of
any price increase during the year plus the percentage of in-
crease in overvaluation during 1965;

(3) Gross public sector investment targeted to reach a level
of E°2,625.8 million, a 26 percent increase over the 1965 level;

(4) The maximum level of figcal current account transfers to
state enterprises would be £ 240.6 million;

(5) The 1966 floor price for agriculture products,especially
for milk and wheat, would be announced "well before" the 1966
planting season in May;

SHISSED
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(6) GOC borrowing from the Central Bank would be limited to
EO70 million;

(7) Efforts would be directed to limiting the price rise in
1966 to 15 percent; and monetary expansion would be limited to

25 percent;

(8) Legislation would be introduced in January 1966 to limit
wage increasgses for certain groups to 100 percent of the cost-
of-living increase and 60 percent for other groups.

As in previous agreements funds would be releagsed in tranches on
the basis of a quarterly review of eccomplishments. The first review would
cover the last quarter of CY 1965, at which time about $29 million would be
re.eased. After performance reviews in the first, second and third quarters
of CY 1966, $17 million each would be released.

All funds were released although some of the many conditions specified
were in fact not met. The major shortfall was with respect .o wage policy
where the GOC lacked the power to effect its policy objectives.

The cost-of-living index rose 17 percent, as then estimated, almost
precisely on target but the money supply increased by 39 percent. The
foreign exchange rate depreciated more than the increase in prices as
targeted i.e. 23 percent compared to 17 percent. This approximately com-
pensated for the earlier 1965 shortfall. The public sector current surplus
exceeded the target set by about 27 percent. In contrast, public investment
in industry, agriculture, and mining sectors fell short of targets and in
fact investment in the latter two sectors failed to reach 1965 levels, as
measured by their share of total investment.

The net reserve position in 1966 improved upon the target set; this
was due in large part to the rise in copper prices during the year. Con-
ditions set as regards wages and agricultural prices were not met.

Although all funds were disbursed, there was some delay in tranche
releases. The second tranche was authorized on June 18 only after the
Migsion had reached agreement with the GOC on specific issues dealing with
the copper windrall and despite a further delay in the promised announcement
of agricultural support prices. The third tranche was withheld tecause of
delays on the part of the GOC in providing information for the second
quarterly review. This tranche was then combined with the last tranche after
the final September review.
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F. FY 1967 ~ No Program Loan; $10 Million Sector Loan

In December 1966, AID/W approved an assistance package which in-
cluded a program loan for $35 million and sector loans for agriculture
and education. During the month, President Frei announced that he would
forego program assistance for 1967 as well as an IMF Stand-by. There
were economic as well as political reasons for this decision. Copper
prices exceeded 50 cents per pound, a level in excess of what Chile con-
sidered the "normal" price. There was Congressional pressure in Chile to
increase government expenditures and raise wages above the government's
recommended level. Thus, at a time when coppsr prices assured increased
external resources, the GOJ attempted to disarm its opposition by materially
reducing its depsndence on foreign assistance, while making strennous
efforts to win Congressional acceptance of domestic fiscal discipline.
The Government did announce that if copper prices were to fall and the
need developsd for additional resources, it would request a program loan
from the United States.

Performance in 1967 showed some commendable suzcesses as well as
an array of failures. The Gross National Product increased by about four
percent and the cost-of-living index rose 22 percent. The exchange rate
did depreciate in line with the cost~of-living increase and monetary
expansion was ccnsiderably less than in past years. The proportion of
public sector investment in agriculture, industry, education and nining
rose somewhat. In contrast to these relatively favorable developments,
Chile's international payments posltion deteriorated in 1967 partly be-~
cause of a dip in copper prices, but mainly as a result of increased import
demand generated by excessive domestic credit expansion. The GOC borrowed
more from the Central Bank than A.I.D. earlier had recommended and prices
rose about 22 percent, well above the 12 percent target for the year. 1In
toto, then, Chile's performance in 1967 was mixed and would have violated
the usual program loan conditions to the same degree as in previous years.

The first sector loan -- $10 million to education -- was granted
out of FY 1967 funds. Sector loans were discussed within A.I.D. during
1966 as a way of obtaining additional leverage by nnburdening the program
loans of prescriptions for specific sectoral performance. The Mission
preferred this approach to the Korean techniane of specifying parts of the
program loan to be attributable to performance on one or asnother indicator.
The GOC decision to forego program assistance in 1967 provided an oppor-
tunity to work out the $10 million package fcr the educational sector which
was signed in September 1967.
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G. FY 1968 - 815 Million Program Loan; $23 Million Sector Loan

TR

Coppar prices were falling in the spring of 1967 an»d, in May, program
loan negotiations began. There was frank recognition that CY 1967 assistance
would serve as emergency ald to support the stabilization program. Major
leverage for CY 1968 would develop from a later and larger aid package.
Degpite the urgency of the request for help, a series of issues delayed
the signing until Octcober, 19%7. For domestic political reasons, the
GOC decided not to geek sn IMF Standby. A.I.D. acceded to this exception
from the normal pattern with the understanaing that an IMF Standby would
be arranged in 1968, (The Standby was signed in March 1968.) Further
d2lay ocenrred in July 1967, over discussion of the need to include PL 480
asc.stance in the aid package.

A.1.D. argned that the loan was designed for a rapid anti~inflationary
effect. Since there waz a strong demand for the goods to be financed, it
was hoped that purchasers wonld make downpayments that wonld withdraw pur-
chaging power from circulation before the goods would arrive and before new
expenditures would swell the GOC budget. In line with its special character,
the 1968 loan was not conditioned in the usual senge. Instead, the agree-
meni recorded seven GOC comnitmants addressed to 1967 activities -- although
nine months of the year had already passed. In short, the FY 1968 loan
was not conditioned on future performance, but, like program assistance to
the NESA countries, was extended, in the formal sense at least, in response
to satisfactory past performance. A less sanguine view of GOC performance
in 1967-68 would conclude that the 168 loan was supporting assistance under
the guise of & program loan.

An agricultural sector loan for $23 million was also signed in
October, 1967. This loan was originally offered in December, 1966, with
the announced purpose of inducing lower prices for key agricultural inputs --
i.e., fertilizer, pesticides, and zachinery. In mid-1967, Frei's ambitious
agrarian reform bill was passed and a broad attack on the major sectoral
problems (in particular, the fragmentation of governmental jurisdiction,
traditional GOC policy to hold urban food prices low, exceessive conzentra-
tion of land holdings, and monopolies in supply, marketing and credit facilities)
could be undertaken. A.I.D.'s sectoral assistance was intended to support
GOC efforts by tying tranche releases to pollcy decisions to raise crop
support prices.

This particular messure of self-help proved difficult to execute.
The GOC was sensitive to the political repercussions of higher urban food
prices and the announcement of higher crop floor prices was poatponed. In
April 1968, A.I.D. threatened to dsobligate the loan if a satisfactory price
policy was inot announced in the near fnture. By the end of FY 1968, 1ittle

progress had been made and A.I.D.'s internal discussions suggested that
agricultural sector aid would not be expanded until a major review of
strategy had been carried out.
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H. FY 1969: $20 Million Program Loan; $10.3 Million Sector Loan

The difficulties affecting program loan negotiations in 1968 we
broadly similar to those that dominated the 1964 discussions. The pren .
of negotiating strategy, in fact, could have been expressed in much the
game terms:

...a difficult election year...economic situation far from satis-
factory...pnrpe32 2f ussiistance to hold development gains already
made. ..

--3¢€e page 4 above.

Tae difficulties in 1968 were numeroua. The GOC had lost ground
on its stabilization program in 1967 and the rate of inflation was once
again increasing. With the approach of the 1969 Congressional and the
1970 Presidential elections, policy choices wonld be increasingly dominated
by inter- and intra-party jockeying for political support. The putlic
sector wage readjustment bill, a test of the GOC capacity to get
Congresslonal cooperation on gtabilization policy, passed in May, 1968,
in a form that increased the government deficit and added to inflationary
pregsures. A natural disaster further compounded these difficulties. A
serious dronght began to cause major production losses and extensive un-
employment in agriculture, as well as a significant slowdown in industries
dependent on hydroelectric power. Simultaneonsly the GOC began to experience
falling tax revennes and a demand for additional expenditures to create
employment, and aid recovery.

In short, the prospects were dim in mid-1968 for any advance on the
long~-term goals of price stabllization followed by self-sustained growth
und a phasing out of program aid. The IMF Standby promised earlier was
arranged in March, 1968 end a $45 million package for CY 1968 was proposed
within A.I.D. The first $20 million wouid come from FY 1963 funds and
the other $25 million was to come from FY 1969 appropriations. The parpose
of the aasistance was

to help meet the critical foreign exchange requirements of an
ambitions development program and to assist in financing the
public sector investiment program in a manner that does not
aggravate inflationary pressures.

In short, the proposal was for a holding operation. AID/W candidly noted
that the objectives of self-sustained growth and a phaseont of aid within
a few years were no longer sustained by the rationale of the assistance
program,
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In September, 1968, a $20 million program loan was signed, arranged
for disbursement in two tranches. The conditioning was again miaimal. The
Mission stressed the importance of gupporting the Frei administration and
argued for releage of the final tranche in December, during the final
Congressional preparation of the 1969 budget and public sector wage re-
adjustment measure. Preliminary plang for the CY 1969 assistance program
also stress the need to support the government's efforts to prevent economic
distresc during the election period. Estimates of Chile's 1969 needs. suggest
an additional $20 million from the FY 1969 A.I.D. budget and possibly another
$20 million from FY 1970 funds later in the year. An agricultural sector
loan may also be extended.

Together with the program loan, a $16.3 million educational sector
loan was also signed in September, 1968. This was the second educational
sector loan and contimued the emphadis of the first measure in supporting
the Education Reform Program begun in 1967.

ITI. THE PRINCIPAL ISSUES

A. Did A.I.D. Try to Exert Leverage Through the Program Loansg?

The historical record shows a consistent effort by A.I.D. to in-
fluence GOC policy in many respects. In most cases, the self-help condi-
tions tied to tranche releaszs defined difficult performance targets and
the seriousness with which A.I.D. regarded these conditions was often
reflected in delays of tranche releases until the GOC provided satisfactory
evidence of performance. (A fuller discussion of the enforcement issue is
developed below in Section IV. B. 4.)

The degree of influence sough® by A.I.D. is another guestion.
Advocates of the "tough" approach would probably disapprove of the reticence
with whlch difficult issues of self-help have been handled. Iu 1963 and
1964 and, later, in 1967 and 1968 the limited political power of the GOC
administrations to effect reforms has led to an essentially "holding operation"
rationale for program aid. In 1965 and 1966 when the loans bristled with
self-help conditions, the apparent "tonughness" largely reflected the new
Frei regime's toughness with itself in its effort to launch a wvide-ranging
program of reform. Overall, the reasons advanced to justify the program
loans show that A.I.D. has continually tried to move the GOC to adopt policy
reforms. However, the Missici has always believed that, despit: adverse
prospects for a particnlar year, 4.I.D. shculd continue to ex’end assistance
and maintain a position of potential influence that will translate into
leverage when circumstances change and the GOC again adopts a reform program

 UNCLASSIED
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B. Did the GOC Meet the Specified Performance Standards?

A.I.D.'s judgement has consistently been that Chile deserves at
least an overall passing grade on the set of performance tests attached to
the program loans. All tranches were released; no funds were deobligated.
On the other hand, the overall performance was of passing, not excelling,
qnality. The release of many tranches followed delays of several months
until satisfactory proof of performance was available and, in one instance,
A.I.D. threatened to deobligate funds if agreed-upon policy measures were
not carried out (see Section II. G. above). In nearly all cases, the
shortfalls from performance targets have ultimately proved acceptable to
A.I.D. inasmuch as the Chilean Government has convineingly argued that
special circumstances restricted its capacity to meet the performancs
goals.

The record for specific areas of GOC performance shows uneven re-
sults. Government budgeting procedures have markedly improved and net
borrowing from the central bank to finance expenditures is now generally
avoided. Public investment, particulerly in agriculture and also in
education, has risen relative to total public expenditure. The foreign
exchange rate is regularly devalued with increases in the domestic price
level. And minimum prices for wheat have been substantially raised.

Nevertheless, the performance efforts have only briefly succeeded
in slowing Chile's endemic inflation. The increase in the price level
slowed substantially through the end of 1966, then began to incpease more
rapidly once again. VWhatever the explanation, the time when Chile can do
without program assistance remains a future date quite beyond the range
of plausible forecasts. The Frei regime has been unasble to effect many
needed reforms in the agricultural sector and it must continue a running
battle with the Congress to restrain the upward adjustment of public sector
wages. No really effective remedy for inflation has been pursued for more
than a few years, and uncertainty regarding the outcome of approaching
national elections creates doubt that policy reforms now adopted are likely
to be carried forward by the new government.

C. Can Satisfactory GOC Performance be Attributed to A.I.D. Efforts
and, in Particular, to the Program and/or Sector Loang?

There can be little doubt that A.I.D.'s program and sector assistance
were productive of much of the satisfactory GOC performance described above.
Obviously, the election of the Frei Government provided far more vigorous
local support for a wide range of difficult policy reforms. Nevertheless,
A.I.D. and the GOC frequently found themselves at odds over the selection
and pace of reforms to be adopted.. In some instances (by definition difficult
to identify), A.I.D. adopted loamléonditions.that,embodied measures which the




Chilean Government had independently decided upon. The record suggests,
however, that a great part of the satisfactory GOC performance came about
only through the consistent and firm A.I.D. position that certain policy
measures were essential conditions for continued program assistance. In
particular, A.I.D.'s insistence broke Lhe lengthy GOC debate over advance
announcement of agricultural price policies. The IMF snd CIAP participated
in the effort to induce GOC policy reform but their roles were clearly
subordinate to and largely defined by A.I.D.'s concept of the job to be
done (see Section IV. C. 3 below).

IV DETEZERMINANTS OF LEVERAGE
A. The Loan
1. Size of Loan

The level of program lending in Chile has varied considerably
during the seven FY's under study here. In absolute terms (and for program
and - gsector loans taken toghether), the loan size in 1965 and 1966 was nearly
elght times that of the low year, 1967,and twenty-five to fifty percent
larger than lending in the other four years. A.I.D. clearly experiencad
its peak inflnence in the high loan Yyears; moreover, GOC policy that
strayed farthest from A.I.D norms occurred in the lowest loan year. But
the experience illustrates what one might expect -- that negligible lending
produces negligible influence -~ while failing to demonstrate the contrary
proposivion -- that high lending levels produce extensive influence. The
highest loan levels, in 1965 and 9166, coincided with the first two years
of the Frel Government. The significant degree of influence A.I.D. enjoyed
in that period must be attributed to the read:ness of the new government
to undertake sweeping reforms rather than to the lending level itself,
unless a similar degree of inflnence is once again achieved if the lending
level of FY 1969 approaches that of the earlier years.

2. Changes in Size of ILoan

Five marked changes in lending levels have occurred since
F? 1963. Loan gize increased by over fifty percent in 1964, and by more
than forty percent in 1965; it dropped precipitately in 1967, then more
than doubled in 1968 and, if the Mission proposals are carried out, will
nearly double again in 1969, 1In general, the increases represent A.I.D.
efforts to gain leverage; the single decrease in loan size resulted from
a GOC decision to decline program aid for that year.
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The first large increase in loan size, in 1964, did not yield
increased leverage. The following increase, in 1965, initiated the Freil
era and was associated with a marked expansion of A.I.D. influence on GOC
policy. Although the aid level was unchanged in 1966, the level of influence
was equal to or greater than that of the previous year. In 1968 and 1969,
a rising aid level yielded growing inflnence on GOC policies. Overall,
experience to date indicates that increases in aid levels may (but do not
necessarily) produce increased leverage; Chilean experience does not shed
light on the effects of deliberately decreased loan levels.

3. Number of Succesalve Loans

Experience with Chile neither proves nor disproves the  hypothesis
that leverage tends to dissipate over time. No real opportunity to test
the view occenrred until the election of the Frei Government in late 1964.
A case can be made for the proposition that leverage Increased over the
following four years. During 1965 and 1966, leverage increased, judging
from e wide range of self-help measures that were included as loan con-
ditions and undertaken by tho :ew government., Chile's decision to do without
an aid package in 1967 was an attempt to escape the conditioning process --
a kind of backhanded admission that the GOC still associated program assistance
with an uncomfortable degree of A.I.D. leverage on Chilean policy. Finally,
with the renewal of program loans in 1968, A.I.D. continued its insistence
and Chile continued to accept the view that aid would be tied to self-help
policy commitments.

However, one can also argue that, while in 1965 and 1966, A.I.D.
enjoyed considerable leverage from program aid, the snbstantial loss of
ground on major development objectives in 1967 and 1968 is not adequately
explained merely by the fact of more adverse economic circumstances.

More importantly, it evidences the growing cost of leverage from continved
program aid. To sum up, neither of these lines of reasoning decisively
regolves the issue of whether or not a dissipation of leverage occurred
over time.

B. The Conditioning System

1. Area_in Which Conditions were Specified

A.I.D.'s experience with Chile provides some lessons in the
art of gaining leverage in diverse areas of policy when the host government
is staffed by semi-autonomous cablnet ministers. 71nitially, A.I.D. tried to
establish credible conditions for performance in varions sectors of ti.

economy as a part of the program loan agresment. Ixperience through 1966
showed, however, that the Minister of Finance who signed program loans
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did not have the authority to ensure that conditions dealing with policy
in non-monetary sectors of the economy would be carried out. While de-
lays in trenche releases could prod the Minister of Finance to carry out
comnitments relating to budget policy or exchange devalnation, the with-
holding of funds for shortfalls in other sectors would tend to produce
budget cuts across the board, thereby penalizing sectors othsr than the
offending one,

While continuing tu emphasize the need for reforms throughout
the economy, therefore, the USAID began to utilize sector loans to education
and agricnlture in 1967 and 1968 in an attempt to influence policy more
effectively in these sectors. Through this means, the Ministers of
Agriculture and Education would be obligated to implement the agreed policy
actions, and decisions to hold back tranche releases would have the
gpecific impact desired.

In summary; the introdnction of sector loans probably yielded
increased leverage for A.1.D., although the results in the agricultural
sector have been disappointing. Several more years of experience with
packages of program and scctor aid are needed before any well-grounded
conclusions can be drawn.

2. Specificity of Loan Conditions

The conditioning of loans to Chile was, for the most part,
expressed in guite specific terms. Budget surpluses were defined as mini-
mun escudo sums to be achieved by specific dates. Acceptable rates of
increase in the price level were set down as so many percentage points of
increase between particular dates. The only area of vagueness in the
agreements was the relationship of the exact targets to the concept of
acceptable performan:e that A.I.D. would amploy in deciding upon tranche
releases. The record seems to show, however, that, the exactly-stated
conditions were credible despite the implicit understanding that they
were not strictly binding targets. The GOC apparently refused to commit
itself to conditions that seemed genuinely unrealistic; hence, the Chilean
Government generally made an honest effort to achieve the specific condi-
tions of the loan agreements, and the USAID was generally ready to accept
the explanations for shortfalls that the GOC advanced.

3. Number of Conditions

The loan agreements with Chile carried & ralatively 1 rge number
of performance conditions. Soms A.I.D. officials who were involved report
that a significant mmber of the conditions were included at the insistence
of GOC negotiators who wanted to use the agreement to reinforce internal
governmental decisions. Other conditions were specified as part of an




A.I.D. effort to keap particular policy problems in view, even though there
was no serious hope of getting GOC action on all of the matters mentioned.
In general, the number of loan conditions that reguired GOC action of a
sort that might not have been forthcoming apart from the loan was not so
great as to dissipate the Chilean Government's capacity to carry ont the
needed reforms.

4. Freguency of Reviews and Tranche Releases

Quarterly reviews prior to tranche releases have worked fairly well
in Chile. The relative freaquency cf these sessions forced the GOC to press
steadily for the prescribed reforms and to develop the kinds of statistical
reporting needed in the reviews. One significan® modification that increased
the leverage from these sessions was that of scheduling separate meetings
with the cabinet Ministers apart from their subordinates to facilitate a
franker exchaange of criticisms ani suggestions.

5. Enforcement of Conditions

Despite the many precise conditions for disbursement set by each
loan, decisions to release the funds were ultimately based on A.I.D. judg-
ments as to whether psrformence was satisfactory in the light of prevailing
problems.

In September, 1965, the Mission recommendad that the third traanche
of the 1965 loen be released, althongh review of the entire period uas not
complete and not all conditions were net.

While the U.S. has expressed some concern with the monetary,
fiscal and exchange rate pclicy, the GOC has passed the basic
quantitative tests . . . with regard to longer term measures,
accomplishmeats have not beer outstanding. Yet there are indica-
tions that some progress is being made in reform measures.

In fact the money supply far exceeded the targets in 1965 and the rate of
exchange did not depreciate at a rate commensurate with the price :increases;
several other conditions were wust however.

The FY 1966 loan was released despite the shortfall in some guanti-
tative and gnalitative targets. The GOC's wage policy in 1966 did not ad-
here to the loan commitments. In February 1966, the Mission "defended"
the GOC's decision to increase wages atove target ceilings for, while such
increases

vitiate to a certain extent our development objectives, it may
be a small price tc pay for the maintenance of good morsle among
the military and good relaticnships between the administration
and the military which is amung the most important of onr over-
all objectives.

IMBLASSIFIED
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The GOC also did not announce agricultural floor prices for wheat
before May 1966 as agreed. The Mission recommended release of the tranche
on the grounds that the GOC, in response to Mission urging, agreed to
announce the same by the end of June. Floor prices for some agrienltural
commodities were announced in July, but not for wheat. Nevertheless, all
funds were released.

Some of the basic quaatitative targets were not met in each year
e.g. woney supply and sectoral public investment. Others were met and
still others were only partially met. Progress in some areas was snbstan-
tial e.g. tax revenue rose considerably, a meaningful agrarian reform pro-
gram was instituted and educational opportunities were expanded.

Given this mixed picture of GOC accomplishments and A.I.D. enforce-
ment of loan conditions, the role of enforcement within the conditioning
process was evidently quite limited. According to an A.I.D. working paper,
it was stated the A.I.D. would not require that all conditions be met but
rather that "the overall performance be consistent with the total objectives
of the program and therefore worthy of further drawings." As all funds
were released, it is cbvious that the A.I.D. posture was one of general
satisfaction. It was A.I.D.'s judgement that there was relative progrecs
in Chile compared to earlier periods of development and reforms were insti-
tuted in some sectors of the economy.

There is no evidence, however, to indicate that the Mission explicitly

established priority conditions or trade-offs between conditions. Monetary
and fiscal policy were major issues but there was only partial success in
meeting these conditions as stated in the loan agreements. The determina-
tion of satisfactory performance was an A.I.D. Judgment in which any trade-
offs wore implicitly made. Would performance have been better if A.1.D. had
strictly adhered to the loan conditions? Was the credibility of precise
conditions lesssned each time a tranche was released even though individual
conditions had not been met? Or were the actual achievements the best that
could be hoped for under the circumstances? Did A.I.D. in fact get the
best performance possible because of (and not despite) the flexibility

of its interpretation of adequate performance?

Answers to these questions may not be possible. First, there is
no precise way of knowing whether enforcement of the letter of loan con-
ditions would havs led to better achievements. Second, it is obvious
that Chile's domestic situation made it impossible for a GOC with the
best of intentions to control every variable that conld obstruct or
negate performance efforts. Third, as U.S. aid is only a small fraction
of Chile's total resources, some would argue that the U,S, could not have
exerted more leverage than it did.




Although all program loan funds were released, some of the tranche
disbursements were delayed. The second tranche release covering the first
quarter of 1966, was anthorized on June 18 (at least two months late)
pending U.S.~GOC agreement in May on several issues, among which were the
following: (1) the GOC would limit its expenditures of the copper wind-
fall to $15 million (E® 60-70 million); the additional E° 110-120 million
which the GOC had intended to add to its budgeted expenditure from high
copper earnings would be covered by other means; (2) agricultural support
prices would be announced by the end of June (the GOC had not adhered to
the May deadline previously agreed upon) and (3) a budget reform law
wonld be submitted to Congress by the end of June. As noted earlier, the
GOC only partially met the support price target. The third tranche review
was delayed as the GOC failed to provide all the necessary information to
the Mission in time to meet the initial release schednle. The fonrth
tranche review was combined with the third and all funds were released in
late 1966.

The third tranche of the FY 1965 loan was withheld until the GOC
agreed to undertake additional budgetary measures and readjust the pri-
oritieg of its development plan.; the tranche was released a couple of months
late although the GOC still had not met all &4f the targets. There is evi-
dence that other tranchies were delayed but cften this was due to GOC tardiness
in submitting the information required for the review; in other instances
AID/W raised gnestions about compliance and this, too delayed some tranche
releases,

In general, one can reagsonably argue that A.I.D. provided a credible
enforcem=nt of loan conditiong even though enforcement never required the
actual deobligation of funds. In a world of imperfect forecasting, ex post
judgment must always reassess the appropriateness as norms for satisfactory
performance of conditions set down in agreements made many months before.
Ultimately, fuliillment of the spirit of the original commitment mist serve
as the test of honest effort required for the release of loan funds. The
record of enforcement of loan conditions in Chile scores well according to
this view of the problem,

c. Environmental Factors

1. National Politics

Domestic politirul factors were the greatest single obstacle
to A.I.D. leverage throughout the loan period. In 1963-64 and again
beginning in 1959, the national election campaigns generated strong
opposition to government efforts to slow inflation by limiting public
sector weg~ adjustments and increases in other parts of the bundget.




Between campaigng, vested interests, operating through the
Congress, delay and/or seriously weaksned reform legislation sponsored by
the administration. Fecr instance, it required two years of Congressional
debate on agrarian reform before the necessary leglslation was approved in
mid-1967. And pressure from the military forced wage increases in excess
of GOC commitments. In general, the vigorous quality of Chilean political
combat and the ruling party's need to maintain alliances with other parties
in order to win Congressional consent to 1ts program greetly weakens the
ability ol any GOC administration to carry out a broad range of effective
reform measures within the short term of 3 or 4 years (between national
election campaigns) when it can bast function.

2. U.S.-Chilean Relations

While American interest in GOC policy towards the copper industry
and similar national concerns occasionally produced tense moments, the
period was generally marked by exceptionally smooth U.S.-Chilean relations.
The Frel Government in particular was viewed as an almost ideal partner
in advancing the goals of the Alliance for Progress. BEven the GOC decision
to forego &id in 1967 ~- with all its unhappy consequences ~- reinforced
the favorable Chilean image since A.I.D. foresaw difficulty in justifying
program assistance in a year of rising copper prices. The exceptionally
productive relationship with Chile over this period must largely be credited
to the competence and diplomatic skill of the Mission Directors and staff.

3. Multilateralism

Multilateral forces influenced A.I.D.'s leverage in several
ways. First of all, there has been a tradition in the Americas that countries
can enter into international treaties that simnltaneously further national
and Iinternational interests, a tradition embodied in the history of the
Organization of American States. The Alliance for Progress grew out of this
political cast of mind and succeeded in reconciling the requirements of
national sovereignity with exacting conditions of performance for the transfer
of resources on a concessional basis from the United States to the Latin
countries. The sweeping reform objectives of the Alliance and its under-
standing of performance conditions for aid were a genuinely mvltilateral
contribution to the U.S.-Chilean experience with program loans.

More specific multilateral influence on the program lcans came
from two quarters. The IMF laid down specific monetary and fiseal policy
conditions in granting annual standby facilities. Filfillment of IMF
standby condltions was a standard commitment in the program loan agreements
and the leverage obtained on GOC policy was largely attributeble to A.I.D.'s
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insistence on the IMF negotiations. Another source of multilateral influence
was the CIAP. The GOC program was subject to annual CIAP review and
eriticism and the Chilean Government formally expressed its policy commit-
ments in a subsequent letter to the CIAP secretariat. However, multilateral
influence was minimal in this instance. CIAP served largely as an accept-
able recipient of the Letter of Intent formalizing the conditionsg of program
assistance negotiated earlier with A.I.D.

In the early sixties, there was also some discussion of establish-
ing an international consortimm under the leadership of the World Bank to
serve as a consultative group of source of aid. However, Chilean interest
in the project faded guickly when program assistance on balance of payments
grounds was offered by the U.S.

v CONCLUSIONS

The prcgram loan experience with Chile suggests the [ollowing broad
conclugions:

1. The series of program loans since 1963 gave A.I.D. significant
leverage on GOC development policy. Many loan conditions were largely met
and some progress was made on the control of inflatiocn and on improved
government nonetary and fiscal policy. The periodiz review of performance
and the requirements of loan and standby negotiations induced the Chilean
Government to adopt its own regulur internal reviews of policy.

2. The sector loan is prob:bly a nseful way of dealing with per-
formence targets in sectors not directly under the authority of the Minister
of Finance. The separate treatment of these goals engages the officials
directly responsible for these areas of pslicy and limits the threat of
tranche delays or deobligations to the szctors where nonperformancs is
expected to occur.

3. The specification of loan conditions as exact quantities which
A I.D. regarda as guidelines for performance exposes the Mission to criticism
for arbitrariness when perfcrmance falls short of the targets. It is
critically important for the preservation of mntual trust that A.I.D. and
the host government have some prior understanding of what would constitute
-dn acceptable margin of error. The Chilean experience illnstrates this
kind of mutual understanding.
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4, Program loans provided strong support for the effort of the
Frei Government to undertake a broad range of difficult policy reforms.
The experience with Chile shows that a leverage relationship is viable
with a government of a reasonably democratic and coup-free country.

5. Finally, program assistance need not be emphatically multi-
lateral in order to yield effective leverage on policy. Multilateral
influence is helpful, but it is not essential when a government like the
GOC is responsive to suggestions in a bilateral arrangement.
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I. INTRODUCTION

A.I.D. has made seven program loans to Colombia, involving gross oblizations of
$373 million. Since FY 1963, Colombia has been an important proving ground for
program loan leverage, using many of the procedures and techniques later applied
elsevhere, particularly throughout Latin America. The case of Colombia must thus
be an important part of our evaluation study.

A.I.D.'s experience with program lending in Colombia is chronicled in the following
section. It begins with a rather haphazard balunce of Tayments loan in FY 1962

and proceeds to increasingly ambitious and sophisticsied attempts to use U.S. money
to influence Colombian policy. This trend toward mcre elaborate program loan
conditioning, in which the FY 1963, 1964, 1966, and 1967 loans all marked successive
steps, is punctuated by unexpected, sometimes violent, breakdowns in relations
between the GOC and the aid agencies (IMF, IERD, and A.I.D.). These hreakdowns
occurred in late 1964, late 1966, and early 1968. The last of these seems to have
produced a strong reaction to formal loan conditions on the part of the GOC and
President Lleras personally. It has in fact helped reverse the trend toward
specific, multiple conditioning; the FY 1968 program loan, signed recently, is

less formal in its policy conditioning than its precedessor.

Conclusions which emerge from the Colomblan experience on the basls of this study
are reported below, following the chronological account. It snould be noted in
advance, however, that Colombia's development problems in general and attempts to
achieve leverage from program loans in particular are heavily influenced by two
cardinal facts, one economic and one political:

1) Colombia's development is hampered by severe strnctural problems, particu-
larly by dependence on coffee for two-thirds of export receipts. These rigidities
are so constraining on development efforts and go slow to yleld to attempts to
modify them that they put a severe limit on the speed of possible progress in
Colombian development generally. (It is not clear, however, that Colombia's
develooment problems are inherently more intractible than those of the other
countries included in this study.)

2) Colombia possesses an unusual political system, which combines free
elections with complex regulations designed to maintain politicel stability. This
National Front system, a legacy from an earlier era of political turbulence, rctates
the presidency between the Front's constituent Liberal and Conservative parties.

It is a profoundly conservative arrangement, as evidenced by the rule (vhich has
been suspended in emergencies and modified Ly special legislation last year) that
legislation of major substance can be enacted only with a two-thirds Congressional
majority. The system provides a unique ccupling of two undesirable features from
the development point of view: biennial departures from natioral discipline in an
attempt to win the election and absence of a usable mandate for whichever candidate
does eventually win.




II. CHRONOLOGICAL ACCOUNT OF COLOMBIAN EXPERIENCE

A. Pre=1962

Prior to A.I.D.'s first program loan in FY 1962, U.S. assistance to Colombia was
limited. The first A.I.D.-lype project loan was made in FY 1961. Longer standing
forms of ald consisted of a smszll technical assistance program and scme PL-480
loans and grants. Combined, these types of assistance averaged about $11 miliion
annually in the last four years vefore inauguration of the Alliance for Progress.
In addition, the ExIm Bank was a large bul irregular lender. The IBRD entered
Colombia as a consistently important source of finsnce in FY 1959 and has continued
in this role, with a one-year break in 1965, ever since. In Y 1967 the IDB made
its first loan to Colombia; its gross obligations have hovered close to the $25
million mark each year since. Non-U.S. bilatersl a.d was, and continues to be,
negligible.

B. FY 1962: $30 million Contingency Fund loan

Program loan activity in Colombia began at the initiative of the GOC, well in
advance of an established rationale or procedure for such lending on the part of
A.I.D. (although after conditioning language had been appended to a Brazil program
loun). The following paragraph, from un early 1962-memo, suggests the mood and
methods of the times:

"On December 12, 1961, the Colombian Government requested through
our Embassy in Bogota $120 million in balance of payments assistance on
an urgent basis. There had bezn no advance warning that the GOC would
require large~scale balance of payments agsistance in 1962, in addition
to the $110 million in U.S. CGoverrment and IMF balance oi' payments funds
drawn in 1961. Our Embassy immediately began an investigation of the
Colombian balance of payments prospects for 1962. The newly appointed
Minister of Finance, Jorge Mejia Palacio, visited Washingtcn in early
Janvary 1962 to reinforce the request made in Bogota in December. An
inter-agency task force which had been studying the available data
concluded that it would be helpful to have a further investigation of
the actual data in Bogota. An A.I.D. technieian went to Bogota, and
vogether with Embassy officers and GOC officials, developed a revised
and sgreed estimate of the prospective Colombian balance of payments
figures."

The compelling rationale for the loan was a large anticipated payments deficit in
the first half of CY¥ 1962. Since overthrowing dictator Gustavo Rojas Pinilla in
1958, Colombie had been following an austerc monetary and fiscal regimen. During
1961, however, in preparation for the national elections scheduled for the following
March and May, the Government had been loosening up considerably. Import deposit
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requirements had been removed, public expenditures increased, the discount rate
lowered, and credit controle eased. The prospective payments deficit could thus
be attributed directly toweak policy. Should A.I.D. reward irresponsibility--
especially afler having made three other "emergency balance of payments loans" to
Latin Americer countries eariier in the year? In deciding to go ahesd with the
loan, A.I.D. cited offsetting GOC achievements (including preparation of a 10-year
plan) and resolved io press for policy improvement (with devaluation left beyond
the pale until after May).

From surprisge request to loan authorization took only iwe months (although two
more morths elapsed berore the lcsn was signed). The size of the loan was
drastically .duced by shortening the time frame and allowing for debt rollovers,
reserve drawdowns, and a return to import deposits. There was apparently some
discussion of (GOC policies, and one high-level memo reports that the GOC "is now
prepared to undertake all of the financisl and economic rerorms which we have made
pricr conditions for this lcan.” However, I could find no other references to
policy conditions. Neither the loen authorization nor the losn egreement mentions
any and there is no record of subsejueni review of GOC performance. All funds were
released after legalistic conditions precedent were declared met.

C. FY 1963: $60 million program Lloan

Following the signlng of the $30 willion CF loan in April 1962, a serles of events
which were highly favorable from the U.S. viewpolint took place:

1) The National Front won the national elections, which were carried
out in an orderly fashica. The newly elected President {(Valencia)
and his Finance Minister (Sanz) declared their commitment to
development and far-reaching fiscal reform.

2) The ten~year plan recelved an endorsement in principle from the
"Nine Wise Men" of the OAS and from the IBRD, which undertook
to organize a consultacive group for Colombia.

3) The rate cf monetary expansion was reduced.
4) TImport deposit requiremenls were increased.

On the strength of these encouraging signs, A.I.D. took up the question of financial
support bsyond the {irst half of 196Z. An early conclusion was that some form of
devaluation was needed. The IMF, whicl had reached the same conclusion, began
discussions with the Ministry of Finance to work out a package which would serve

as s prerequisite to an IMF Stand-ty. In October the Country Team said that the
UsS. would "urgently cons‘der" a $60 million loan, should Colombia "adcpt acceptable
fiscal, exchange, and mor.tary measures." Aftgégiome discussion, it was agreed that

“ i '!:[ 1 .e «" ‘:
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the acceptability judgment would be delegated to the IMF. On Hovember 7 the
Ministry of Finance introduced in Congress a wide range of legislative proposals
embodying the policy changes worked out with the IMF and IBRD. (A.I.D. appears
to have been kept informed and checred the participants on, but does not seem to
huve been directly involved in designing legal and policy changes.)

age included a de facto devaluation from 6.7 to 9 vesos/dollar for
most transactions, with exporters of ccffee, petroleun, and hides l°1t behind near
the ola rate. It also included incressed consumption and inherifan ¢ taxes. The
new revenuss o be generated was estimated at 1,020 million pezo annually. In
addition, bank resgerve reguirements were increased and the uge of the rediscount
privilege curtailed. &4.1.0. concluded thet "together with the monetary measures,
the GOC's present fiseal and exchange plan, it adopted, wouwld bring zbout a sound
financial backing for the GJC development pregram.” The loan paper submitted in
lNovember urged release of "a substantial povion of the loan ... as goon as
exchange reforms acceptable to 4.1.D. have been implemented,” adding that "such
measures are expected in the immediate {vture,® The rest of the $60 nillion was
to be made available later, based on satisfactory implementation of the remainder
of the package.

The policy pack

Following the successful TMF negotiations, a U.S. loan apreement was swiftly drawn
up. The agreement was signed on December 18, less than two weeke after A.L.D./W
authorized the loan. The IMF Stand-by, for £52.5 million, was signed in Jamary.

The new i1oan agreement introduced the tranche release procedure wo Colombia. There
were two $30 million tranches. h: first half or the loan was released on January
21, 1963 when initial conditions (legalisms plus satisfactory exchange reforms) were
declared met. Heleasc of the second half was not preschedwled, tut was to come
whenever Colombia showed evidence of "providing rescurces, in addition to those
obualned from the . . . exchange reforms, to achieve investment levels called for

by /1ts/ economi.c and social development plan.” The nature of the evidence required
vas iater defined, in an implementation lettsr, as consisting of four reports:

1) Documentary evidence of tax measures, accompanied by prejections
of the effects of these measures on revenues.

2) Evidence of appropriate menetary measures.

3) A projection (for 1963 and 1964) of revenues, expenditures and
the current e¢ccount surplus.

4) Data, actual and projected, on prices,exports and imports, investment
and saving.

During the first eight menths of 1963, while the first tranche was being drawn down,
the GOC tried to push its tax proposals through Congress. Reasistence was strong
and the Valencia administration did not show the vigor A.I.D. would have liked.

I
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Worse, the Minister of Labor was decreeing wage increases far in excess of earlier
projections and calling them a necessary adjustment to the recent devaluation. In
addition the Bank of the Republic (BOR) was intervening actively in the free
foreign exchange market to support the peso. U.S. Government displeasure was
conveyed in meetings durdng July and August to discuss a possible PL~-480 agreement
and release of the seccnd tranche of the program loan. The use of a Special
Economlc Powers Law to put through the tax package by executive [iat was put forward
as a prerequisite to release of the second $30 million.

During August, the Special Economic Powers Law was introduced in Congress, paased,
and implemented by a series of Presidential decrees. In requestlng the tranche
release early in (eptember, Finance Minister Sanz estimatec that the new measures
would yield revenues of 340 million pesos in 1963 end 506 million in 1964, An
analysls of the reports specified in Implementation Letter No. 1 showed that the
new messures no mcre than offset the effects of the unexpected expendlture increase
on the public finances. The GOC was undertaking additioral fiscal and monetary
measures, but the damage had already been done. The benefiis of the devalustion
had largely been dlssipated.

In eveluating the highly equivecal Colombian performance, the Embassy and L.I.D.
Mission chose Lo be tolerant and iook forward rather than backward: "Congldering

the delays in obtalning Congressional spproval which are inherenu in a democratic
countr:, and considering the very favorable prospects for the future on both the

tax poiicy and the tax administration fronts, the Embassy and the A.I.D., Mission

feel thet the delay should be disregarded and the second trauche of the loan

reieased on the basis that tax measures have now been taken to raise revenue both

for 1963 and on a full vear basis as envisaged in the Loan Agreement.” hpparently
AID/W took & ¢ ailar view and release of the second tranche was approved on October 8.

D. FY 1964: $15 million and $45 million program loans

Even before obtaining release of the second tranche of the FY 1963 program loamn,
the GOC put in a bid for z new loan. The reguest, for $100 million, wes made in
July. In reply, the U.S. a»id it would talk about continued progran aid at the
360 million level, plus up to $40 milliou in projects if the agreed self-help
measures were taken and tie U.S. Congress appropriated the money. As quid pro quo,
the GOC would be asked to negotiate sgreed balance of payments and public finance
estimates, formulate an export promotion policy, draw vp an import budget for 1964,
and agree on a tentative list of uses of counterpart.

As n2gotiations proceeded, it became evident that Congressional elections scheduled

for May 1964 limited the willingness of the Colombians to make the policy commite-

ments the U.S. was seeking. lor were the GOC negotiators willing to make promises

about what they would do sfter the elections. The U.S.d&d want to maintain import

flows and Colombian credit~worthiness during the first quarter of 1964. Accordingly,

a $15 milllon piece was broken out of the year's agreed total for separate negotiation.
PO KA




As it turned out, the $15 million lcan was marked by protracted delays in negotiation
and activation, A U.S. proposal was not firmed up until January 1964. It called
for three policy conditions precedent: (1) a quantitative current account govern-
ment surplus target (tentatively set at 200 million pesos in the first quarter

and 1,100 million for the year), (2) an export promotion policy, and (3) a 1964
import budget. After long discussions of thnese conditions, and of A.I.D.'s asserted
right to speciry the commodity list unilaterally, the lcan was signed on March 11.

In its final form, it retained the annual surplus of 1,700 million and the import
budget as expiicit policy conditions but dropped export promotion and, as orne would
expect by this time, the first-quarter surplus.

Although the loan vas signed in Merch 1964, the conditions precedent were not met
until late July end the first disbursement was not made until November. These long
lags were attributed by one cable to the fact that the loan was signed by a brard
new Firance Minister, Diegu Calle Bestrepo, vho had aiienated both his Cabinet
colleagues and a ccmmittee of Congress by signing the agreemert without their formal
approval,

Sometime earlier, in April 1964, separate discussions bad begun on the additional
$45 million earmarked for program assistance in FY 1964. Zarly 1964 saw rising
coffee prices and improved near-ierm economic prospects for Colombia. On the

other hand, the May Congressional eslectlons produced galns for ithe Left and weakened
the Government's resolve to follow sustere ecoromic policles. I'nder the circum-
stances, the Mission stuck to its prior aid proposal, but only if Colombia would
foreswear any significant further increase in shori-term foreign debi end any
expansion of the recently-form:lated importi budget for 1964. The situation called
for a sharpened definition of program loan pelicy conditions and the Mission
responded with a proposal for a much more detailed and structured system than had
been used before. It established all the basic characteristics which have marked
program loan activity in Colombia ever since.

The loan paper prapared to request A.”.D./W authorization to negotiate (which was
granted on May 14) specified eight performance commitments 1o be sought from the
GOC. Together, they comprised a much more comprehensive and specific attempt to
inrluence Colombian policy than had been essayed earlier. The eight zreas covered
vere:

1) Short-term foreign debt {limit expansion of private debt, reduce
public debt).

2) Import level (keep original 196/ budget).

3) FExport expansion (formulate program).

4) Agricultural planning.

5) Education.

6) Monatary policy.

7) Eudget policy (& 1,100 million peso target for the current account
surplus was stated to be & minimum negotiating objective).

8) Tax administration (severalﬁspeqific steps were uentioned).
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Despite some internal debate, the U.S. Government decided not to make exchange rate
adjustment a condition of the loan. The predictable unpopularity of' devaluation

within Colombia, plus a belief in some querters that econonic stabilization cculd

be achieved through sole reliance on monetary and fiscal restraint, provide the reasons.

The loan paper went on to say that "as soon &s the present proposal is achieved, the
Director of the USAID will negotiate the authorized amount and the proposed parfor-
mance commitments with the Colombian Minister of Finance and other appropriate
Colombian officials. As part of this negotiation, he will seek to persuade the
Minister of Finance to set forth in a letter his Government's program for 1964 in
specific terms of undertaking to comply with the eight performance commitments which
are the basis for justifying this loan prepesal.” The letter, the paper added, cculd
be sent to the IBRD ar the OAS Ad Hoc Committee on Colombia rather than directly

to A.I.D., if the GOC preferred.

"Wnile the GOC's performance commitments would be expected to be stated in the
proposed letter, the U.S. commiiment of funds under the $45 million lcen will be
contained in a separate loen agreement. On the assumption that the Minister's
letter will in all respects state his intentions in an unambignous manner, satis-
factory to A.I.D. as a basis for judging eligibility for disbursement, the substantive
portions of the loan agreemeat woulc be confined to a specific reference to the
Minister's letter and to the establishment of provision for twc reviews of progress
in addition to that which takes place in May as paru of the negotiations . . . the
loan agreemant should specify that the GOC and the U.S. woulé conduct a full review
of progress on all points in the Minister's letter, with such reviews to take place
in August and November 1964. As soon as the USAID concludes that the results of
sach review are satisfactory, dishursement of the next tranche will be approved.
USAID will report its fundings ty airgram for the information of AID/W."

Except for the attempt to give +*he Mission the sole right to approve tranche releases,
this 196/ pronosal embodies what has come to be knows as "the LA sgystem."

Negotiation of this elaborate set of policies and procedures seems to hsve gone
reasonably smoothly. On July 17, Finance Minister Calle dispatched his Letter of
Intent to the U.S. Embassy. Tcgether with a side memorandum, it embodied all the
commitments the U.S. sought. Signing of the loan agreement followed on Jaly 13.

The new agreement. specified three tranches: one of $20 million to be made available
when the GOC supplied its self-help program; a second of $15 million to be released
after a review of Colombian performsnce and prospecte in September or Qctober 1964;
and a third of $10 million to follow another review in Janusry 1965.

Nothing went right after the loan agreement® was signed. Months were consumed in
negotiating sticky implementation questions involving forward commitment procedures
and marine insurance. As these months passed, the GOC and Colombia's Coffee
Federation were running large deficits, wh'ch in tura were being reflected in a
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worsening balance of payments. Mission and Washington ufficials, jointly
appraising the situation in November, saw mixed performance, with slippage on the
short-term debt, import, and tax conditions of the loan. Nevertheless, "on balance,
we conclude that GOC performance in 1964 has been sufficiently good to warrant
continuation of disbursement of existing loans." The first tranche of the $45
million loan could be released as soon ag the implement=lion issues werc cleared
up, although release of the second tranche would be conditioneui on actions to come
closer to the loan agreement's policy terms. On December 10 a revised PAAD was
signed, giving the U.35. negotiators additional flexibility on forward procurement
and marine insurance.

In December speculation against the deteriorating foreign exchange position flared
up. Total insolvency loomed and a near-moratorium was imposed on foreign payments.
Pressure on the GOC mounted. Assurances of new foreign aid would halt the
speculation but negotiastions remained deadlocked.

As 1964 came to a close, the U.S. began stepping up the pressure for devaluation.
By Deccmber, the implementation questions nominally being negotiated had ceesed to
be the real points at issue and becamea facade behind which the debate on devalua-
tion was belng held.

Finance Minister Calle was prepared to give in. He agreed to a devaluation and
exchange reform package, and on December 19 he formally proposed a compromise
solution to the outstanding implementation issues. A few days later, the U.S.
accepted his proposal and agreed to release the first two tranches--despite the

lack of the performance review specified as « pre-condition to release of the second
tranche, and despite Colombin's patent failure to meet many of the policy conditions
cited in the loan agreement; the basis for this decision was a feeling that the U.S.
was too deeply committed to Colombia to have any choice. Only the $10 million

third tranche was held back, pending the performance review scheduled for January.
fut zs things turned out the review was never held. President Velencia vetoed
Calle's proposed exchange reform. As late as January 26, 1965, Calle was still
asserting that the review would be held, but a few deys later he resigned. His
successor, too, stalled. i.S.-Colombian a“d relations ground to a standstill.
Ultimately (November 1965) the third tranche was deobligated.

E. FY 1965: No program loan

During the remainder of FY 1965 the GOC remained at odds with A.I.D., the IERD,

and the IMF. The aid agencies were fighting for acceptance of an integrated policy
package, the main components of which were exchange devaluation, increased taxes,
and an end to subsidization of coffee production. Despite heavy .cessure within the
U.S. Government to mend its relations with Colombia, A.I.D. continued %o regard all
these as necessary preconditions to either releuse of the last $10 millicn of the

FY 1964 loan or any new loans. Meanwhile, the economy drifted. Foreign exchange
pressure continued, the free rate depreciated by 50%, imports and investment were
severely constrained.
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In February a Grand Commission, composed of leading economic interest groups, was
convened to study the nation's economic problems. A special sesalon of Congress

was calied to act upon t e Commission's recommendations and Finance Minister Duran's
plan for financing them. Duran had recpened negotiations with the U.S. and IERD,
but like Calle before him he was overruled by President Valencia and cther members
of the Cabinet and proceeded into retirement. The succeeding months saw continued
drift and a series of futile Finance Ministers.

F. FY 1966: $65 million program loan

The failure of the Duran Plan and the continuing government impotence ultimately
turned business and financial interests, normally supporters of Valencia's Conserva-
tive Party, against him. They brought pressure to bear and in July 1965 prevailed
upon him to give both the Finance portfolio and a mandate to do sumething with it

to their own candidate, Joaquin Vallejo Arbalaez. Vallejo promptly drew up proposals
for exchange reform, an income tax surcharge, and obligatory bond purchases, &nd
submitted them to Congress. After six weeks ol legialative procrastination, the
government used its State of Siege powers to enact Vellejo's proposals by executive
decree.

Responding to this long-sought cue, A.I.D., the IMF, and the IBHD reoperied discussions.
Agreement on policies and amoun®s came swiftly. A new program loan was authorized

on November 9. There was a ic.porary pause while Vallejo guided a large wage

increase for government employees to completlon, and when +his was done without
exceeding estimates the new loan, for $65 million, was signed on December 20. In

the press release, emphasis was placed -~ a $102.5 million, 12-~month U.S. ald

package (the remaining components of whicn were $10 miliion in PL-480, $15 million

in ExIm Bank guarantees and insurance, and $12Z.5 million in the form of a Treasury
Exchange Agreement). On January 1, 1966, an IMF Stand-by credit of %36.5 million

was added to tha pot.

The FY 1966 progrzm loan represents a mature flowering of the "LA systen." Ina
Stand-vy with the IMF, a memo to the IBERD (in its role as head of the Consultutive
Group), and side letters to A.I.D.--all of which were regerded as vehicles for
program loan policy coamitments--the GOC pledged itself to a comprehensive,
integrated policy package. The package comprised 73 separate measures, many of them
quantified or otherwise tightly specified. Funds were to be releszed in four
tranches, the last three of wnich would be subject to favorable findinge in
quarterly performance reviews. The reviews were timed to coincide with quarterly
tests under the IMF 3tand-by.

During most of CY 1966, experience under the $65 million program loan seemed
generally quite favorable. Reviews held on schedule in February-March, May, and
July-August all produced recommendutions for release of the tranche under consider-
ation. The performance reviews were extenslve and searching and involved large
numbers of officisls on both sides. The resuits were conveyed to Washington in
well-organized airgrams of 100 pages or more.
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Emphasis during the year was on effective follow-up on the Vallejo reform program.
All were anxious to avoid the backsliding which had nullified the 1962 devaluation.
Up to a point, this effort mel with considerable success. An independent Washington
staff review in the Fall of 1966 found that "the Govecrnment had met or exceeded

the targets established as regards foreign exchange reserves, central bank credit
expansion, expansion of the means of payment, fiscal operations, and import liberali-
zation. In particular, balance of payments developments have been very favorable.
Cnly 15% of imports . . . are currently under license. Raw materials supplies have
been sufficient to make possible a business recovery. While the cost of living

has risen by about 1/3 the amount of the devaluation, inflationary pressures appear
to have eased in recent months." On the other hand, "in areas where institutional
changes were required by the commitments under the program loan . . . performance
was less satisfactory." These areas included development planning, agricultural
prices, public administration reform, and export promotion. "Coffee policy also
fell short of targets, in part because of a decline in external prices."

An important factor in the improving picture during the program loan year ending in
September was the victory of the National Front, led by incoming Liberal Party
President Carlos Lleras Restrepo, in the Spring elections. On March 20 the Front
rang up an unexpected 55% majority in the Congressional elections (although 60% of
eligible voters failed to go to the polls); in the Presidential electicn which
followed on May 1, Lleras scored an unprecedented 71% landslide. At the time, this
seemed to most observe.s a remarkably strong mandate, which left the GOC in a
better position to act than at any time since 1958. FKowever, some retrospective
political analyses have stressed the precariousness of Lleras' position vis a vis
Colombia's divergent political interest groups and his conseguent need to build
popular support through nationalistic appeals. This, it is argued, explains much
of his subsequent behavior toward the aid ageuncies.

G. FY 1967: $100 million program loan

Despite the favorable review it received up through the Fall of 1966, Colombia was
on the brink of yet anot'er spectacular exchange crisis. As mentioned earlier,
Colowbia liberalized it: imports during 1966 substantially in excess of the degree
required *; the progran loan (the loan specified 50%, but actual liberalization
exceed: . 80%). (The ~zason for this high degree of liberalization is obscure;
perhaps the most plausible hypothesis is that the GOC foresaw further liberalization
as a likely condition of the next program loan and acted to avoid having the move
forced upon it.) In response to this liberalization, imports rose sharply in each
of the first three quarters of 1966, nearly doubling over the nine-month period as

2 whole. When coffee prices dropped in the third and fourth quarters and Colombis
responded by trying to hold coffee off the world market, foreign exchange reserves
came under severe pressure. A U.S.-IMF-IBRD meeting in July had partially foreseen
uwiis reserve sgueeze but decided there was no need for extraordinary action provided
the U.S. and IMF were willing to extend new loans before the end of the year, as
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they then planned to do. By September, however, the situation was worsening and
speculative tendencies were building up. Fresident Lleras, in a meeting with the
A.I.D. Misgsion Director, ruled out devaluation but ofifered two alternatives:
negotiation of new nid soon or reimposition of direct import and exchange controls.
The GOC requested accelerated negotiations ani a $17 millior first tranche on an
advance commodity financing (ACF) basis. The hands were deall in a poker game
which was to continue through the Fall.

The game ~onsisted of a complex series of moves, in which the IMF tried to bring
about devaluation with U.S. aud IERD support, while the GOC attempted to stave it
off by obtaining additional financing. The U.S. said it opposed using & 40-yesr
development loan to solve a short-ierm exchange probiem., The GOC was urged to
pursve other sources of finance: a possible lean from the Venezuelan central bank,
conversion of bilateral #rading balances into liquid exchange, & loan from Spain
using Colombia's large trading balance as collateral, debt rollovers, loans from
New York banks.

The U.S. ssid that ACF ond a rollover cf Cclombia's gold loan from the Federal

Reserve system were ruled out by the U.S. balance of payments problem. Colombia

in turn rejected or was unable to achicve several of the solvtions put forward by

the U.S. fiew York banks gradually emerged as the most likely source of supple-
mentary financing but the banks, surprised and alarmed at the size of the separate
loan requests made by the GOC and the Coffee Federation, imposed tough loan conditions,
which the GOC finally rejected on November 11.

Negotiations between the GOC and the aid agencies continued, with first the Fund

and then the Bank taking the lead. Several options on the timing and explicitness

of the devaluation were offered, but President Lleras, while recognizing the strength
of the technical case for exchange rate adjustment, would make no commitment of any
kind. On November 29, in a surprisemve, Lleras went on television to denounce the
aid agencies for their "interference in Colombia's internal affairs." Once again,
aid relations had completely broken aowm.

Having demonatrated his independence and abllity to withstand intense pressure (and
increased his popularity in the process), Lleras was faced, cn the morning after,

with the fact that he bad not solved Colombia's fundamental :foreign exchange problem.
Under the clrcumstances, he moved with surprising speed to resvore good relations
with the aid sgencies. An IBRD team was invited down to anslyze the situstion, and
its cerefully worded critique was well recelved by the GOC. IMF negotiators

returned and helped elaborate a embryonic Colombian proposal for a new exchange
system. The new system involved two rates, the lower of which would float upward
toward unification with the other, thus allowing for substantial de facto devaluation.

With the new sysiem agreed upon, President Lleras still refused te commit himself
to a date for its instsllation. In desperation, the Fund scheduled its Board meeting




on the subject for March 22, saying that if the lower rate had not started moving
by tinen the meeting would be postponed. The rate did start to move in mid-March
and the new Stand~by was announced on schedule. With good GOC-IMF relations restored,
A.IL,D., too, resumed negotiations. A $100 million program loan was authorized

on May 2. The loan, which was signed on May 27, was very similar in structure to
its immediate predecessor. There were four tranches, the first (of $40 million)
conditioned on the signing of a Stand-by agreement with the IMF and the last three
($20 million each) to follow quarterly parformance reviews. Specific policy
conditlons, including those incorporated by reference t. GOC letters to the IMF and
IBKD, numbered 71. (However, to make the initial review held in July-fAugust more
manageable, it was agreed that certair subjects would be deferred for later
congideration.)

The policies for which the U.S, was pushing in the 1967 loar were much the same as
in past years. Movement toward an equilibrium exchange rate coupled with a limp
promise to resume progress towerd trade and payments liberalization (the GOC
"calculated it will be possible gradually to introduce import liberalization to
reach an amount equal to 20% of reimbursable import registrations") headed the list.
Elimination of inflationary influences Irom monetary, fiscal, and coffee policies
ranked high. Export promotion, development planning, and agricultursl and educa-
tional reform were also included, as in past years. A new feature was that U.S.
export additlonality was explicitly mentioned in the loan agreement: commercial
imports from the U.S. in any three-month period were not to be "substantially less
than the recent historical ratio."

The first quarterly review, which covered the second quarter of 1967, gave the GOC
generally hlgh marks in the areas it covered. Minor difficulties were identified

in some fields but no explicit loan conditions were missed. The second review took
place in November. It, too, revealed generally strong performance. Indeed, the
foreign exchange reserve picture had improved so much that 4.I.D. and the IERD urged
that the import liberalization target be raised about 20%. The GOC rejected an
increase in the target, but promised to attain the 20% level by March 31, 1968. The
Bank and A.I.D. replied that import liberalization would be a major issue in 1968.

The final review under the 1967 loan dealt with the fourth quarter of the calendar
yeer and was held in February, 1968. Like its predecessor, it concluded that
Colombian performance on the great majority of the 71 policy issues was satisfactory.
There was, however, one black spot. The U.S5. share in commercial imports had fallen
from the historical figure of 39% to only 21% in the fourth querter. Weighing GOC
promises to take corrective action, the Mission reccumended release of the tranche.
Washington pondered, waited for January and February trade data, and finally, in
late March, authorized release of the tranche.

Meanwhile, though, another cloud was gathering. The GOC had been stalling on the 20%
import liberalizatlion promised for March 31. As the deadline neared, negotiations




on 1968 program and agricultural sector loans and a new IMF Stand-by were underwvay.
On Merch 19 the GOC startled the donors by announcing that it could not go through
with the liberalization until the fourth tranche was released and the new Stand-by
signed. Washington immediately withdrew its authorization for release of the
fourth tranche.

H. FY 1968: $58 million program loan; $15 million agricultural sector loan

A7 "qough the U.S. took the position “hat it could not sigm new lvans while Colombia
remained ineligible for the final tranche of the FY 1967 program loan, negotiations
were never broken off. Bad feeling had been created, however, and progress came
slowly. The GOC shied away from explicit commitments on exchange rate flexibility,
import liberalization beyond 20%, incentives for minor exports, ard improved tax
administration. Lleras personally expressed a strong distaste for specific,
arithmetic, rigid targets and dates, Nevertheless, after the GOC came through with
its promised liberalization in April and the fourth tranche was released, negotia-
tion of the two new loans~~for $58 million and $15 million respectively--was
successfully completed.

In the light of Colombia's dramatic history with prcgram loans, it is interesting

to examine the latest such agreement. It is generally similar in structure to the
1966 and 1967 loans, though simpler and less ambitlous in some respects. The loan
is to cover a nine-month period (the last three quarters of CY 1968). It is in

two tranches, $35 million to be released upon satisfaction of legal conditions
precedent and the remaining $23 million conditioned on a review of performance
through September- A total of $12 million is reserved for imports of capitsl goods.
The policy areas covered are foreign exchange and trade policies, additionality,
monetary policies, fiscal policies, coffee, industrialization, and unemployment.

On several of the points which have bewvn most sensitive in the past, wording in the
1968 letters to the IMF and IBRD is noticeably looser than in the past two years.
This is particularly true with respect to depreciation and unification of the
exchange rate, export incentives, and arrears in foreign payments. (While outlining
the principles of its exchange rate policy orally, the GOC has scrupulously avoided
committing itself to any specific rate of depreciation.) There is no fixed target
for trade liberalization, although the GOC does agree either to liberalize imports
or to increase import registrations by an amount equal to the margin by which coffee
exports exceed the predicted figure of $5.5 million. On the other hand, U.S. export
additionality is much more prominent than in the past. The GOC pledges itself to a
number of specific measures to help maintain the historical market share of the U.S.

Agriculture and education have bsen taken out of the program loan and isolated for
separate treatment. No education sector loan has yet been signed. 1In the FY 1968
agriculture sector loan the "LA system" is applied to a single sector. The loan has
two tranches. Release of the second ($7 million) is conditioned on a review of per-
formance through September. Nine tightly-specified parformance commitments are listed.
In all, they appear to constitute a somewhat more complete specification of desirable
agricultural policy than was mede in earlier program loans.
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III. THE PRINCIPAL ISSUES

A. Did A.I.D. try to use the program loan to influence policy?

The FY 1962 Contingency Fund loan was oliiously processed in a hurry. It does not
seem to have carried any meaningful policy corditions. However, A.I.D.'s second
program loan, in FY 1963, clearly grew out of an Alliance~kindled interest in
development plans and policies. The first of its two tranches was conditioned on
the December 1962 devaluation and exchange reform. Its second tranche was supposed
to be tied to completion of the follow-up actions necessary to make the develuation
stick {essentially, new taxses and temperate monetary policy). GOC performance cn
the actions specified was mixed, but the worst demage was done by actions in an
ares not covered by the loan's policy conditions--wage increases for private and
public sector employees. One gets the impression that after t.is experience a
conscious decision was made to be much more careful and comprehensive in specifying
loan conditions. From FY 1964 on an increcsingly serious effort was made to exert
leverage in an increasing number or fields.

FY 1964 program loan funds were split into two separate loans precisely because of
this determination to improve GOC policies. The first loan, of $15 million, set
relatively easy condivions, since these were all that could be obtained on the eve

of Congressional elzctions. The second loan, of $45 million, was negotiated at a

time of rlsing coffee prices and represented an attempt to ensure efficient use of

the additional resources being generated. It was the first attempt at a comprehen-
sive policy framework. The attempt was abortive, however, since the wrong policy
prescription may have been written and GOC policy progressively detericrated durirg

CY 1964 in any case. This lead tc the exchange crisis in December, the unsuccessful
attempt of the aid agencies to bring about devaluation, and the breok in aid relations.

When the GOC finally pulled itself together in lute 1965, negotiations were resumed
and eventually consumated in the $6¢ million FY 1966 loan. This loan and its $100
million successcr in FY 1967 represent highly ambitious attempts 1o specify a policy
Sramework for Colombie; embracing not only stabilization but alsc growth, not just
aggregate poiicies but also considerable sectoral detafl. The FY 1968 loan continues
this policy emphasis, although it represents a partial retreat in terms of amount

of action required of the GOC as a condition of the loan.

There can be no questiongbou’, whether the U.S. had tried to influence policy in
Colombia in recent years. For better or worse, we have chosen Colombia as the
recipient of sizeable development resources anu have deeply involved ourselves in
her develomment policies. In close coordination with the IMF and in virtual lock-
s%ep with the IBRD we have generated and tried to bring about proposed policy
changes in virtually every subject with an important relationship to development.

B. Did Colombia verform?

How well have the Colombians lived ﬁp to the céﬁéeption we and our Bank and Fund
allies have had of what constituted desirable Colombian performance? The record
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here is an intriguing mixture of short-term performance and the seemingly inevitable
persistence of major problems in the longer rum.

As already noted, the Y 1963 and 1964 loans were prettly clear-cut failures from the
leverage point of view. Much of the letter and all of the spirit of the FY 1963
loan were violated. The FY 1964 loan conditions did not fare much better.

Performan:e under the I'Y 1966 and 1967 loans, which represent our most earnest
etteapts to obtain influence in Colombla, is more difficult to judge. In both cases;
the nmultitudinous policy cond'iions specified, many of themwery firmly, were consci-
entiously reviewed and reported on each quarter. These resviews were honest,
gezrching, and competent. By and large, they are a record of conditions met.

An analysis of the three performance reviews under the FY 1966 loan reveals that an
average of 84% of the loan's 73 separate policy undertakings were reviewed each
quarter (not counting conditions which were irrelevent to e particular quarter's
review). There were 174 individual instances of commiitments being reviewed. My own
analysis of these instances yields a score of 116 commitments clearly met, 23 reviews
commitments clearly missed, and 35 outcomes ambiguous. Thus 67% of the individual
reviews found scceptable performance, and only 13% clearly unacceptable performance.

0f course, this takes no account of the relative importance of the various commitments.

A similar analysis of the FY 1967 loan, which had 71 separate policy conditions,

shows a somewhat lower degree of diligence (71%) in reviewing the conditions specified
in the loan agreement and supporting documents. However, the review findings were
even more consistently favorable: there were 97 instances in which conditions
specified were clearly met, only 6 in which they were not, end 33 in which perfor-
mance was questlonable but not clearly unsatisfactory. Thus 71% of the individual
reviews revealed acceptable performance, and only 4% ciearly unecceptable parformance.

Contrasting glaringly with these apparently strong records of performance commitments
met are the exchange crisis which marrcd the end of 1966 and the furor early this

year over nonattainment of the import liberalization and add‘tiondlity conditions.

Two years in a rov, generally positive findings of searching reviews were immediately
followrd by crisis. This is a phenomenon which challenges the whole loan condltioning
proce s as it has been applied in Colombia. It must be explained.

In late 1966 the GOC had the problem of adjusting to the return of coffee prices

to their previous level from a temporarily higher plateau. The GOC had been mmable
to discipline itself and its people to bring off this kind of transition in the past
and, despite high U.S. hopes for the Lleras government, it proved unable to do it in
1966, It greatly complicated the problem by liberalizing imports at a reckless rate,
in advarce of assured means of finance. Once in a tight foreign exchange bind, it
gought aaditional foreign financing to pull itself out. The aid asgencles, while
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open minded about dates and forms, insisted on significant exchange rate ad justment
as the sine qua non of iurthp" ¢jun President Lleras not only rejected this

condition on pelitical grounds but streruously objected to all such conditioning on
grounds of principls, ﬂne searches in vain for signs that overly rigid bargaining

pogitions or faulty uuﬂmwnicatLons contributed significantly to the November bliow-
up. Soon afterwurds the sid agencies won their point on exchange rate adjustment
(Lhough nct without reargusrd nctions by the GOC), but they had suffered serious
losees {so far umremedied) with repard to imnmort liberalization, exchange decontrol,
and--most important of all-~ths GOC's receptivity to aild conditioning in general.
Yet it ie not evident thet the aid agencies could have avolded the crisis without
abandonjng their baszic condltion for future aid.

Again in 1968 there was erratic behavior by the GOC. It procrastinated its commit-
ment to liberalize 20% of its imporis until late in the program loan ysar, by which
time wncertain financing prospects made 1t bzlk at taking the sten. Nevertheless,
it must be relterated that the GOC performed very well on the overwheliinz majority
of the conditions set im the 1967 loan. !oreover, the initial cause of delay of
the fourth tranchs was aot liberalization but additionality. Although additionzlity
had been stressed in esrlier reviews it 1s no% obvlous that the GOC could have
known it could constitute grourde for r“v“ﬁlo yse of a tranche. Indeed, the U. S
Government seems Lo have velatedly increased the welght assigned to this factor,
partly as a result of Trossury-Commerce pressure on State-A.I.D. and parily so as
to use the additicnalily question as o menns of gaining time for ths outcome on
liveralization {which clearly yas an important issue) to become cleritied. Thus the
1,8, does seem to have changed the rules on the GOC after the fact., Tc the extent
that Colombla's failure to liberalize was a reaction to nonrelease of the tranche
over the addi t*ona;lty question, this contributed to the crieis. After the
Colombiang atrogated their liberalization promiss the U.S. was cleerly right in
its refusal to release the tranche, since giving way on this key issue would probably
have destroyed the capaciiy to exert leverage in the future.

._,.
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There iv, nowever, a more fundsmental sense in which Colorbian performance over

the program iown vericd should be tested. Tnis is the question of significance, cr
wWltimste effectiveness: did the princlpal econcomic and social variable A.L.D. was

trying to influence through program loan leverage show any tezrnriency o meve in the

desired directions

The principal policy objectives pursued through program loan leverape have heen
aulte atable over the period studied., They can be stated as

1) Attainment of price stability at an equilibrium exchange rate
and an adequate level of investment.

2) Leisening of the foreign exchange constraint on growth through
promotion of non-coffee exportsc.
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3) Agricultural modernization and diversificstiion.
4] Major reform and improvemeni of education.

While I cannct claim to pass conclusive judgements, there does seem
to have been some limited progress towsrd these imporiant goals.

1) There has been discernible, though not yet decisive, improvement in the
indicators of economic stability. Inflaticn remained substantial early in the
program loan period, but price increases in recent years (and espzcially in 1967)
have been within the tolerable range. There has been considerable success in
devising aa exchange system which keeps internal inflation from leading to pro-
gressive sxchange rate overvaluation and diministed export incentives. The GOC
has aciepted the principle that the exchange rete should move 1n general step
with internsl prices, but has refused to meke commitments regerding the zpeed
and mechanics of this adjustment. A key to the inflationary problem has long
been the GOC's poor domestiic revenue performance, averaging 7-8% of GNP, well
below most other countries at a similer income level and among the lowest in
Letin America. Revenue growth lagged behind GNP grcwth through 1965, but in
1966 and 1967 striking improvement was effected, with the shsre of GHP collected
reaching 9% for the first time in a decade and rzal revznues rising charply
above their pievious plateau. Considerable progress has been made in ralsing
government capital expenditures. Long extremely low, these more thun doubled
betweers 1963 and 1967. The level of total investment remalned stagnant, though
relatively high (16-i8% of GNP), through 1967.

2) Mluo» exports (all exports other than coffee and petroleum) were stagnant
through 1964. In each year thereafter, however, gains have been recorded.
Although these gains have nearly doubled the value of mincr exports, coffee
still accounts for mere than 60% of couamodity export receipts and development
of significant alternative sources of earned fireign exchange will inevitably
take a long time.

3) Soms promising departures have been made in sgricultural modernization,
a field in which the GOC is regarded as ore of the better Latin American performers.
Land reform is underwey but still in its early stages., So far, however, the
growth rate of agricultursl output hsc remalned low.

4) There has been substantial quantitative growth in the educatic:al
system, bub the kinds of quelitative reforms and impr-vements we have been
pushing for seem generally not to have been made yet.

In summery, then, the record of ultliuate performance is mixed. There are achlevements
to point to in all major fieids, but there are elso importsnt things which have not
vet happened. Moreover, some of the improvements just cited are so recent that one

didl




wonders whether they will be sustained, especially since the problem of maintaining
development momentum has defeated the Golomblans in the past. In any case,
Colombia has not yet wmade a decisive brerkthrough to & sustainable high growth
path. Although on balance the judgemen’, is positive, Colembla carnot yet be
pronounced a clear-cut success for program loan leverage.

C. Did 4.1.D. influsnce golicy?

Can the positive, hepeful tnings that dld bappen in the areas A.I.D. wes interested
in during the 1962-68 period be attributed to our interest snd atitempt to use aid
conditioning to bring them about? Or would they have happened anyway, even if we
had not tried to levar the GOC into doing them?
dne can never answer such gquestlons conclusively. Howsver, it is possible to point
w 2 mumber of specific things that were dove siter we erpressesd considerable
intercst in them, and in some cases vislbly exerted presswre. In such cescs, 1t is
a reasonably safe bet that leversge was achieved. A partlsl list of such cases in
the past Ywo yeors includes the following:

1) The new exchanpe rate cystem devised in esrly 1967.

2) The szet of incentives to increase ninor exporis,

3) Improvement In the finsnces of the Coffee Federation.

4) Inproved procedures for processing privatle foreign investment.
5) The pllot plan for agricultural divesrsification.

6) The endarged public investment progrom.

D. fan A.T.D.!'s influence bz atiribnied specifically to_the program loan?

It has already bzen noted that the U.S. has taken a deep interost in (Llombian
development, and that we have worked in close cooperation with the IBRD and IMF.
A.I.D., the Bunk, and the Fund have all been the origin of important ideas about
Colombian development policy. The ideas of the three ald agencies have generally
been harmenized with each other in a genulne intercnonge of intellectual equals. As
in other countries, the U.S. has somciliues preferred to aliow the Pank end Fund to
be the main salesmen of ideas to the Colombiang, with the U.S. simply cocnditioning
ite 2id on Colombian agreement with the internatlonel agencies. The importance of
the Fund and Benk roles in Colombia has derived partly from their role as founts ot
policy wisdom and partly from their oun possession of significuni rescurces whlch
they can provide or withhold at will. The IPRD slso draws influence from its
responsiblility for assessing Colomblan performance prior to meetings of the Consulta-
tive Group. Hewever, thelr pouer-has been endiimously enhanced by the support given
them by the dominant donor, the United States.

AN
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The major occasions for the exercice of leverage in Colombia have been negotiations
for A.I.D. progrom loans and IMF Stand-bys. In recent years these two negotiations
have been carefully timed by the donors so that they become in effect one negotia-
tion. These annuel negotiations write the scenario for the more frequent and
detailed discussions which take place through the quarterly performance reviews.
Thus, the U.S.-Colomblan aid relation has been so structured that leverage focuses
on the program loan instrument. The main sanctions for nonperformance are withheld
tranches ard non-negotiated new loans, although simple delays--sometimes allegedly
for nonsubstantive reasons--have also heen used to exert pressure.

Prograwx loans have by no means been the dominant form . f aid in quantitative terms
(they amount te 31% of gross obligatlens by the U.S. and multilateral bodies in

FY¥s 19€2-67 inclusive). However, little effort seems te have been made to influence
policy through other forms of aid, such as A.I.D., IDB, and IERD project loans.
Prograw loans and Stand-bys have apparently been thought of as the principal, if not
sole, vehicl-s for influence. Beglnning in FY 1968, sector loans must be added to
the list.
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IV. DETEAMINANTS OF INFLUENCE

A number cf hypotheses have bteen put forth about factors which may affect whether
we influence policy with program loeans when we try to do so. These hypotheses can
only be tested sgainst comparative experlence in ssveral countries (if then), hut
some do emerge as possibly relevant from study of the Colombian ewxperlence alone.

. The Conditioning System

1 Eyplicituers and spselficiiy of conditiong. Colombia 1g =n sxample
oy highly specific iren conditijons. This has meant that vhen performance is reviewed
there is usually no question whether or not a glven condition was met. This is no

doubt & good thing. However, it leaves at least two major problems. One 1s maintaining

the relevance of specific policy conditions. & terget which wag reasonsble st one
assumed level of coffec prices may become gquite uncveasonable if the price nssumption
turas out to be far off. The 1968 agrecment tries to get around thie problea by
requiring additlonal liberalization or import reglstrations if coffee receipts

exceed a specified emount. The other problem is that while performance on pactlcuiar
conditions 1s fairiy unambiguous the welghts that should be applied in reaching an
overall summary judgement are by no means clear. In a Colombla~style agreement,
featuring a large number of conditions, there is slmost always at least one conditlon
on which performance is demonstrably unsatizfactory. Thls means that there ils almost
glvays goue weighting system which would produce sn overall negative judgement.
Generally, both sides apgree on which are the msjor issues, but speeificity on partic-
wlar condiZtions does not guarentee this. It i3 sometimes argwed that under the

"LA system" everyone xnows whet the program is and just vhat hzs to be done to earn
the next iranche, but this is not always so-~witness the nonrelease of the fourth
tranche of the FY 1967 loan early this year.

2, Enforcement. Does Colcmbian experience shed any light on the hypothesie
that i1t is not the conditions themselves but the integrity with which they arw
enforced that really matters? Embassy/Mission leanings have usually been toward
toleration and rotionslization of Colombian performancs. There has besen noc instance
in which the field recommended withholding s tranche. The Washington attitude,
originally sluo easy-going, hardened considerably during the pericé studied.
Washington's stringent interpretation of performence conditlons seema to have bee an
egsential element, in whatever policy influence A.I.D. has had in Colcmbla.

3., Number of eonditions, T4 seems obvious to me that there 1s an optlmal
number of loan conditions and that the FY 1966 and 1967 loans excecded 11. A very
large nwcber of conditions strains staff capabilities on both sides, at both the
negctintion and the review stages. It also compounds the ambiguity referrad to
eariiev. It i3 doubtful that A.IL.D. can use one loan o maintain
credible leverage over more than a few conditions at any one time. The cther items
listed are there either for window dressing (the host govermment expects to do them
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anyway and both sides agree thet they will Jook good in the agreement) or for bluff
(the aid agencies want something done but are not willing to spill blood to get it
done). In the latter case, the real oojective of the aid agencies may really be
simply to legitimatize future discussion of an iseue and keep the door open to

the possibility that it can be scla to the host government through persuasion alone.
Thisocbjective is a creditable one, but such sonditions must be clearly distinguished
from genuine fighting issues if we are to exert influence on the latter.

Another legitimate motive for large numbers of jgsues i3 the need to be ccmprehen-
sive in some poliecy areas. For example, stabilizetion requires an integrated set
of fiscal, monetary, and exchange rate policies if it 1s to be gsuccessful. The
fact that in Colombia we were continucusly interested in stabilization, among other
things, required a certain multiplicity of conditions. But the number could have
been much smaller than it was with no loss--almost certainly a gain--in influence.

L. Areas in which conditions were specifiad. In the last few years, as
policy conditions were extended beyond the macroeconcmic stabilizailon~-cumn-growth
sphere into irstitutional and sectoral pelicies, there has been a discernible
decline in the effectiveness of eid cornditicning. The demands on the Mission stafll
srising from the need to formulate and later review policies for partlcular sectors
end institutions proved too great to allow a careful job to be dene in all ereas.
Even agriculture and educatlon, tne two sectors which were given most attention,
received only a small share of the review time. Moreover, performance on policy
conditions in these areas tended to be weak; in part, pernaps, becuase everyone
understood that the ultimate sanction of withholding e tranche raleage would never
be invoked because of nonperformance on these relaiively minor conditions. This,
however, is less a function of the arsa in which condiiions are specified than of
the large number cf conditions speciried egnd the fact that vhen there are many
conditions some must inevitabiy be taken less seriously than others. T sece no
reason why the U.3. could not have made agricultural modernization, say, the must
important set of conditions if it had chosen to do so {I am not seying we ghouid have).

5, Digsipation troourh time. Colombia daes lend some credence to tlie
hypethesis that the political costs of exerting ieverage can cumulete through time,
making it increasingly diffilcnaly to obtain results in successive rounds of negotla-
tion and review. Perticularly in 1965 and 1967, A.I.D. tried to impose tough,
gpecific conditions on the CCC. Despite considerable performance on the items
gpecified, this attempt did lead *c serious flare-upz and considerable hurt feelings
—u3 well as notlceably greater difficulty in negotiating performance conditions
in 1968.

There is nc doubt that the ald agencies are now on the defensive in Colombia. There
oye fewer conditions in the current program loan and those that remain are less
gpeciiic. Reviews are tu be less frequent. In general, there is less consensus
between the GOC and the agencies about what constitutes a desirable development program.
UNBLAGSIED




The criteria for fund release decisions are thus becoming more unilateral after

two years of detailed rilateral agieement. This clearly constitutes a reireat from
the idealized LA model of aid conditicning. It does not necessarily mean that
program lending will lose its effectireness as a tool for influencing policy,
however, because this depends on how A.I.D. rasponde to any emergence of inadequate
Colombian performance in the future.

B. The Loan

1. Loan gize. The level of program lending to Colombia, on a twelve-
month basis, has run at $60 nmillion in F¥s 1963 and 1964, $65 million in FY 1966,
$80 million in FY 1967, and $78 million in FY 1968 (93 million if the sector loan
is included). Hominally, the level was determined each year using balance of
payments gap analysis. Actually, of course, a number of other factors were also
influential, including Trescury and BOB reluctance to see U, S. assistance to
Colowbia rize. The only change in aid level that waes related to performance
conditions was the FY 1967 rise, which was intended to help finance a major program
of import liberaiization. As has been seen, the GOC not only responded tut over-
responded, thus helping to bring on the late-1966 foreign exchange crisis.

2. Irends in lown size. The loan level has been rising slowly in the
past three yeurs. These have been years of gignificant but uneven and interrupted
progress. However, Colombian experience appears to tell us nothing about the rela~
tive efficacy of rising or falling zid levels for obtrining influence.

C. Envirommenisl Influences

1. International polltics. General diplomatic developments have had 1ittle
impact on the . S.-0olombian aid relationship. U.S. commercial interests have had
an increasingly imgortant negative influence, since the U.S. has increasingly
sacrificed development objectives in Colombia for export additionality.

2. National politics. Colombia's unique political system makes the
goverrmment in power more secure but also less powerful than govermments in most
LDCs. With its biennial elections to Congress and its gasrantez of a new President
every 4 years, it is salso destructive of continuity. 4s in the U.S., there have
been numerous cases in which the administration has been unable to get action it
sincerely wants through Congress. The relstive securlty of an administration for
the duration of its term, on the other hand, may lessen its vulnerability to charges
of having sold out to the North Americans (although the formuls which allows most
commitments to be made ostensibly to the IMF or IERD no doubt helps reduce the pain
for the GOC). The frequency of elections is particularly harmiul. If elections are
n2ld every other year ard distasteful decisions (e.g. on stebilization) are avoided
during the year preceding an election, then tough measures are ruled out during half
the time. The kind of determined, sustained multi~year effort that is needed to
golve most development problems ig exceedingly hard to get.
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3, Multilaterslism. As slready noted, the U.S., the IMF, and the IBRD
have had a close and frultful partnership in Colombia. No doubt this partnership
has been markedly more effective than a strictly bllateral operation would have
been, especially in terms of abllity to devise sensible policies and sell them to
Colombians at mimimum diplomatic cost. The muscle in the partnership has come
mainly froem A.I.D. and the IMF, while intellect has been provided by all three
parties.

D. Personal Tcuches

Loan corditicning in the Colombian style makes enormous demands on the Mission
Director and his staff. To do 1t well is even more demanding. Although some of

the work can be shifted to the IBRD and IMF, an effective operation to influence
policy on so troad a scale probably requires a strong Director and a full-time
economic staff of perhaps four or five. A Mission with only one or two economists
to work on progrem loan conditions would clearly have to employ a more modest system.

V. OONCLUSIONS

In summar,, Colombia provides an example of a serious multilateral a*tempt to affect
development policies, using A.I.D. progran loans as a principal focus of influence.
The conditioning system used started out loose, reached a high degree of tightness
in FY¥s 1966 and 1967, and was partially rel: xed in FY 1968. The effects of leverage
on several importent areas of policy arec easily traced. Disturbing elements in

the picture are (1) the frequency of crises, (2) an apparent tendency for resistance
to aid conditioning in general to build up through time, and (2) the failure of
Colombia, so far; to become an outstanding development performer; despite high aid
levels and significant donor influerce on policy. Obviously the real making or
breaking of the influence exercise still lies in the future.

PPC/POL/ES: DRSnodgrass:ms: 10/31/68
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PROGRAM LOAN STUDY: INDIA¥

I INTRODUCTION

Since 1962, the United States and other members of the India Consortium
have increasingly emphasized non-project assistance. Coincident with
this mevement there has oveen growing pressure exerted on the GOI to
institute reforms and change priorities -- to give primery attention to
agriculture, liberalize imports, free up controls of the domestic economy,
promote exports, encourage private foreign investment (particularly in
tha fertilizer industry), and promote family planning. This influence has
been exerted both bilaterally and multilaterally with the IBRD as
Chairman of the Consortium playing a pivotal role. Influence was
relatively low key until about 196k-65. After the India-Pakistan war,

far more presswre was exerted on the GOI to introduce new policy measures.
At the same time, the war itself, two consecutive droughts and uncertain-
ties about future aid, made it more obvious to the Indian government that
its economic policies needed g significant change.

Program sssistance has been the major portion of tke A,I.D. program in
recent years. It averaged about $225 million from 1961-62 to 1964-65 in
terms of cormitinents to Indian fiscal year:z (IFY'S) which are April to

March. There was a low of $50 million in IFY 1965-66 following the India-
Pakistan war. Commitments rose to $382 million in 1966-67 and amounted to
$275 million in 1957-68 comprising more than 85% of total A.I.D. commitments.
The level dropped to $217 million in IFY 1958-69. TL project assistance

has steadily declined.

The U.S. has uzed program loans for bilateral leverage on Indian economic
pclicies in an informal unstructured way. U.S. recommended policies or
targets have not been linked up specifically to the losns as conditions
precedent, except for some fertilizer matching requirements; and tranche
releases have not been cycied to formal reviews or target achievements.
Leverage has taken the rcrm of a "continuing dialogue” with GOI officials;
program loan releases have been related to performance implicitly, not
explicity.

An important source of bilateral 1J.S. leverage, primarily on Indian
agriculture policies and programs, has been the negotiation of PL-480
Titie I sales agreements. PL-U480 sales have conzistently run at a level
higher than the program loans, averaging over $230 million (country uses)
between 1961 and 1964, and pesking at $548 million in 1966. Beginning

in 1965 wken a four-yesr PL-480 commitment expired, agreements were signed
for only a one to three months supply of food grains, so that the U.S.
cculd maintain 2 conbinuing watch on Indian agricultural policies.
Leverage here has been more explicitly tied to the aid instrument, and
often quantitative targets have been negotiated for e.g. tonnsge of
fertilizer to be Jistributed, acreage to be planted with new seed

* Research completed in February, -1969.
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varieties, and land to be provided with minor irrigation facilities. 1In
the agreements themselves, targets would be stated in terms of Indian
self-help actions planned. Sometimes there would be more specific condi-
tions contained in side letters or minutes, We have held up authorizationc
for Pr-480 sales. This has induced the GOI to teke actions it might not
otherwise have tnkern.

Much of the conditioning of non-project assistance (excluding PL-480) from
the U.S. and otier Consortium members has come from the IBRD, both directly
and through the Consortium. The U.S. has wanted the Bank to take the lead.
In the spring of 1966, IBRD negotiations with the Indians were ripgorous.
There was particular emphasis on import liberalization, an area of
primary U.S. concern, and agriculture. Other areas covered were export
promction, decontrol of industry, encouragement of private foreign irvest-
ment and family planning. Some target dates were set for the coming yeer;
others relotel to the end of the Fourth Five Yeéar Plan (1971). Discussions
were also held with the IMF at that time about the exchange rate --
devaluation was to be the basis for the top priority import liberalization
program. After these discussions, and an Indian commitment to a new
economic reform program, the Conscrtium members agreed to try to supply
$900 million in non-project assistance which the Bank estimated wac
required for that fiscal vear. The members further promised high levels in
the future, contingent on the GOI's carrying through the program -- and to
enable it to do so. The IBRD and the Consortium reviewed Indiap execution
of the policies discussed in the spring 1966 IBRD-India meetings over the
next few years and made further commitments of non-project assistance on
the basis of Indian progress and need. The U.S. @id provide about Lo% of
this assistance each year; the percentage is less now. Since the U.5.

has been the largest single donor, it has played an important role in
determining the Indian policy changes which the IBRD would emphasize.

It is impossible to distinguish clearly which Indian policies have been
initiated by the GOI and which have resulted from U.S5., Consortiwn or

IBRD leverage. A slow process of persuasion has taken place, not leverage
clearly linked Lo given loans or donors. The total volume of non-project
assistance enabled the GOI to proceed with Import liberalizan..on

and increase inputs into agriculture, two areas of primary concern to the
aid donors.

II. CHRONOLOGICAL ACCOUNT OF INDIAN EXPERIENCE

Pre-FY 1962. India received non-project loans from the inception
of the DLF in 1958. Individual loans ranged from $10 to $40 million, but
there were freguently more than one signed during a year. There was a
relatively large technical assistance program, averaging about $20 million
per year, and a considerable amount of project aid. India also cecelved
a large amount of PL-U80 assistance. HNon-project loans were not conditioned
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FY 1962. With the commencement of A.I.D. and the program loan
concept in U.S. FY 1962, the level of program sssistance was increased
substantially. The hiphe“ level was Lo increase the utilizatlion of
existing Indian capacity. The firct large propgram loan was signed in
June 1962, rollowing an earlier DLF on-vroject loan of $20 million. It
was for 3200 million, and fulfilled wn earlier U.S. commitment of $220
million for IFY 1962-53 made at a May Consortium meeting. (The Consortium

s formes 1n Arpgust 19‘r-,) No reforms or other measurcs were linked
with the lonn. A loan paper discussed Tedian self-help measures planned
for the Third Five Year Plan period, April 1961 to March 196(. These
included an increase in the role of investment as o proportion of national
income, self-sufficiency in foud prains, cxpansion of basle industries
like steel, fuel and puwer, continued maintenance of reasonable price
stability, increased taxabion, and expsnded employment. Indis, with
Tive year development plans, un organlzed tax system, monetary controls,
und land reform, was considerca to be well ahead of most of the developling
countries to which we were giving asgiztance. The loan ves Justified on
the grounds that commodity ascistance was nececsaey o ounply equipment
to malntain existing capital oprojects. Further, sinee fndia hed a
cemprehensive economic plan, the commoditics ¢nuld he efficilently and
rationally allocated. Througn the Cencortinm, cbher donoes committed about
$210 million in nean-project assistaaoce Shab vaear; bthe tobol Concortiom
aid commitment was $1,005 million., There 15 no evidence thatl the
Consortium at this tiue pressuved Lhe Indianc iato taking specific self-
help measwres to qualify Tor the assictance.

3

FY J“(%. The §2h0 million program loan sipgned in Februnry 19;3 WRG
part of & U.3. fConsortiom commitment for ;H|}n“1‘1un(ﬂ‘voq S odenlal
asgistance ~- Lhe rest was supplised by an Bxim lozs <. Auguch 1662, The
total U.3. Consortivm commlbment was $435Y million for IWY 1002-63. Cther

Consortium members contributed about $103 million of non-project assist-
ance cut of a total of 31,635 million.

Conditlons were not attached to the U.S. program loan. We wanhted to try
to maintain the momentum of the Third Plan which had fallen behind schedule
and had been further jecopardized by the October 1962 Chinese attack. A
CA3S written about the time the loan was sipned stated we had initiated
discuesions with the GO to indicate the tymes of changes in Indian
policies That we and other donues felt were necessary to biing about the
opt lmum uze of ald; and that we would "urge the IBRD to play the leading
role in providing continuing expert advice to the 30T in 1ts analysis of
its economic problems.' Basice U.S. strategy wac said to involve

« o oousing our aid propgram to inflience Indian
policies and geoaring fhe kindo nnd‘dmourts of
our aid t2 India's economies ncrfornwncr. The
tendency of the Indianc to eall for more

istence tou overeome their difficulties




should be countered by precsurs from the U.S5. and

other friendly countriceg for ilmproved performance

by India itself. It is recognized that there will

be limits set by Center-State relationships,

political opposition, resistance to change, cconomic

complexities, and the dangers of provoking churpes

of interference or other unfovorable reactions,”
We stated we would point out in o genoral woy what needed to be done. We
did not propose to give the GOT detailed advice on all pioblems. We sald
at that time, however, that we would concider while developing o Lovug Range
Assistance Stratepy paper "whether it i necesscary te require positive
action toward cnongling Indian cconomic policy a condition to cur aid”,
and that "future PL-U80 sales chould be used s the cceaslon for negotio-
tion of improved policies particularly for apgricultural development”.

FY 1964, In the fall of 19C% the GOL made o review of progress and
shorteomings wider the Plan. fHotable shorbtcomings exicted ln agriculture.
Irrigation, use of improved seeds, Tertilizer sonsumpbilon aad plant
protection were all far below forzcarts. The cost off wmajor public cector
projects had increased substantially. Growth inhibiiting conbrols over
private investment, prices and imports were rampant. ‘There were scme bright
aspects. Power, coal and transportation targets of the plan vere cxeeeded;
@wmmanmwmmsuM'mebdamcofpwwmmsmdtﬂwnatmnfMVMH
better. The GOI was more determined to tackle administrative and menage-
ment aspects of plan implementation and had set up study comnittecs to
seec how this could be doue. In December the GOI znnounced the termination
of price controls on 16 items, and raissd the ceiling on the size of
firms which would he exempt from industrinl licensing from $210,000 to
$525,000 (at Rs h.76 per $1).

A $225 million U.S. progrem loan was authorized in January and signed in
February 1964 to assist the GOI in the Third Year of the “lan. Tt was
part of a Conzortium commitment of $499 million in non-project ascistance.
The total Concortiwn commitment for thot year was $1,052 million. The
loan paper for the $225 million loan summarized the U.S. position on
conditioning as of that time. Tt stated:

"nring the lash year there has been some widening and
opening up of the avenvas of discussion with the
Government of India on questlons of economic policy.
This has not waited for the negotiation of the program
loan. The determination of the total annual aid level,
preparations for the mectings of the Consortium of
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not wich to attach specific conditions to our loans., Uur conceri was to
"sustain and deepen the substaitive discussion." The loan was authorized
in April and sigred in November 196%, Me anL]G, Indian committees had
continued to study the control systems cf the economy, aad in March 1964,
decontrol o all non-ilat stecl products was announced. A.l.D, considered
the steps wnich had been taken din tne preceding six months as lalling
well shiort of what was desired, tut re steps in o new dirsction,
the first woves away from Lhe incero xujhw cuugrols of recent, years,

\IP j__/

2 G

Y LUb) At a mecting of = sortium in May 1964, the
U.S. indicated il was preparcd Lo prov;dc ahout $275 million of its total
pledge of $43% million ror IFY 19th-%5 ln the romm of commodity loans.
At the same time the U.S. indicated ( the 205 that $225 nillion would be
provided under conditions simileor to those of preceding years, and that
up to #1007 millieon in zdditional commodivy loans, lor o potential maximum
cf Liqj million, could be provided teo cssist the GOL In making cerlein
policy adjustments. The additional funds could help accelerate and
broaden the range of decontrol meazsures that might be undertaken and
Taciilitate the import of additional ioputs for sgriculture such as lerti-
lizer. The specific terms of the “"wla-on” were as follows: (a) An
additional dollar of noneprojecy aid would be provided for every dollar
equivalent of additional fertilizer the Indiang imporsced from free world
s above an zgreed base, We expected that increased Tertilizer
5 couid becoms uv-gusury folloving {ertilizer price reduction or
improved distributior or both. (b} An addivional dollar of non-project
aid would be providecd. for every addinional dollar eguvalent of Licensed
imports ol raw mater.als or commoditics shown to be reguired to meet
snertages that hod resulted in under-utilization of plant capacity {over
an agrecd bass) in high-priority scctors, if appropriate price adjustments
were made where neceded. (c¢) An additional dollar of non-project aid
would be provided for each dollar cquivalent of additional imports when
imports of 2 commodity rose (above an agreed base) as a result of relaxa-
tion or elimination of’ controls, provided that A.I.D. was satisfied that
price poulicy for the imports was appropriate.

As of February 1965, the GOI had not experimented further with decontrol.
A sharp rise in food prices and a general increase in the overall price
level had created an unfavorable climate for the introduction of decontrol
measurcs., rurther, the new Shastri govermment was in the process of
consolidating its position and did not appear ready for radical new
measures. The prospects Tor additional lending under (bh) and (o) above
did not appear likely. However, the GOl had moved to expand the import

of fertilizer and cut back fertilizer prices. The use of additional
commodity loan funds for fertilizer over and above the base was expected.
The loan was thus for $190 million, including $150 million to make up the
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Minister Subramariam returned Lo Indiz and presented this program to the
Indlun eabinet as a GOI program. The U.S. was cubstantially supporting
policies Subramaniam already ifavored, Lut he needed the financial and
political support oi the rect of the GOL. The program was aleo prescnted
Lo the Parlioment In December, A fow days later snother shorte-torm

PL-hG0 agreement was slgued. The presentution to Parlliament became Lhe
loan poper for the rivel program loan Lo be negotioted af'ter the war, a
$50 million loan ciclusively lor fecillizer imports signed Jawvary 4, 1966,
This wac to be the only progrem lcen commiticd to [FY 1965-06. A condition
of the loan was that Indlz mateh the 200,000 Lons of nitrogen tertilizers
to be financed by the loan with an allocution from non-A.i.D. resources

tO dimport ai lewot wn additional 30C,000 tong Plus necessary wrounto of
related revtiliners and sulphur.,  The fertilizer weuld be applicd Lo tue
crop beginnlng in the spring of 1606, Prior to autnorlzing the loan we
also obtalned specific agrcement on rnow India would cocourage priviote
Toreign dnvectors in the fertilizer industry, including concessions on
equity participation and on private swrkebing frec of price ond zone
limitaticns, The GOI announced these concecoions in December. Prior +o
cigning the lean, A.1.D. congulbted wish appropriste members of Congrecs

in wecordance with Scerctary Husk's comnitment to Congrecseman Mahorn in
september that the "Exceutive Bronel would consult with apprcrriale
members ol the Congress on the situetion ir Liie sube-continent in conncc-
tion with moxiog snevw economic uid lounc or grantc", A1.D. further stated
in the PAAD to the loon bhat "prior to conclusion of the loan, arrange-
ments will Do made for further revicew of Tadiun policies wnd for ihe
establichment of target dates for nceeded pollicy change and administrative
Improvements."  Thers lo no avaiiacble cvidenee Lhat more bhan bhe abova
vags done,

The Tashkent Declarstion was signed oo Janvary 10, 196f. Viec President
hamphirey intermed the Indiens af the time of his visit in Fobruary that

ve would provide a $100 million program loan os an interim action to

allow iurther consideration of the poliey iosues involved in the propara-
tion of the delayed Fourth Five Year Plun, The Indians were in creat necd
of addltional foreign cxchango resouwrces, we sald, and progrecse hod been
rade in corrying out the Tanshkent Dicelaration. Militery forces wers

being successiully disengaged and political tensions werc lessening., A
condition of the loan, though not written into the agrocment, per oo, wag
that the GOL zllocabe foreign exchange from other resources forv the same
DUrposes as the loan -- £o inereasc the use ol cxisting cupacity, and
obtrin fertilizer and otLher high priority laputs Lor sgrienliure,  The
request te the President stated that ancther condiiion la G negotiations
vGald be thet highest priority be given Lo ccorcuic developnent; Fundo
would not be sacrificed Lo an arme racce. Theose condifions plus the
provislon that the funde be used for =xisting capacity as oprosed to huild-
ing new capacity or incrcusing rotervos, applicd alco to a $50 million
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loan to Pakistan. In addition, we would insist that the Indians provide
"ga clear indicaticn of intent to resume their interrupted dialogue with
the World Bank on major policy issues in connection with improved develop-
ment plans". The Congortium mecting had been postponed when the war
began. It was staled agai. that "prior to disburgement under the loan,
arrengements will be made to assure cffective monitor*ng ol" the ecxecution
by the COI or relevant policy changes and improvements, This probably
had to do with the COL's matehing of imports for underubilized capacity
and for agriculturc., Tue nature of the arrangements is nol in the record.
The loan was authorized on March 2dth and cigned on May 13, 19500, [t was
committed to IFY 19ui-67, the first year oi the yet-to-be finalized
Fourth Plan. We felt that tnough this Joan woulu casc India's economic
pinch, we still hed ample bargaining power leit,

The ncw Prime Mindster, Indira Gandhi, viscited the U.8. in March. Ho
further aid commitments were made at this time. The $100 million loan

had been wnnounced in Februarysand Mres. Candhd did not wish to appear to
be Legging Lor more aid. Turtner,the U.Z, wanted morc concrete changes

in Indian policics. A month ufter Mrs., Gundhi's trip, tne Inaien Minister
of Planning, Asoka Mchia, held meetings in Washington with World Bank
President, Georpe Woods and IME represcntatives. Mehua went to these
April-lay mectings with considerable llezlblllty to negotiate new GOL
policy mecasurcs, The negotiations were foreefll, and the minutes of" these
meetinge provid- the basis for India'c new cconomic reform program. The
malin cmphasis < Lone Woods-Menta meetingo (some call. them @ "confronta-
tion") waz on import liberalization, though ocher arcas such as agriculfure,
family planning, ezport promotion and private foreign investment verc

also covered. Devaluation, required before imports could be liberalized,
was diccvensd with the MFP. These diceuwssions had strong U.3. support

and encowsasement., We werc letting the LERD bear the brunt of the con-
ditioning, except for agriculiural policies, though we collaborated closely
with the Banx., In fact the IIRD did not go as far as we wanted on

import, liberalization c.g., it let the Indianc keep the licensing system
on liberalized imports. ‘fhe GOL could later use the licensing system
inctead ot resoriting to fiscal poli:y. MHowever, we feit we had to accept
the package and not reopen the discussions.

Thesc negotiations LUM lndia's new cconomic reform program, provided the
basis for o higher level oi Consortium non-project assistance commltments.
The nigher level ol $U)O HL'JIOH recommended by the Bonk and accepied by
the Consortiuwn in ite May meeting was conditioned on India's exccution

of the policles to wiien it had commitbed itocll, The $00C million would







Ty 1967. The next program loan, for $132 million, was not gsigned
unt.. .2y 1967 though it was part of the U.3. share of 19500 million in
Consortivm assistance pledged to IFY 10C0~67. Part of the delay had to
dc with lack of progress on the Tachkent Declaration. The delay also
arplied to a $70 million tranche for Pakistan. ilowever, we did tell the
GOT earlier it could probably count on thiz tranche. We feli that India
had been taking steps in the ripht direction. 1In January ]967, 33 more
industries had been 2dded to the decontrolled 1ist. TIndia had dramati=
cally changed course in agriculture for the better -- in policy.
adminictrative drive and budgetary priority. We wankted the GOI to take
further steps toward the liberalization of imporis, but measures alroady
taken conld not be tested. The recession ceused by two conscenbive
droughis nad reduced import demand.

The prograﬂ;dCSLatapﬂ naper stated that the proposed lomn did not provide
the U.8. povernment with further leverage to bring about additional
Government, noWIry decisions since it wag part of Lthe ¢onsortium package
for IFY 1966-(7 desipned to Tinance pollicy steps already widertaken. Ve
said that by ~ompleting the 3900 million Censcriium package we viould
ensure continued effective implementation of the import liberalization
progran and lay the basis for discussion with the GOI on fucther steps in
liberalizing imports nexh year, We sald we would discuss all important
polizies with the GOI including the accelerated sgricudtural dcvelopnent
pregram, buh would focuc on two areas -~ future of import liberalizution
end fiseal policies == beranse of their importance and likely Consortium
follow=np. While we would leb the 4" mission take the lead in expressing
concern sboui inflationary pressures, we would support their presentations
and closely follow the formidation of the 10967-08 budget.

e Consortim: had met again 1n Aprii 1967. The members agrecd with an
IFRD accessment, thel Indian self-help progress had been subshantial,
Turther progrecs wag desired in the import ]" a]tzatlun nrogrem, export
expansion, private inveciment incenhive u, . family planning. ‘The

Rank acscecsed an Indian need of another ! 900 Tli.ron iu non-project
imports for IFY 1967-19680 for the continuaiion of the reform program,
plus another $190 million from the Consortium to match a U.5. food offer.
The actual Consorbizon pledging session was not held until November, because
it was important to give an eariy emphasis to food assistance matching and
debt relief,

i
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In May, after the Consortium fuliilled its IFY 1966-67 pledge and agreed
that $900 million should be provided in IFV 1967-68, the GOI announced
additional import liber-lization steps. The liberalization of mainfenance
imports tor the 5% priority inducstries was contlnued and improved in come
detalls, Small units in priorily industries were given the same fecili-
ties as large scalc units. They, too, would get as much as they needed
for production. Certaln aid-financed spare parts were completely freed
¢t controls, and cxport industries were to be glven freedom in choosing
rources of supplye Greater flexibility was given to commercial importers.
Cn the negative side, the list of banned imports was expanded.

The U.S. in I'Y 1967 had exerted considerable bilateral leversge on Indian
sgriculture policles through negotiation of PL-480 vgreements., In the
negotiations preceding the February 20, 1967 agreement, targets ior [FY
1G67-65 were worked out on imports and domestic production of jertilizer,
additional planting under new sced varictles, and nuaber of acres to be
cover.d by minor dirrigation and planl, protection. “vriculturul credit,

rural electrification, bLraining programs [or favmers, cupply of agricnl-
Lural rachinery and *c:iculbuya. regenreh would be l eppad up, and

spccific targels were set for Lthe next two fiscal yeurs., The sgrecment
staved that there would be a timely announcement of food grain support

priccan Separate minutes of understanding were :ipn@d oviside the agree-

ment, The GOIL publicly announced tnis program in advence of sigring the

p

new PL-L&O ogreement to be in a strong position to maintein that the
specilic uolf-help provisions which appeared in the Lgceﬁmcnt merely
creflected ite own declsions. Frobably many of them did. v is diificult

gets.,  The PL-4EO0 agrec=

to dictinguisi: U,J.~lmmosed targets from Indian ta
Iizme:r than they would

r
wents, howsver, made the indian Plon commitmente filzm
otherwige have boeen,

Another PL-4E0 agrcement cigned in June 1967, provided that India would

move more neavily lnto the production ol food crops as comparcd with
aon-food crope in world surplus, Y 1971 acreage targets were set for

food crops. The zgreement also included stoatcments on family planning,
reduction of duties on imported cquipment used in fertilizer plants, efforts
Lo find dooestic phosphoate roek, and =ffechtive nationwide planning to reduce
foud grein losses,

¥y 19F e next, non-project losn, ror $50 million, was aubhorized
in June 1967 out of ¥Y €7 Fupdm, and signed in Getsober, J‘ was the lirst
tranche of non-project assistance for [FY 19607-68 and was to help India

continue the econcmic reform progrem which commenced in LQLC. The loan
paper stated that while no specific GOT rollci'a vowld be uniquely linked
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to the loan, we expected to emphasizo import liberalization, added stepo
wherc possible toward further relaxetion of administrative contbrols over
industry, and continucd cfiorts to increasc agriculbural production,
particularly maintcuance of the fertilizer import targets proviously agreed
to in PL-USO negotiations.

At the Hovember Consortium meching the donors eccepled an cobimate of $T50
million, 2o opposed to the carlicr csiimabe of $YO0 miilion, in non-
roject assisiunce i Lhe roequircment for I 1967-08,  Tne Indion recco-
sion had reduccd demend for iaports.,  bub withcuatl an ILA replendohment,
India would probubly obiain only $943 million, Cther donors would coutri-
bute the same amount, ac the precediog yoer. he Consortium in 1ts roeview
of Indian policics and programs crphasized ggriculburc, lamily planning,
exports and defense expenditurcs,

A third supplaacnt to the February 1907 PL-ittso wercement (o sceond in
Sepbember reaflirned corlicr celf=help provisions) wes signed on

December 30, 1007,  Uhere hod been a long delay over nepotiation of poll-
cles snd turgels.  Scerchury Frecman went vo India agoin duclng the
negotiations., ‘'fhe self-help mewcurcs negotiated were Licned din bhe agroemoent.
They include muintenance of government procwrement pricc levels cven il
procurcment targehbs were creceded, and creabion of buifcr stocks wus quickly
as conditions would allow, The hoped for buffer ctock target wos 3.5 willion
tons by the full of 196, lurgets for Iertilizer availability, acreage

to be planted under nev seeds, crop protection und irrigacion ducing 1FY
1966-69 were set down.  The Us.S. after much oifort was unable to obialn an
Indian commitment Lo abolicn fecod zoncs, ox on spueilic torgete for butlfer
stocks. Ve did cofuce Lo aceept india'c propocul Lo reduee o Perbilizer
consumption turget lrom 2.6 te 2.5 million tons for IFY G0E-0Y; and

Indin did muke o first cvep toward liberalizatlion of focd zonmes in late
March, 1964,

In March, the Miccien cubmitted @ request for B2y million to raise U.O,
program aid Lo India in IFY 1967-05 to 299 wmillion, including an Bxport-
Lmport Danl loan of #20 million, "The U.S, conéribullon was over $100
million lover than in the past ycar while other donor contributlions,
excepl for the Italian, remalned bthe some or slightly higher.

The $225 U.. million program lown wur nol conditioncd on speellic velfl-

help actions, bub the Indians woere expeclod to continue along tue lines

of the 1960 Voods-Mehin ogreement, Ho [urther cteps hwl been Laken Loward
import literalivation, but nclther the U.U. nob the TERD faulbed india,
particularly o there had been a slow down in Concortium pledpes of
assictance. The loan was signed in May 1905 Lo be applicd to the ITY

wvhich had cnded Marel: 31, 1t WOulg finence imports in thal year retroactively.
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The India Consortium met in May 1968. The major concern of the members
was poor Indian export performance. Many countries including the U.S.
could not make pledges at that time. The IBRD estimated that India
required about $950 million of Consortium essistance during IFY 1968-
69. The first $100 million was met through successful conclusion of
debt relief negotiations,

FY 1969, A $23 millicn U.S., loan for fertilizer and fertilizer
mixtures was authorized in June 1968 and sigaed in July. Another $194
million lcan was approved in November and signed in December, It
included an eariier request for $50 million for fertilizer which had
not been approved by the President in order to leave options open to
his successor. The $194 million loan brought A.1.D. non-project loan
commitments to $217 million for IFY 1968-1969, the lowest level,
aside irom the war year,since the beginning of A.I.D. progrum lending.

Another PL~LE0 agrcement was negotiated in the fall of 1968. The self-
help provisions were to include additional storage facilities, incentive
prices, and the strengthening of irrigation, asricultural research and
farmer credit.

Thus far the GOI had maintained the liberalization program despite

(2) the total unavailability of IDA funds in 1968, (b) the fact that
the bulk of the U,5. portion of assistance for IFy 1967-1968 was not
made available until after the close of that year, and (c) contraction
in the assistance pipelire. The Consortium-recommended $950 million
of non-project assistance for IFY 1968-1969 was unlikely to be forth-
coming. We now hoped India would maintain its import liveralization
program and high fertilizer imports., We did not expect further
liberalization at a time of lower assistance levels and an uncertain
future.

ANGLASSIFIED
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III. THE PRINCIPAL 1ISSUES
A, Did A.I.D. Try to Exert Leverage with the Program Loan ?

A.1.D, did try to exert leverage with the program loan, although A.I[.D.
did not usually choose to have speelfic self-help condltlons included
in program losn agrecments. Ve would often wait until the GOI had
taken actlion before signing o loan agreemcnt, For instance, the GOI
made a firm commitment to encourage foreign private investment in
fertilizer plants befors the $50 million fertilizer loan of January 1966
wvas signed. India devalued in June 1966, before a $150 million program
loan was signed. Signing the loan agreement would then be s reward

for past performonce, less @ commitment for future action. The U. S.
also tried to obtain leverage on Indian performance by pledging an
overall amount of program lean lunds to each Indion {flseal year, and
maintaining a "continuing dialogue" with GOI officials. Turther, total
Consortium offers of non-project assistance were intended to provide
leverage. The GOL expected Consortium non-project assistance to
average at least $900 million annually, beginning in 1966, Actually,
it hag averaged much leos,

fhe IBRD took the lecad in recommending lndian policy changes and targets.
Betore Consortium non-project asslstance was committed for the next
Indien fiscal yecar, the Consortium would evaluste Indian achievements
and commitments for future action. Indian shortcomings would be
discussed with CGOI officials at the Consortium meetings, and policles
would be recommended. FProposed actlon or torgets were not, however,
linked to cpescific loans,

The U, S. did try to tle leverage on future polieciecs more closely to an
aid instrument in PL-480 negotiations from late 196% on. Annual quanti-
tative targets such as for fertilizer distribution, and scres to be
planted under new seed varieties or to be sprayed with pecticldes were
agrecd on, us well as qualitative targets such as commitments to bulld
Central Government buffer stocks or maintaln incentive food graln
procurement prices, Scmetimes these commitments would be listed in a
PL-480 agreement under Indian self-hclp actions planned. There were

in some instances minutes of uaderstanding outslde the agreement,
setting down agreed policies and targets.

I 133
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B. Did India Perform?

Indian self-halp performance since 1945-66, when the new econcmic reform
program weas introduced, has been mixed, but performance has been more
good than bad. There has been a significant reorientation toward
emphasis on agriculture and away from extensive controls over the
economy. Less than satisfactory performance in some areas can be
explained by the two consecutive and serious droughts of 1965-66 which
brought on industrial recezsion., Further, India has ireceived less non-
project asgistance than anticipated, and future aid levels are uncertain.

GOI officials have been less than convinced that some U.S. and Conscr-
tium recommendations are worth carrying out for ideological or other
reagsons. This is true of extensive decontrol oi induslriel production and
strong encouragement of private foreign investment where there have

Leen powerful idcological consiraintec, India has preferred to conccutrate
on import substitution as opposed to export pramotion., Abolition of

food zones was “dfficult in a period of scarcity, and the problem was
sggravated by he political relationships among the states and between

the Center ard Btate Governments., Import liberalization and decontrel

of' the domestic industrial structure have not proceeded as much as we
would hav. liked. Inditial steps were taken in both these areas but the
further stens expected were not.

India has been very successful in other areas, often going beyond targets
set, e.g. on fertilizer imports. The transformation of Indian agricul-
ture -- IFY 1G67-1968 was a record crop year -- has been almost phenomenal.
The distribution of large quantities of fertilizer to Indian farmers,

for which the U.5. exerted conuiderable leverage and provided a good part
of' the financing, has been important for this success -- so has the new
enphasis on support prices, new seed varieties, plant protection and
irrigation. Another program which has made considerable headway iz the
family plenning program tssisted by the U.S. and other donors.

India has definitely performec better since increaged pressure was put
on the GOI starting after the 1965 India-Pakistan war. Part of this
improvement is due to incressed U.S. end Consortiun leverzsge, and part
to the fact that the fudiuns became conwinced that the reforms were
necessary. The two years of drcught served to convincee them that agri-
culturel production must be given top priority, and alfter the war they
were couvinced that they were tos dependent on outside assistance.
Higher commitmenus of non-project aid did-enable the Indians to devalue,
to cerry cut some measures to decontrol, and to push agricultural
development.
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C. Did A.I.D. c¢btein leverage?

A.I.D. did obtain leversge though it is sometimes difficult to attribute
specific self-help performance to the leverage of either the U. o., other
membersg of the Consortiwm, or the IBRD, from what the Indians : rould
have done anyway. The leverage process wag one of gradua’ perguauion
over a period of time. The Indians wouid eventuslly becoms conviaced
that policies the donors advocsted wers in their owm interest, and

would present them az Indien policics which cratly untied to
specific program assistance agreement.. i r, £.1.0, olten waited
for the 30T to take specific actlon balors iny a lcan egreement.

ners havs ot been sue~
Jhe policies we nave

other
e all

ETest.

As indicated in section B
cessful in getting the ¥nd
advocated, but we have made great p
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D. Cen A.T.D. Leverage be Attributed Specifically to the
Program Loan?

A.I.D. leaverage can ve attributed to the program lcans as thay have
constituted most of A.1.D. assisitence during the time we btried to exert
leversge. Leverage has been applisd during progrem 1oan negotiations,
but also throughcout the year in a "eontizuing dialcgue” with GOT offi-
cials which hag been informal for the most part. Ve could probadly

not nave obtained the ieverage without the program lcan, even it our
total assistence Level had been ag high. The vprogram loan financed

the Tndign economic reform program the way project ssgistence could

not. Further, as cae A.T.D. official said, program assisfance is desired
ebout six bimes as mich ag projecl assistance. Project assistencc i
more easily cbtained elsewhere, and project funds do not wmove as guickly.
Of course A.T.D. has oblazined Lﬂvnr%gb from project agsistance toon, for
instance on the family plamning progrem, fertilizer marketing, and the
dissemination of improved seeds. TFurther, ss mentioped previously,
PL~480 negotiations proved to be an important source of leverage on
Indian agriculture programs.

Iv. pETERMINANTS OF LEVERAGE

A. The Conditioning Systen

1. Specificity of Conditions

fertilizer availability

Some of the sgreed targets were gf ecific e.g.
g = &3S bl
=) given Indian fisecel year,

and acres to be planted wnder ney geeds in
v
ﬁ{-« N
. w’ CONFIDENTIAT,
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or by the end of the Fourth Five Year Plan. These targets were agreed
on in World Bank-GOT meetings (particularly the Woods-Mehta meetings
of 1966), and in U.S. negotiations of PI~480 szgreements. The targets
were not tied to specific program loan sgreements which were

not ¢ycled to the end of an Indiean fiscal year. Some of the specific
targets were not necessarily 1.3, or Consortium imposed conditions

but Tndien Plan targetz. ‘The donors might have influenced the GOI to
et plan targets of a certain magnitude, but the targets had usuvelly
bacome accepted by the Indians by the time an agreement was negotiated.
Other conditions, such as encouregement of private foreign investment,
were not specific and lacked definite time limits, although the GOI
was aware of what the doncrs had in mind.

2. Number of Conditions

The U.8. and the Consortium usually emphasized only a few arecasg at
crce though many areas would be discussed. Starting in 1966 the two
areas of emphasis were import liberalization and agriculture. IHore
recently we have put more emphasis on export premotion. Most eupores
cormected with the India program are convinced that you can only push
e or two areas at one time, especially when a few GOI officials may
iave o persuade a large number of others to accept new policies.

3. Policy Arces in Which Txerted

Partiy because of the types of policies we have tried to influence,
Quanticative conditioning, target dates, etc. make less gense than

Tor inatance 1n monitoring stabilizaticn indicators such af money
supply, where more constant surveillance is necessary. The changes

we pursued in India recuired pressvre over a long period of time.

Vie were seecking broad policy moves in the "right direction"” over a
period of years. The Woods-Mehta negotiations were to influence the
perind of the whole fourth Five-Year Plan, 1966-71., This is perhavs not
the whole answer to the relative lack of quantitstive conditioning

in India. India's strong pelitical sensitivity tc outside pregsure and
our resultant insbility (or wiwillingness) toc set guantitsbive or even
quaiitative tarpets agsociated with more formal reviews and subsequent
tranche releagsss are impertant. Indian desires for neutralisy and
pceeptence of aid from both Fast and West must be considered. As

Ffar as 1ndian sensitivity and fear of political and public opposition
are concerned, a tighter conditioning eystem would need not be

made public. However, there would be grave dangers of public dis-

closure of such & system.
»TH
v In ‘\.
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4. Rigor of Condition Enforcement

Negotiation and authcrization of program loans were not explicitly
linked to Indian performance. Once loans were authorized and signed,
there were no conditicned tranche releases cr threats of withholding
or desbligating funds il Indian performance were £Subs sequently unsatis-~
factory. There was the in@licit/unwritten threat of delays or
raductions in size when new loan negotiations would be undertaken.
Separate loans were called "trancnes” of an IFY commitment, but they
were not tranches in the LA gense,

5. Dissipation Through Time

Iererage has dissipated now becsuse the Indians have beccme hesitant

to initiate pollcy changes and then not receive program loan funds at

the time and in the amount expected. Beth the Tndians and members of

the Mission staff were saying in 1968-69 that we can expect to cbtain
1little leverage now that cur assigstance hag dropped and future levels

are uncertain. A top Tndian officiasl said in the summer of 1968 that the
GOT wowid no  longer subscribe to "forward conditioning.” We said in
response we have never required "forward conditioning" but have based
our agsistance on pasl performance.

B. The Loan
1. Size of the Loan

The progrem loan has completely dominated A.I.D. assistance partic u.arlj
since 1965, 7he loans have been highest of any recipient in zbsclut
terms, but lowest per capita. Program loans have averaged less ticr
107% of Indisan imperts -- avout aversge for the mejor pregram ican
recipients. Poth total U.G5. (including PIFLCO) and total mltilateral
aid to India have been highest of any “e_Jplcnt both in absclute terms
and in termg of Indian imporks; total aid hss been lowest per capita

2, Directinn of Change in Loan Size
The U.S. level changed from zn aversge of about, $P30 miliicn prior to the
1965 war, to a low of 00 millicm in . 5-56 (in terms of commitments o
Tndian fiscal years), and then o a u]"h of $382 million during the first
vear of Indis's econcmic raform program, and §$27% million the nexb yuar.
Tn 1965 it dropped to $217 million. The increage in size in 1956~AT brought
improved Indian performance. As indicatad ecarlier, greater U.S. non-projoect
assigtance (aLonp with the larger commitments from the other Consortium
wembers) nelped Tndia carry ou’ iwport liberalization and give a new emphagi
to agriculiure. he low level i iﬁniréé helped encourage the Indian economic
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As the Bell study gradually exposed Indian planning inedequscies, both
the U.S. and other donors shifted from o position of accepting Indian
policies as more or less adequate, to one of vigorously pushing Indian
reform., The issues raised in the Bell report were discussed at all
Congortium meeting

g ac well as bilaterally by the BanX.

The Indians did not make significant policy changes until 1966 when the
Woods-Mehta confrontation took place. This confrontation, and the speci-
fic reform plan nepotiated was a culminetion of a few years of pressure
primarily by the U.3. and the Bank, but by the Consortium as a whole as
well. It was an important turning point, The aid donors in the years
folicwing the confrontation have made a concerted effort to keep the
Indian economic rel'orm program going in the right direction. Tn this
ef'fort they have succecded quite well,

The IMF has also played a leverage role in India. It has esieblished
three Stand-by ocgrecments with India since 1963 and has supgestzd reforms
primarily in fiscal, monectary, and exchange policies. IMurther, the IMF
has exerted influence a3 part of its Article XIV reviews and in regponse
to India's request for tranche releases. At the time of the spring 1966
Bank-G0I meetings, the IMF worked with the GOI on the devaluabtion which
took place in June 1966. The U.S. supported the IMP's moves. We were
clearly in favor of the devaluation which was not something the U.S.
could push bilaterally. It is unclear how much pressure the U.S. put

on the IMF to encourage Iudian devaluation. The leverage web in India
is tengled., Separate identification of leverage with any one donor is
difficult. The whole was more than its parts. The U.S. had dmportant
influence as the largzest aid denor, and we had much to do with determining
the areas in which the Bank, Consoriium and IMF exerted leverage.

2. International Politics

India has tried tc maintain nentrality between Zast and West. The USSR
and other bloc countries have had a substantiazl aid program in India
which had cumulated to about $1.9 billion through CY 1967. The GOI

is somewhat able to play oif the Bast against the West. Bach block
wishes to have an influence in India ang does not want India too
dependent on the other. ?ﬁ§¥
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3. Domestic Politics

Obvious U.S. or other donor pressure on the GOT would cause it great
problems politically, not just with the copposition parties but within
the Congress Party as well. The Indians are very sensitive to outside
pressure. A further limit on leverage is imposed by often difficult
Center~State relationships. The State governmencs, for instance, have
primary responsibiliiy for the development of agriculture.

D. Perscnal Touches

From 1965-~1969 the President of the United States himself played an
important v~ie in the leverage process with the GOI. He personally herd
up progran loans and PL~U80 agreements because of dissatisfaction with
the progress of Indian economic reform, particularly in agriculture.
The President held up authorization ol agreements not just to exert
leverege on Indien economic perfermance. Dissatisfaction with Indian
foreign policy, especially concerning Vietnam, was important. (0ften
A.I.D. and the USDA have not known specifically why authorizations have
been held up by the President.) Members of the U.S. Country Team in
Tndia have differed considersbly over how forceful we should be with
the GOI.

V., CONCLUSIONS

1. The bilateral A.I.D. negotiating strategy in the cese of India
cannot be analyzed independently of our reletions with the other Con-
sortium members, in particular, the IBRD.

2. The conditioning process in India, bilateral and multilsteral,
included continning dialcogues, armual negotlations and negotiations
agscciated with gpecific loans. A.I.D. and the other donors were
generally satisfied with the framework and promise of the Third Plan.
Doubts as to the efficacy of Indian plenning increased after 1663 and,
in early 1966, the IBRD (with A.I.D.'s agreement) negotiated a set of new
%uidelines.for GOI development policy. Bilatersl and multilateral

everage since 1955 has largely fcllowed that cutiine,

3. The ease with which committed loansg were relesred in India
without performance review, even after 1966, contrast with the rigorouas
trandie-reiease nicchanism installed in Tatin Amerira. But the comparison
ig deceptive. Mipghting issues in India were generslly focused on GOI
policy, and loan agreements were delayed pending COI action., The
Americen "presence" was probably as evident at The policy level as it
was in Latin America. In India, it preceded rather than fullowed the
loan commitment.
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4, Bilateral discussions focuced on only two or three discrete
s throughout the program lcan period. The GOI was certain of

issue
A.I.D.'s priorities br seif~help performance, and performance since
1966 has been more good than bad,

5. A.I.D.'s att-niion was cu development policy, since the
monetary and fiscal szcccunte were ressonably stable ~- mcre than could
be said {or most program lozn recipicnts. I India had been suffering
from serisus inflation, A.I.D.'s attention would have been diverted to
stabilizaticn policy and the conditicning mechanism might have been

different.

6. The PI~UB0 prepgram substarntially reinforced A.I.D.'s hand. In
fact, improvements in agricultural policy were linked specifically to
the FPI~480 agreement, and A.I.D. succecsfully joined these to the fer-
tilizer conditions (which were either explicitly or implicitly asso-
ciated with the program loan) to dcvelop a substantial influence on
Indian agricultural policy.
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I. INTRODUCTION

In absolute size, program assistance to Pakistan represents the third
largest A.1.D. effort in loans anthorized, and the second largest in loans
actwally released ($794 million for FY 1962 throwgh FY 1968). While the level
of loans to Pakistan amownted to only one-half of the similar assistance to
neighboring India, program assistance per capita was twice that available
to the India economy. Viewed as a percentage of imports, program aid to
Pakistan approached the highest granted to any comntry receiving program
locans; it averaged 11 percent for the period.

The U.S. program loan experience with Pakistan is unwswal in three
respects. First, the negotiations over program loan conditions in FY 1962~
FY 1968 were condveted with a single, stable GOF regime.* Secondly, 1.S.
assistance to Pakistan hes been formally coordinated with other international
aid sources, those organized in the Consortim led by the IBRD. Finally,
while a variety of self-help measvres have been wrged »wpon the GOP dvwring
the period wnder stwdy, there has been a greater concentration than in almost
any other conntry case on a single objective; import liberalization.

This high degree of conceniration on import liberalization was dve to
two major circwmatances. There was a lesser need than in many comntries for
pressing for a wide range of objectives since, in generel, the economic
planning and economic policies of Pakistan had been reasonably satisfactory.
On the other hand, as a resnlt of stroctwral changes in the economy, the need
for increased amownts and greater [lexivbility in the import of raw materials
and spare parts wes a most compelling one. Their liberalization, however,
was not easy to achieve becawse of certain risks inherent in the poiicy change
and the strong opposition of certain vested interests that received large
profits vnder the import licensing system.

The strmctiral imbalance that characterized the Pakistani economy in
the early 1960's ~~ and which made import liberalization swch a geriomgly
needed step -- can be traced in large part to the import licensing system
sstablished in 1952, 1In that year a foreign exchenge crisis resnlted in
setting a rigid and detailed import licensing system for Congmer Goods,
Indwstrial Raw Materials, and Spare Parts. The interpretation of "essentiality"
in the allocation of import licenses was s'eh as to give the lowest priority
to Consmmer goods, a higher priority tc raw materials end spare paris, and
the highest priority to capital goods. Tais allocation policy, compled with
high tariff protectien, resnlted in repid growth of many domestic consvmer
goods indwsuries between 1954 and 1959,

* This stndy covers only the period of FY 1962 tkrowgh FY 1968, Conseqrently,
the swbsegnent major political chengesz, important as they are, are not
considered.




Cne of the elements determining who got raw material licenses was the
capacity of the applicant's plant which wonld »sce them. This was a bnilt-
in incentive for excess capacity and a drain on scarce foreig: exchange to
provide it. Historicsl impcrt petterns alsc continned to play a role in who
got the import licengses. And, with an overvalwed exchange rate, the high
profitability of import licenses conld swpport swbstantial oribes. Moreover,
the wge of a complex system in an economy rmdergoing rapid change inherently
enconntered many seriovs administrative problems. A major resnli of these
forces, despite some improvements that had been made in the system, was a
serlons shortage of nesded rav msterial imports for the operation of exist-
ing indvwstrial capacity. These shortages were reflected in part in the com-
position of raw material imports themselves. An AID Mission snrvey of seventy-
two plants in the fall of 1962 concinded that nearly eighty per cent were
operating at only one third of capacity, and eighty-seven per cent cilted the
insnfficiency of imported raw materizls as the main reason.

The sitwation seems, psrticmlarly in retrospect, to have clearly called
for impert liberalization. It is trwe, of conrse, that frrther major im-
provements in the import licensing system conld have mitigeted at least some
of the imbalances in the import pattern. Bwt a greater role for merket forces
wag plainly dssirable. ({De-valnation as a partial alternative raised a nmber
of special prcblems and, as a practical matter, was considered a less ngefnl
negotiating objective. Consequently, it is not consldered in the rest of
thig paper.)

Program loans, which were just coming into major wse in the early 1960y,
were obviowsly a very good instrment for achieving an increase in volvme and
fwmprovement in composition of raw materials, components and spare parts (i.e.,
maintenance imports). Increased project aid, of conrse, conld not accomplish
this. Progrem loans, thns, not only provided a means for exercising in-
flmence in getting the needed policy changes, bwt provided, at least in part,
the wherewithall with which to actwally carry ont the policy of liberalized
lisports.

Deaspite these factors -- which donbtless do appear gomewhat neater and
clearer in reitrospect -- a major exercise in the wse of inflwence was necessary
to indwece more liberalized import policies. Advice from varions ontside ex-
perts was sometimes conflicting in the degree of emphesis it gave to varions
policy instriments and this presented the Pakistani pollcy makers with some
roal provlems of cholce. Yncreased import liberalization, aven if carried
o1t gradnally, carried inherent risks of depleting foreign exchange reserves
4f the demand showld torn ot to be greater than estimated or if the snpport
of program lending shonld be sibsegrently rednced. And one cannot overlook
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the pressnre of certain vested interests that made iarge profits from their
preferred position in obtaining import licengez. And others, the State Bank
in partienlar, opposed any changes in the price of imports. Moreover, many
political lcaders cantioned againgt vndertzking whet they considered to be

a risky and 'nnecessary departure frow established policy. The stage was
set for a clasaic test of the ability of progream lending to indnce reform.
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II. CHRONOLOGICAL SUMMARY OF PAKISTANI EXPERIENCE

4, Pre-1962 and Comparison with Non-program Asslatance

Prior %o 1962, most of the aid given by the U.S. to Pakistan was in the
form of defense support and project assistaace. Defanse support was eliminated
as a form of aid in FY 1963; project aid contimmed at high levels »ntil FY
1964 and fell to low levels. thereafter.

FY 1962 initiated a drematic shift from greats to loans, a change dominated
by the introdnction of program sssistance. Between the periods, 1957-61 and
1962-66, the per anmm level of grants fell 51% while the anmmal loan level
rose by 95%4. Tn the earlier period loans represented zome 564 of U.5. aid
obligations; this figure rose to more than 834 of the annnsl aid package in
the later peiiod.

PL 480 aid was already at a swbstantial anmal level prior to 1962 (abomt
$6/ million). Dwring 1962-65 it rose sharply to an annmal level of $166
million, an increase of 160% over the earlier period.

~ Thronghont the period, the U,S. remeined the single lergest aid donor
to Pakistan, contributing 40-45% of all foreign assistance. The next largest
donor has been IBRD/1DA, accounting for sgome 16% of the annnal package., Other
Congortimm members, especially Germany, Japan, the United Kingdom, and Canada,
have provided 36-39% of the annual assistance program.

B. FY 1962: $90.0 end $42.0 Million

Two program loans, for $90.0 and $42.0 million, were made in support
of Pakisten's generally accepteble second Five Year Plan, 1960-1965, and were
not linked to any specific conditions. The level of aid was based on external
resonrce requirements, particnlarly for meintenance imports. In the program
loan dociments, reference wag made to recent Pakistan performance in intro-~
dweing import liberalization measnres and in the governnent's declsion to
increase its emphasis on agricnltnral development, These loans were made as
part of the U.S. commitment, pledged at ths January 1962 Consortiam meeting,
to make $240 million availabls in support of the second and *third year (1961.-
1963) of Pakistan's Second Five Year Plan (1960-1965).

C. TFY 16963: $30.0 and 37075 Million

The first loan, of $30.0 million, was in further fnlfillment of U.S.
commitments %o meke available a total of $240 million in commodity aid in
support of the Plan, a3 stated above. Althongh there were no gpecific con~
ditions referred to in the loan paper, there was a statement to the effect
that the Jamary 1963 GOP decision to increase licensing of indnstrial im-
ports to 100 percent of the 1961 import level, "presipposes foreign financing
of the magnitnde projected by the Planning Commission."
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The cecond FY 1962 lcan (£70.5 million) was additional snnport to the
government's Plan remmirements for maintenance imports. No specific con-
ditions were stated in the loan dowiments, i reference was made te the
fact that the i3 was reqired to swpport import liberalization efforts.

D. Iy 1864: $100.0 Millioar

The first expiicit vse of the program loan as an instrment of leverage
ceme with the $100 million loan of Jawary 1964. This loan was directly linked
te lmport liberaliszation for major iron and steel categories. The negotia-
tlong on the losn had been preceded by the USAID study noted above on raw
usterial shertages and excess capacity and by extensive, continmiing USAID-
Pakistani dlscussions of the need Tor a reformed commercial policy system.

A nore specific argument was thet, with rising Pakistani foreign exchange
ragerves at that point in time, it wonld he difficvit to Justify a larger
program losn wiich might primarily be a contribmtor to those reserves. This
circnastance strengthened the case for some import liberalization and, at the
same time, redwced the risk of foreign exchange depletion.

The Pakistanis, who were nrot preparsd for = fmll-scale liberalization,
proposed that for the first nal® of 1964 there be free importetion (i.e., no
license reqnired) of pig iron, tin plates, billets and strips from the United
States. These limitations reflected a fear that, even for this limited
liberalization, there might be a demand substaatially greater than the AID
{inancing throngh the program loan. On the U.S. gide, there wus concern that
starting with a partial liberalization carried risks that some of +he momentum
for reform might be lost. 0On balance, however, the U.S. conclused that the
limited liberalization wonld prove snfficently gnccessfnl to enconrage bolder
steps at a later date. The end reswlit was a $100 million loan (compared to
the regnest for $130 million) of which $90 million was tc be wsed for im-
portation from ths U.S. of the liberalized iron and steel items.

E. T[Y 19645: $140 Million

The U.S. juigment that limited lineralization in conjunction with the
FY 196/ loan womld increase the momentwm was jnstified. The FY 1965 liberal-
ization was a long step forward.

¥ Mnch of the information ‘through FY 1965 is drawn from "A Case Stndy

of Import Liberalizatlon in Pakistan", duted April 2, 1965, which was
brepared by the USAID Pskistan. To avoid cumbersome footnoteg, no
special citations are made even in thoss cases, of which there are
goveral, where nearly direct notetions are nsed. This excellent
stwdy gives every internal ev;qﬁﬁcerof being a nerceptive and acenrate
description and. assessment of eévents;. it 1s also judged to be snch by
participants in the analysis and negotiations of the tiue.




The U.S. held to its position in the negotiation leading up to the FY
1965 loan that greater import liberalization was an ecsential part of the
justification for continning large-sca.e prograzn lending. These views were
concerted with IBRD officials. By March 1964, the Planning Cormission
economists were convinced of the desirability of further liberalization.
(This, incidentally, provides an interesting element of one important facet
of exercising inflnence -- governments are not monolithic and working with
one element of a government can often lead to a broadered base.) The
IBRD/AID position was that only a broad liberalization comld jnstify the $200
million of Consortinm commodity assistance being somght by Pakistan. Other-
wise, the maximm jwstifiable level wonld probably be at most the previons
year's level of $120 million ($100 million from the U.S.), or possibly less.

The Government of Pakistan was deeply divided on the issue of decontrolling
imperts. The man who resolved the conflicting pressures of ingistent demands
for import r<foirm3, on the one hund, and domestically divided comnsel and
opposition on the other, was Finance Minister Shoaib. The nature of his
negotiations with his colleagies is wnknown. Bnt the regnlts are clear.

Mr. Shoail was geniinely interested in making the liberalization as broad
as aid financing and Pakistan's own foreign exchange wovld allow. He songhit
a minimm firm asstrance of $170 million of commodity aid from the U.S. and
the IBRD and asied for an assurance that AID woild sipport the program for
at least three years. AID responded by asswring that it wonld "gympathetically
examire" a program loan spplication for $140 million for FY 1965 and womld
also "carefwlly consider" progrem loan applications of »p to the same amont
for FY 1966 and FY 1967.

After what the Mission describes as three exhansting weeks of negotiations
in June (1964), the apgreed package was that Pakistan wonld effect a gnbstantial
liberalization covering a% least raw materials and spare parts, wonld finance
Free List imports from its own resonrces, and wonld impose additional taxes
on newly frezd items of abowt 10 per cent. The U.S., as already noted, would
consider a $140 million anmal program loan for three yearsa.

In his Jwne bmdget speech, Finance Minister Shoaib annownced the import
libera’ization policy. On Jnly 2, 1964, the government pnblished a decree
removiag licensing req irements for a total of 51 categories (inclnding nearly
all indwstrisl raw materials and spare parts) and on July '4 applied snrtaxes
of abont 11 per cent on newly liberalized items. At the Consortinm meeting
shortly thereafter, the U.S. pledged a $140 willion program loan and the
actual loan agreemeni for FY 1965 in that amonnt was signed in December.




. FY 1966: $50.0 and $70.0 Million {from FY 1966 funds but made in

FY_1967)

There was a long gap between the program loan of FY 1965, gnbstuntially
agreed to in June of 1964 and signed in December, and the first loan of FY
1966, which was not signed nntll May 4,1966, A nwmber of factors accovunted
for this, inclnding the late appropriation of AIY funds, whichk were not
available antil the fall of 1965, Bust, the major reason for delay was the
India-Pakistan hogtilities which broke ont in Septerber 1965 and the U.S,
decision to withhold economic asgsistance from both participants until
hostilities ended. In December 1965, the Presidents of the U.3, and Pakistan
conferred and in January 1966 the Tashkent Declaration was rigned between
India and Pakistan bringing hostilities to a halt and laying ths gronnd-
work for a resnmption of assistance negotiations.

In March 1966, a lcan of $50 million was presented for approval in re-
sponse to the cessation of hostilities and the snbaegnent disengagement of
military forces as well as to balance the $100 million loan that had been
made to India; the loan was signed May 4, 1966, The war and bad harvests
had led to a deterioration in Pakistan's development program and this loan
was considerad interim assistance to meet the most nwrgent import requirements.
According to the program loan dociment, the loan vas svwbject to certain
"uderstandings" (which were not really strict conditions), to wit:

"*. Highest priority will be given to the allocation
of domestic and foreign exchange resomrces to
¢evelopment pirposes, and this priority will not
be sacrificed to an arms race.

"2, The proceeds of these loans and substantial amonnts
of other foreign exchange resomwrces will be allo-
cated to finance items needed to secnre fmiler nse
cf existing capacity, ac opposed tc nse for bmwilding
new capacity or increasing reserves."

In June 1966, a $7C million loan application was swbmitted and the
agreement was signed in Mmgnst. This loan vas regarded as a six-month
slice of a contemplatad $i40 miliion in comrodity lendirg for FY 1967.
(This first loan was made from FY 1966 fmds.)

G. FY 1967: $70 million (exclusive of the $70 million from FY 1966
frinds)

TLe program loan for FY 1967 was, in offect $140 million, made wp of
two $70 million tranches. Althowgh the first of these was, as noted above,
actnally made from FY 1966 funds, the basic rationale as well as the actnal
time of signing pnt both tranches in FY 196.. It will be noted that the
amonnt of $140 million was the same as that for FY 1965 and corresponded to
the earlier nnderstanding with Finance Minister Shoaib.
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Lstan pericrmance

The second $70 millinon wap wmade conbi o
stovation tha development
-1

in the areas of lwmport literalization and ¢
badget. It wasg steatad in the Jozn paper ﬂhc formesr decision is affected
by the loan "far mora® then the latitar, P indicated that it planned

to reestabliub in FY 1967 the seme free list of 56 items originslly proposed
for FY 1966, tmt unish wes not Insiemented. It fwriher indicuted that it
wonld b:dqu {“v,mwn"ﬂ;' 07;31éitur;s For FY 1907 at 1,079 miilion, slightly
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nndar the | the Plac bmt 46 vercent over the /Féduced/FY 66
dﬁvc1orment s3] % L Derenuw expenditires were planned to be redsced from
$569 millicn in FY 900 (5 L% QZP) o $472.5 willion in ¥FY 1967 (4.2% GIP).
In swvpport of itg liber o bion int *nuion the GOP egtimated 1t reumired
$180 million in commeodi y aid in FY 1967, A‘ the time of the loan, the GOP
reguested U,S5. asstrances uhat the second loan wonld be fortheoming so that
there woild be sdzguate external financing to espport the anticipated increase
in imports resvlting froin the liberalization.

Prior to initiating thes second $7¢ miilion portion of the loean, there
were bi-lateral discrsglons between Pakistan and the U,3. regarding the
conditions stated above. The U.S. position on these matters was developed
for the forthcoming July 1966 Consortiwm meeting, as follows: (1) ". . . the
major foens" showld be on import liberalization which is ‘the "central inmediate
economic issve;" and (2) "as regards defensge expenditnres, we believe Pakistan
has shown responsiveness to concerns we have expressed" bat that nevertheless
this topic shosld be considered within a mmlti-lateral cont.oxt.

The second losn for $70 million was swbmitted in Jarmary 1967 and was
signed in March 1957, The loan docwment stated that on July 1966, the GOP
had introdhiced u free list of gixty-gix items bnt that it wasz hedged by
nmerons regtrletions e.g,, commercial importers were restricted tc only 40
items on the free list. Then in December 1966, the State Benk isswed a re-
giirement that all free list imports financed by Pakistan's own foreign
exchange wonld be swbject to advance approval by the Bank, in effect a
partial reintrodvction of licensing procednres reflecting concern at a drop
in foreign exchange reserves from $226 million to $146 wmillion from the first
to the fonrth querter of 1966.

At the time this loan regwest was gtbmitted, the Mission stated that
development expenditvires may fall short of targets and that the impori
liberalization program was being implemented more slowly than had been
hoped. Despite these gualiflcations the Mission concinded that ™inder the
circimstances" GOP performance on import liberalization In the first half
of FY 1967 "compled with the statement of intended action in the second half
of the year appears to be reasonable fmilfillment of the original U,S.~GOF
understanding of import policy in connsction with the second $70 million
loan." In regard to bioth defenge expenditnres and import policy the Mission
conclnded that "on balance" GOP performance mests the terms of the earlier
vnderstanding,
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H, TY 1968: $25.0 and $115.0 Million

Two program loans were negotliated for FY 1968, making wp a total package
of $140 milllon, which again reflects the level of the serlier wnderstanding
with Shoaib. At the Consortivm meeting in London (Msay 1967) and in its
program swbmission, A.7.D. offered to consider providing $140 million in
commedity assigtance deuring ¥Y 1968. The first 925 million was committed to
tihe partial fwnding of fertlilizer requiremsnts and was signed in October,
1967 Tha prrpose of this loan -sag to gwpport Pakistan':c comprehensive plan
to achiave gelf-gulfieciency in food-grain production by 1970. The loan was
conditioned on the (\0P'sg gecvring an equal amont for fertilizer imports
from other scmrecea, on "continned good performance in expediting domestic
prednetion, and on improving the distribntion of fertilizer and pesticides
throwgh the private sector.”

In Febraury 1968, a program loan regquest for the remaining $115 million
was sibmitted For Washingtor approval. In an AID/W NESA Advisory Committee
Meeting held in Jumary 1968, self-help measmrss were discissed dealing with
import policy, credit policy and the role of the private sector. The Com-
mitiee, in a writien agsesoment attached to the loan presentation, stated
that over tha pastl siz movths (1.e. since Jwe 1967) Pakistan consistently
had moved towerds a more liberal import policy by (1) redvcing administrative
controls over imports; (2) raising the rvpee prlce of foreign exchange for
certain import categeries and (3) enconraging exports. The Committee stated
that the A.I.D. Mission "ig being instmeted to initiate discissions with
the Government of Poakigtan” on the gusstion of its conservative monetary and
eredit policy. This latter iseme was ralsed in reponse tu the Mission's
%gnclngjons that "the totel fmpact of ZEresegﬁ7 monetary and credit policy
Lmay bg/ excessively contractionary, preventing possible investment which
might be safely realized.

In snmmary, thronghont the Program Loan period, the majer explicit con-
dition attached to the loan wss the need for import liberalizstion. After
the var, conditions were extended to incinde the lsvel of development and
cdefense eupenditnres, bwt, even dnring this %ime, it was stated that the
"central imnediate cconomle issme" wag import 1liberalizatlon. This does not
aszan that the Mission did not attempt to inflwence other phases of Aevelop-
mant policy, to the extent feasible. (m the contrery, U.8. influence was
felt thronghont the whole development field. (See Section IV below.)
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III. THE PRINCIPAL ISSUES

A. Did A.1I.D. try to exert leverage with the program loang?

In 1963, the U.S. stated that it intended to use the aid program to
induce gelt'-help measnres in those areas which it belleved constrained
Pakistan's development pregress. Among the arcar mentioned were popnlation
contrel, hmman resomice development, development adniniatration, agriemlinre,
savinge end tauxes, exchange rate adjvwstmwent and trade ljberdlizstlon, and
indngtriel produetion, It 1s obviows that this listing covers must economlc
and social measires appropriate to the development process. The "immediate
imperatives"” vere stated asg exchange rate adjistwent and trad. liberalization.

In order to indnce reforms in theze areas, U,S. effor.s were to be
directed towards the establishment of conditions as benchmarks against vhich
performance could be meamired; as well ag persvaslion over time. It was
stated several times that &ll aid instrwments and programs wonld be nsed to
indvice policy chanpes in gectors where each instriment wonld he most approp-
riate. For example, PL-480 vas cne instroment msed to indwee change in
agriciltvural policy. The U.3. planned to use the Consortivm and the World
Bank toc press for reforms "in order to redunce the political context of avch
presgure."

In o more detalled disenssion of the poiicy reforms mentioned above,
1t wag stated that pzrimarily persmasion wonld be w1iged to indnece self-help
rather than any more formal and explicit meothod. The only reforms to which
program lcang were explicitly linked were exchange rate adjnstment and trade
liberelization,

As a resnlt of the India/Pakistan war of Ssptember 1965, bndgetary
expenditnres ror defense rose sharply and between FY 1965 and FY 1966, domtled.
After the conclwsion of the war, thls became "the mosti serioms and lnmediate
issme between Pakisten and the U 8. . . . "U,8. efforts were then additionally
directed towards explicit containment of Pakistan’s defense expenditures.

in swumary, the U.S. has attempted to influence mmerons aspects of the
economy s¢ as to engnwre that Paklsten's development prograess womld be gsatis-
factory. Bwt in only one area, fLrade policy, does it appear that the program
loan was uged na an explicit tool of leverags.

B. Did Paklstan meet the performance stendards of the program loans?

Thronghont the entire period of the program lean, the WEAID stressed the
importance of import liberaiization. ITmport liberslization was justified on
the gromnds that econemic growth in Paklgtan regnired a larger and more
flexible inflow of raw materials and intermediste goods primarily to swpply
the existing indnstriel plant and essential agrienltnral inpmts. It wovld
also permit the warket mechanism to more efficiently allocate resonrces thau
the cwnbaersome and complex system of controls that existed in Paiklstan.

i,

’31 “Lﬁ-
‘W”’%%ﬁé%@k TAL




How smcceasfnl were USAID efforts? There were a number of shifts in
Pakistan's policy in this sector. These were due in part to changes in the
level of foreign exchange reserves, inclwding the mejor decline in 1966 noted
above, and to the serioms disrvptive aspscts of the India-Pakistan conflict
of late 1965, Bwt, aside from these breaks, the general trend was a favor-
able one. A NESA region docment swmmarizes the onicome as follows: "oy
Jamary 1668, when 80 per cent of indwstrial raw materisls and gpars parts
were ynder linited or no controls and entered at 50 per cent or more above
par valvwe, we conclwded that a satisfactory stmchire for achieving onr
objectives had been set.”

The firgt major move in import libersiization was taksn in Janmary 1964
with the intordwection of a free list of fowr major iron and stesl items which
conld be imported from the U.S. under the A.I.D. program withost preliminary
issmance cf an import license. Sibseguently, this list was expanded to in-
clnde a total of 51 items and then in Jnly 1565 expanded to 56 items. The
free list was swapended in the fall of 1965 as a resmlt of the hostilities
with Indie, the swspension of U.8. aid commitments and the delay in new
Congsortium aid. In FY 1966, the free list was introduced for 31 items and
then at the beginning of FY 1967 it was expanded to incinde %% items.
However, this liberalizatlon was hedged by restrictions. During the {iscal
year, further restrictlons were imposed as a resilt of delays in non-project
aid and the overall shortuge of foreign exchange. For example, in Decembor
1966, the State Bank lsswed a veguirement that sll free list imports finenced
by Pakisten's own foreign excnange regmired advance approval by the Pank, a
retreat from previems liberalization efforts.

In presenting ita FY 1967 loan recommendation, the YSAID conciuded that
the GOP performance in the first half of 1967, "conpled with the statement
of intended action for the zecond half of the year sppesars tc be reasonable
f1l1fillment" of the U.S.-GOP understanding.

Pakistan introdi:ced an interim six-month voliey in Jnly 1967. This
policy rednced the free list to 10 items; these accomti for abont two-thirds
of’ the volwme cf the previons list of 66 items. Fifty-thres items were
shitted to the bonns list and a new cash-om-bonns category was introdnced
for nine items. Under this system, an importer had to strrender bonns
vonchers covering 50 percent of his desired licensge entitlement in order to
obatin a license. In July 19, 1967, seven itens uere removed from the bonms
1ist on the gronnds that there was sufficient domestic prodiction.

In November 1967, the GOP introdvuced a mmber of import and export
meagires in response to the United Hingdom devaluation. The USAID concluded
that the "actions taken immediately were approprizve balancing or holding
operations.” Initial steps were taken for futwre exchange rate reform by
redncing the varlety of export ratss in existence. Ssveral of the many

meagnres taken by Pakistan were advocated by the Misasion.
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In Jannary 1968, the Mission reported the introdncticn of a naw import
poelicy which '"meets hopes and expectations for significant liberalization."
The policy redwced controls over a largs nmber of rav materials, inter-
mediate and spare part imports and, at existing voicher prices, this will
raise the effective price of foreign exchange by abont 85 percent above par
valne for over half smch imports, conclnded the Mission. This new policy
introdviced a free list, cash-cwm-bonws list, a bonms 1list and a license list.
Althongh this new policy covered the period Jammary - June 1968 only, the
Mission said that the GOP "made the point that the genseral pattern is expected
to be followed for the next several periods."

A review of these developments indicate that Pakistan's efforts to
reduce its Import controls was inflwenced to a large degree by the availability
of external resonrces and Pakistan's balance of payments sitwation. Pakistan
was particilarly willing to redwce its conirols when its external position
wag satisfactory. Reatraints vere re-imposed in part when its reserve
position deteriorated and/or external aid was insnfficient. Althcwgh the
GOP appears to acccept the theory that s free market mechanism is the best
means of achleving efficient resonrce allocation, its actions are in part
responsive to the abocve constraints. Overall, the record shows that Pakistan
has intrcdnced import liberalization meezsnres within the constraints imposed
by the eveilablility of external resonrces.

On a nmber of fronts where the nagotiating objectives were less clear
ent there have alsc been favorable developments. Priority has been given
to development rather than to defense, and the defense bwdget was redmced
to abont three percent of GNP after reaching a peak of atont five percent
shortly efter the war. Ths revised Third Plan (19%5-1970) places priority
emphasis on ggrienltrrsl development and heg given additional resonrces to
credit instititions which svwpport private indwstry. Finally, in 1967, the
GOF initiated a major campaign to enrb popnlation growth,

C. Did A.1.D. get leverage that can be attribited specifically to the
program loans?

One important gnelity of the program loan was its ability to transfer
rapidly and efficiently a lasvel of resovwrces that made import liberalization
possible. In jnstification of the FY 1965 loan, it was stated:

"External assistance in the form of commodity grents and loans
has enabled Pakistan to make wse of a relatively fast moving
and flexible form of aid, which finances the importation of

raw materials, spare parts and general eqripment for indwstry,
and swpplements the amcints that can be made available for these
items from Pakistan's own foreign exchange earnings."

LA
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A Jone 1964 ceble from the Mission indicated that both pirposes are
served by the program loan, i.e., 1% gete necessary resonrces to the GOP and
indnces it to vwndertake specific self-help msasnres, The cable stated that,
"2, keting Director streased need for bold action in present gitwation . . .
Shoaib indicated he tzlkes some chances; if U.S. assurances regarding_ second
$70 million reascnsbly /assnred/ he would expand present Ziree impo§£7 liet
to inclnde all 56 items on original FY 1965 Free List, 'plns some others'."

There is other evidence that import liberalization was dependent npcn
the amont of resoirces made available by the program loan. As late as
1967, the USAID stated, "Until recently the scope of import liberalization
vas determined by eatimates of non-project aid availabllity." Since then,
emphasia has turned toward egtablishing a foreign exchange system which
allows the price mechanism to determine the level and allocation of import
regonrces,

The FY 1968 Program Assistance Paper (dated Febrmary 19€6) stated that
the U.S, efforts to stress a market-oriented import policy mst with little
success becange the additional resomrces to flnance the increase in Imports
were not available. And the FY 1969 Program Memorandwm (dated Angnst 1967)
stated that dvring the year he delays in non-project aild and = shortuge of
foreign exchange led to a reinstitntion of some impori controls by the GOP.

The program loan did in fect agsist in indvcing come import liberalization
in Paklistan., However, there were considerable shifts in goveinwent import
policy in response to the level of resowrces made available and Pakistan's
overall balance of payments position. Thws, the leverage in aid was impoertant in
indwcing self-help in this area, along with any leverage grality per se that
the program loan mechnaism may have. The plain fact is that a program loan
is gich an apt instriment for swpporting import liberalization that this
agpect of its nge and its nse for leverage cannot raally be geparated,

(-

=]

P 156



IV DETERMINANTS OF LEVEHAGE
A. The Lean
1. Size of Loan

Since 1962 U.S. program asslstance to Pakistan has remained at a
high level relative to foreigniaid received from all other sources. Most
of the time it approached fifty percent of total aid. It is a maiter of
record that the U.S. has enjoyed a dominant voice ir negotiaticns over aid-
related GOP policies. Granting the complexity of factors that produced
this level of inflnence, the relatively high level of U.S. eaid demonstrated
a serious commitment to Pakistan's needs which, in tnrn, encomraged the GOP
to give carefwl attention to A.I.D.'s policy recommendations.

2. Changing Aid Level

The one case where a changing aid level appears tc have been of
considerable importance was in FY 1965. The $40 willion inerease in pro-
gram lending for this year was jnustified only becanse of the smbaiantially
increased liberslization; the alternative, in the absence of liunralizetion,
wonld have baen the FY 1964 level of $100 million —- or less. Here again
the interrelationshlp between the program loan as e meatnis of finencing
import liberalization ard as a meang of indwcing import liberalization
defies precise disintanglement. Bnt it is clear that the movement to a
greater degree of l1liberalization and to & higher level of program ssslotance
came at the same time and that they were related.

For the remaining yearsg, it seems best to think of them as a con-
timmation of the $140 million anmmal level with a hiatng camvsed by the war
and some confngion from the fact that half the FY 1967 level waeg fnded with
FY 1966 money. After allowing for these, the general pattiern is one of
contimation of both import liberalization and program loans at relatively
high levels.

3. Dissipation Through Time

There is no evidence that leverage from program loans diminished over
tine in the case of Pakistan. Thoege who were associated with the lean nego-
tiations and with the contimming discnssion of Pakistani develcopment problems
feel that, on the contrary; there was a perceptible growth of A.I.D.'a in-
flnence over the yesrs. Thers was anincreased degree of mminal agreement
regarding the goals and strategles most favorable to development and, there-
fore, lesg fricticn over the definition of mitnally satisfactory loan con-
ditlons. This resnlt was probably dvwe to the Mission's emphasis on perswading
the GOP to view proposed measnres as its own proposals before they became

loan conditions. o
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B. The Conditloning System

1. Hnmber of Loan Conditions

attached to program assistance to Pakistan,
oI ed “nd others were free of formal
l !, ewmphasis rested on only one or

Few explicit conditions were
Scme of the loane were lightly wondiu
conditicna. When conditioning was emp
two pold ay objectives, The perasonnel ]
two grownda: (1) neither the GOP nor &.1.0.
with meie than o few major reform objsctives
the program loan was normally desimed to

""‘b—‘c’r

ov
i -1»—# jwstified this procednre on
Y. 0o had an adegate staff to deal
4 2% 2y one time; (2) in Pakistan
b 3 desired reform messnres

“
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~e d.8,, lmport liberalization —- henCcr susy to introduce reform
measmres relsted te other areas of the econowmy ns lonn eneditions.

2. Specificity of Loan Conditicnns

The major explicit condition attached t¢ progran sssistance was that
of tmmort liberalization. Other self-help conditions wers syplicity dis-

»3 over the ysars bt the Mission relied on persvesion rethar than written
tiond to secmre GOP action on them. A borderline cage is ropresented
retanding” attached to the firsi postwur loan fo the effect that
:vatJon policy wonld give top priority to developrent neads

3

cppcsed to Lugmnslon of the defeunse gector.

3. Area in Which Condltioning vag Prercilaed

Import liberalization waz a consistent and explicit thewe in all
4.7 .D. progres loan negotlations with the Government of Pakistan. Bach
logn wasg juatified on uh‘ groinds that import liberalizatilon, whlch was cone-
glderad A mojor raguisite for fwrther growth in Pakistan, ww1la resnlt in
inersased lmport levels that the GOP wonld be wnable to frmd with itz own
forelpn exchangs earnings. The program loan was an essential means of
partial fynding of iwoort recmirements. The Cowntry Assistance Strategy
S’qt~ﬂﬂnr 91 “uC$mb’ 1663, indicated that A.T.D. wonld 82 persmasion and
The
did not gtate the precise conditions that womld be
ox ! f &uad, althongh thers appears to have been considersble U.S./
slen on the type of reforms that shonld be implemented. Generally,

regnivsd f)r
OP disouasi
ilcons were given in gapport of acinal trade liberalization measwres with con-
Crrrent s“w‘” ants Lo the effect that additional reforms in this area were
neceysary. There also was a continmoms bnt legs wrgent dialogie between

the USAID and the GOP on the wvarious other poliey refcrms that were desired.
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ONCEASSH

FAR Rigor of Loan Enforcement

The approach nged by the U,8. to influence Pakistan's policies
differ in degree from the approach nsed elseuwhere, partienlarly in Latin
America. The conditionsg set by the U.E. (and the Consortivm) were generally
atated in broad terms withowt explicit and preclse targets established and
withowt apecific time limite set in performance. Negotiationsg did indeed
take place with the COP and program reviews were made in depth by the U.S.
and the World Bank (for the Consortium). Nevertheless, there was no formal
gtipwlation thal funds wonld be released contingent, wpon specific GOP per-~
formance nor were conditions presented in a detailed written form as was done,
for instance, in CIAP lettsrs. The enforcement technigre used in some cases
was however a very rigorons one, i.e. to postpone the signing of loans mntil
the desired conditions had in fact been met. Was this general approsch any
less svceessfnl than the more detuiled approach applied to some other
comntries? Apparently not, for Pakistan has introdwced many of the types
of reforms recommended by the U.S. and cther donors. However, one cannot
thereby conclude that this attitnde toward enforcement applied In Pekistan
wortld be equially predvetive in other comtries confronted with a far dif-
ferent set of development problems.

C. Environmental Faclors

1. National Politics

The competsence of segments of the GOP, and government stability and
commitmznt, established a favorable environment in which efforts to reform
and modernlzs the economy were possible. Development planning and implemen-
tation wag rather sophisticated and dnring the second Five Year Plan, Pakistan
made major economic gaing. The sassistance rendered by the Harvard Grovwp and
the national leadership of President Aysb and Finance Minigter Shozib appear
to have been important factoirs in Pakistan's forward movement. The degree
of U.5. infiuvesnce was {avorably elfecied by these conditions. Farther, this
environment allowed the Mlgsion to deal with the GOP on all of its develop-
ment policies irrespective of, and mrelated to, any one specific aid instrm-
ment., As the FY 1965 Program Memorandwm stated:

"Broad policy changes . . . , sectoral policy changes . . .
gnd self-help measnres have been and will continve to

be prrgned ag part of onr general aid relatlonship and

on individvwal programs."

It is obvions frem an overall reading of the U.S.-~Pakistan experience
that U.S. influence was efficiently directed, and favorably received, be-
cause of the responsiveness of the CGCP and its own ability to direct Pakistan's
development progresas.




2. U.8.~Recipient, Dipometic Relations

Aside from the pericd of the Indian-Pakistani War in 1965, U.S,-GOP
relations havs been friendly, Two prineipsl factovrs have combined to pro~-
duce thie climate for negotimtions. First, the GOP has accepted a Foreign
rele in the formilation of its development program. Perhups bacanse A.I1.D.
negotistors relied on peranasion rether than on threats to win GOP acceptance
of desired policy acticns and certainly becanse A.L.D. made allowances for
the limited political power of GOP negotiators over dissenting government
colleagnes, the ralatlonship wae free of constant friction and occasional
crisis, Secondly, V.8. aid to Pakistan was sometimes clearly and always
in some degree measured by the current assistance program to India. A I.D.
care to avoid charges of favoritlism in this respect was a necessary condition
for the maintenaunce of contirmed good relations throighowt the perilod.

3. Myltilateralism

As mentioned in section II.F. abovc, the U.S. planned to use the
Congortium and the World RBank to press for reforms of all kinds. The Pakistan
Consortinm, set np in 1961, 1ncb-d~3 nine donor covwntrieg wnder the Chair-
manship of the World Bank. The members of the Consortinm mest to review
scononic prograess and actmally pledge specified amwonnts of ald to the re-
cipient.. Prior tw Consortinm meetings, the Bank sends a team to review
Pakistan'e progress and agsgess the nezd fcr external reacwrces. The Bank
report then becomes the focng of dizeission at the meeting., In its report,
the Bank swggests varions policy prescriptions in swch areas ag forelgn trade,
inv:stment allocation and fiscal aad monetary policy. These reviews are
low-key and do not explicitly swggest that the level of aid wowld depend npon
frtnrs gelf-help activities; wewally ald wes given in response to satigfactory
revievs of past performance. Obviowsly, there may always be an implicit
threat that ald wovld not be fortheeming, or wonld be redneed, if reforms
were not implemented., Nevertheless, this approach does differ from the
formal and explicit tranche velease process mged In Latin America. The
individrwal members also present their views on areas regqiiring policy re-
forms and a general consensws 1s developed representing the views of the
Congortinm as s whole,

The U.S5. role in the Consortium is intensive, and it is somewhat
difficslt to speak of Consortinm inflvence withomt considering the lmpact
of the U.S. on Consortiuvm pollicy prescriptiona. At the same time the
World Bank also has been active in thiyg area arnd 1n its nvmerons bilateral
digemssions with the GOF clearly indicated that reforms were necessary if
Pakistan expected to receive adequate aggistance. Ths U.S., the World
Bank and the Consortivww did make effort to inflnence government policy
across-the~-board. Assistance was given to Pekistan wenally becavse it had
intredueed reform measwres which were in line with the general recommenda-
tions made by the donors. For evample, =t the Sizth Consortinm meeting
(Inly 1964), the Cheirman stated that in the previons meeting "views were




expressed on the need for the Pakistan GCovernment to take action to free

the economy from some of its controls /and/ emphasized the importance of

moves to liberalize the import program." As Pakistan "has now adopted the

kind of import liberalization this gromp has been nrging her to nndertake
., it is now mp to the members of the Consortinmm to help Pakistan in

carrying ont this program. The kind of help she needs . . . is non-project
aid to bolster her foreign exchange resonrces against the possibility of
a drain on them arising from this program." There js no evidence that the

U.S. or the World Bank formally "threatened" to withhold aid if specific
measures were not nnderteken. (Obvionsly this "threat" is implicit in any
aid program and may reslt from develcpments in the donor comntrv as well
as in the recipient.) Only at the time of the India-Pakistan war was aid
-- economic and military -- withheld by the U.S. and the Bank, but this was
a fact not a threat. It was one, bnt not the only, reason why hostilitiee
ceased betyeen these two conntries; world opinion and domestic economic
repercissions obvionsly affected this decision.

The Consortinm related its offers to aid to Pakistan to the
recipient's past performance in specific policy areas and at the same
time recommended frrther changes in policy. Among the Consortimm recom-
mendations were the following:

(1) TImport liberalization, incltding a consolidation of the free
1ist to eliminate inconsistencies and bottlenecits;

(2) Restraining deficit financing. The Consortinm snggested
that reveme be increased by raising direct taxes, partiewlarly
those having higher agricmltnral incoues;

(3) Control of prymlation growth;
(4) Relaxation of domestic controls; and
(5) Increased emphasis on agriciltwral developuwent.

Thise recommendations have been made in one form or another since
initiation of the Consortimm. The World Bank and the U.S. continually em-
phasized that more and more assistance was necessary in the form of non-
project aid rather than project aid, and the Consortinm indeed has moved
sharply in this direction. Most of the U.S. and Consortium aid in recent
years has been in the form of non-project loans. Does thic necegsarily in-
dicate that inflmence mainly resnlted becunse of the specific aid instriment
nged, i.e., the program loan? The program loan was the appropriate form of
aid regiired to swpport import liberalization. At the same time, t-> exigtence
of an international mechanism which coordinated donor aid policies and which
had at its disposal a vast amoint of. fynds to swpport Pakistan's regquirements
and programs, was an important factor in affecting the direction which de-
velopment policies wowld take in Pakistan. The Consortinm approach was low-
key and made "recommendalions" and "smggestions" to the GOP rather than at-
taching "conditions" to assistance. Given these factors, Consortinm/World

Bank inflwence and leverage might have been guite effective regardless of

the form of aid. ‘CONFIDENTIAL
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\ CONCLUSIONS

1. The USAID Mission did attempt to influence Pakistan's developmeut
policies and programs and did use program loans as one meens of doing so,
throwgh swpport of import liberalization measwres. This is the main conclusion.

2. In addition, snwbezeqment to the India/Fakistan war, re-sstablishment
of development priorities and limitation of defense expenditires were major
conditions. As regards policy changes in these two areas, the program loan
shonld not be given sole, or possibly even major, credit for the mccess
vhich was achieved. Other factors played a role, e.g.,

(a) The war, cowpled with bad harvesiis, had a seriongs sdverse
effect on the economy of Pakistan. The domestic depression
which enaned as well as world opinion wndombtedly were im-
portant factors in Pakistan's retirn to development priorities;
and

(b) The postponement of the Consortinm in September 196F and
the cessation of U.S. aid reduced total external resonrce
availabilities to Pakistan. It was stedfastly affirmed
that aid from all donors wonld be resnmed only if the war
ende¢ and Pakistan pnt into effect the prioritie- mentioned
above. As this factor inclnmded total external aid resonrces
it womld be simplistic to credit the program loan per se
with the major share of inflwence.

3. The program loan had certain characteristics which made it
particnlarly appropriate as a means of inflnencing import liberalizstion,
First, program loans gnpplied the types of commodities -- raw materials,
intermediate goods and agrienltwrel inputs -~ which the Mission ang the
Consortinm conaidered an essential reqiirement for fyrther growth of the
economy. Second, it swpplied a large part of the total guantity of re-
sonrces needed to swpport the increase in imports resilting from the
liberalization measnres. Thws, it is exceedingly aifficmlt, even in this
one area, to separate oml and credit a leverage gnality per se to the pro-
gram loan ingtriment.

4. Pakistan's performance and policy changes can be credited to
factors other than.direct U.S., influence. The GOP, cr seguments thereof
consisted of responsive, capable and dedicated persons intsreated in social
and economic nrogress. The Harvard Gronp, the World Bank and the Consortinm
played active and vital roles in enswring that appropriate policies were
nnderteken. Government stability allowed for a basic policy contimmm which
might not have been possible ir a more wnstable political environment.
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I. INTRODUCTION

Balance of payments support has been a central component of U.S. asgistance to
Turkey since the inception of the aid program. The fire! program loan was mude 1n
FY 1963, replacing at about the game level the DS/SA commodity import grant program
of esrlier yeers. There has been a program loan each year since. Through FY 1966
these loans remained near the $70 million mark, but by FY 1968 the level was down
sharply to $40 million.

U.S. Official Commodity Import Aid to Turkey
¢ millions obligated or granted

Frs8 FY 59 FL 60 FL 61 FL 62 FL 63 FLés FY 65 FL 66 FL 67 FL 68

DS/SA.

Grants ()609 9908 80&8 79-0 56-0 52.8 /+-7 "0n2 hatnd "'003

Program Loans 35,0 70.0 8C.0 170.0 65.0 40.0

A two~tranche system wes introduced in the FY 1964 loan and continued through FY 1967.
Tt matched the Turkish semi-annual ijmport accounting system, thus permitting each
tranche release to be related to a discrete import program. With the FY 1968 loan,

1 funds were relecased gb once,

A technical asslstance program has continued throughout the period, averaging

arcund $4 million since 1960. PL=480 Title I programs began in the early 1950's as
well. The Title I level jumped from $20 million in FI 1961 to $100 million in FY 1962,
back to $43 million in sach of the next three years, to $13 million in FY 1966 and

to zero in FY 1967. PL~480 Title II grents have been made for many years, moatly
through voluntary rslief sgencles.

Project lending started in the late 1950's. Except for the $120 million FY 1961
loan for the Eregli Steel Plant, the level of project lending was relatively nodest
until F¥ 1964. Since then it hes averaged sround $60 million per anmm--glmost
equal in size %o the program loan component.

This discussion ignores the militery aid program, wvhich has been maintained at a
‘high level since the late 12407s.

For many years the U.S. was the only major donor operating in Turkey (although
sigoificant amounts of supplier credits and other less conceggional capital flows
were provided by various European countries beginning in the nid-1950's); West
Europeans considered Turkey’'s perennial balance of payments deficit and other
economic difficulties to be primacily fmerican problems. The Turkish Consortium
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was formed in 1962, under the aegis of OECD, mainly as a U.S.~inspired means of
ineressing ald from other donors. The non-U.S. aid share rose from 10%. {on &
commitment basis) in 1960 to 60% in 1967. The U.S. argued in Ankars and in the

OECD that other major donors had comparable interests in Turkish economic prosperity,
and these arguments bore fruit.

Tha Consortium members include all the major developed donor countries (except
Japan}, plus IPRD/IDA and the EEC's Buropear Investment Bark. The Consortium got
off to a slow ztart (965 was the Pirst year it mustered the resources agresd by

its members to bz required) and has not yet developed the strong common position

on economic reform which has been achieved by IERD-led Consortia elsewhere (reportedly,
only the IERD =2nd BB have shown interest in self-help conditions for Turkey). Thus,
in representing its own bllateral interests and as the only locally based spokeswan
for the Consoriium ald agencles, the USAID Mission often has been alone in trying

to influence GOT development policy.

Iniy bas not been the case, however, for monetary and fiscal policy. The IMF has
concluded a Stand-by agreement with Turkey every year since 1960 (the Figure has
fluctuated between $21.5 and $37.5 million). FEach agreement has described monetary
znd figeal conditicng which the GOT was expectsd to meet. Most conditions included
querterly or semi-annual indieators. Thus, in this important policy area, the

T.5. bus not had to tuke the lead. Further, though relations with the IMF are close,
e U.S. has not tried %o influence the shape of the annual IMF-Turkish agreement.,

Turkey, with a populetion of 33 million, received twice ag much snnual U.S. progran
losn ald per capita se Pakisztan, and four times as muck wx Tndia. As a perceniage

of the Turkish total import bill, however, U.S. program loans have run at about
the same flgure s3 they hav: in most olher program losn countries, including
Latin America (10%).
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II. CHROWQLOGICAL ACCOUNT OF TUNKIL.. T{PERIENCE

A. Pre-TY 1953
Annmuel negotiaticns were held to determine the size of the SA bslance of payments
grant. The g:gotluted figure inverisbly feil below the Turkish request, but the
diserzypency could be explained by lower U.3. eatimatus of the payments gap., Self-
help criteria were not plugged into the formule. Such language az the following
vas used by the Missicn in that period: "in some cases it will bte useful to
indicate to the GOT that unless certain meas sures are takren, furthsr technical
agsistance and/or development loans in that pavticular sector would not appear use-
ful " but it 1s clear that the threat was rarely conveyed and never related to the
ald level in peneral cr to the program grant in pariicular.

The reason was frankly stuted in the FY 1963 Field Proposed Program submitted in
December 1969: "we have Interests in Turkey, primerily militery in character, which
must not be jeopardized by abortive sttempts to force economic reform.” The fact
that such attempts were prejudged abortive is attributaple to two considerations
prominent in the thinking of both COT snd Mission officiala: that without vast
gtructursl changes =z talance of payments deficit was unavoidable in the near future,
and that the U.S. Government would not rlsk losing its stretegic position in Turkey
by withholding balance of payments support in cage of poor performsnce. Moreover,
the Turks were firmly convinced thai in their Uniitar'/political posture they

were elveady furnishing more than adequate Justification dr U.5. aide

Nevertheless, the U.8. did make some atiewmplt and sajoyed some svccess in influencing
the course of GOT ecocnomic polxcy. This is partigu_ar]v true of the perlod after
1960, when a young and progressive militsry regime took over from the Menderes
govei.ment. According to documents of the pericd cuch influence was extended 1in
informal waysw--discussions and letlers of recommendations rather than demands and
signed agreements. %urkish officials were particularly sensitive to any act that
could be interpreted by the opposition as concessions to foreigners, snd would
probably have rejected aid out of hand rather than be forced into a compromlsing
position. U.S. influence was attributable to no specific component of the aild
program, though the commodity import grant opened a door to digsecussion of balance

of payments problems that otherwise might have been shut. In the December 1961
program submission a host of self-help measwres "which USOM believes cen and should
be undertaken by the GOT" were listed by sector, including planning; education,

waL2r resources, manufacturing, agriculture and sn omnibus "general! sector.

A dialogue on many of these matters had long since been astablished. In thls and
other documents of the pre~FY 63 period the Mission claimed a share of the credit

for (1) establishment of the State Planning 0ffice in September 19671 and formulation
of the First Flve Year Plan 1963-196%, {2} prelininary investigaiion of the finances
of the State Economic Enterprises and first steps towerd their reorganization and
rationalization, (3) introduction of an agricw'iural income tax, (4) a new policy

f}o i} l*L‘ ‘j’?“ﬁ?rw;’" iy :}
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on population, and (5) various other self-help accomplishments. The degree of the
Mlssion's influence in these areas can be questioned, but it had clearly established
an interesit in, and probably had some influeace on these matters. Since there isa

no evidznce that whatever influence the U.S. had was attributable to aid conditioning,
w2 must suppose thal, it stemmed simply from a healthy relationship between GOT and
Mission perscnnel, GOT respect for U.S. views on economic reform, and the GOT's own
desire (after 1960) to do many of the things that Mission advisers were advocating.

B. FY_1963: $35 million

FY 1963 saw the beginning of the transition from grant te loan commodity import.
finance. $35 million of DL funds were authorized in June 1963 (and agreed in
September), to help cover licensing of imports under the July-December "Eleveith
Import Program," in effect enabling orderly deliveries through the first half of
FY 1964.

In keeping with the self-help theme then beginning to be enunciated in AID/W, the
Mission attempted to write into the loan agreement four rather mild covenants on
GOT ecoromic policy. An AID/W communication to Ankara endorsed the move, stating
that "we wish to reaffirm the principle that Program Loans be utilized to establish
and promote more effective working relations, with conditions on basic policies such
ag those contalned in the first four program loan conditions. Furthermore, the GOT
must be brought to recognize that future program loans will be reviewed in light

of performance on these policies." AID/W noted that explicit conditions had bsen
successfully negotiated in Latin America, India and Pskistan (the allusion to India
and Pakistan appears to have been fanciful).

The Migsion replied that it was attempting to develop a course of action which would
satisfy the new A.I.D. thinking on the “ightening of criteria, but the negotiators
had to recognize they were working from a base of 15 years of generous, untied aid.
The Mission also complained that AID/W mey have delayed approval of the draft
covenants too long, since there was no longe: sufficient time for a soft sell approach
to the GOT before the end of the 1943 fiscal year.

As 1t turned out, the confrontation between the Mission and the Ministry of Finance
was close to disaster. Memduh Aytur, Secretary General of the Organization for
International Ecouomic Cooperation (in the Ministry) summarily rejected any explicit
conditioning language in the Agreement, and, when the U.S. tried ©¢o substitute side
letters authenticated by the Minister of Justice, rejected them as well. Of no
avall were Mission protestations that the conditioning language, which asked only
for consultation before GOT took action in stipulated fields closely related to
trade policy, was softer than that executed :lsewhere. Aytur sgreed in full to the
substance of the conditions. Buble vigorously asserted that U.S. insistence on written
commi.tments was not only a breach of sovereignty and a profession of no confidence,
but « poer way to reward the Turks fo?:thgir demongtirable achlevements since the
revolution of 1960, as well as a strange wdy to close out a grant program and shift
to loans.




In the period June-August 1963, the ground rules for the conditioning process in
Turkey were gradually hammered out. The system eventually agreed upon was to
include a Freamble to the Agreement which referred to the few broad areas of
econoinic policy in whlch GOT performance would be subject to critical review in
succeeding negotiating sessions. No economic indicalors were listed among ihe
conditions. No tranche mechanism was established in the FY 1963 agreement. Over
the next five years this conditioning system was graduslly tightened, but one of its
most visible properties--~the sbsence of explicit, writien conditions involving
specified public policies in any bilaterel document signed by the (OT-~remained
unchanged.

C. FY 196.,: $70 million

In Januery 1964, four months after the signing of the FI 1963 loan, A.I.D. pledged
at the Turkish Consortium meeting $70 million in program funds for FY 1964. The
loan was signed in April 1964. It was released in two trancheg—-$30 million in June
and $40 million in August.

In terms of formal aild conditioning, the FY 1964 loan agreement was slightly r re
explicit than the previous one. There was, as there had been in FY 1963 and suld
be in most later agreements, the standard "whereas" clause in the Preamble r .gh~
lighving the three or four major priorities of economic peolicy.

"Whereas the U.S. Government recognizes that the Government of
Turkey is undertsaking to accelerate its economic development
in stability and within the framework of the Five Year Plan
approved by the Turkish Grand National Assembly; . . ."

There was also a clause among the Conditions Precedent which explicitly linked the
release of the Second Tranche to Section 201(b) of the Fureign Assistance Act of
1961 as amended, the section which enjoins the U.5. President in a DL determination
tc congider alternaie sourcss of finance, technical soundness, relation to develop=-
ment, the country's responsiveness to the needs of its people, and demonstratle
self-nelp. The Turks were unhappy about including the last two polnts, which they
considered hordering on written evidence of interference with economic policy. But
they signed anyway. In the Program Assistance Paper submitied in February 1964 the
Mission remarked that this conditioned second trarche mechanism would give it an
additional opportunity to discuss economic performence with the GOT. However, other
material indicates the Missicn was not as enthusiastic as AID/W about usingz this
device. Furthermore, the iszsue seems not to have been brought up prior to release
£ {he second tranche; in any case, there was no delay in releasing the tranche.

Aside from these nominal shifts in formal conditioning, there was also a sharpening
of the leverage philosophy. In the first LAS review (September 1963), it was argued
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that a minimum of $40 million in program loan !funds was needed annually to protect
the U.S.'s politico-military position in Turkey. Above that figure "the U,S5. has
the opportunity to consider GOT performznce in implementing the development program
ag a factcr in determining its volume of assistance... vithout endangering its
security interest." EDlsewhore the LAS wernod that since political erd military re-
queste on top-level Turks were frequent and drew heavily on Turkish good will, only
tne most urgern and esseciial development self-nclp issues should be presented.  But
thigz "go slow" policy also reflected the previous creditatle performance of the
Turkish zuthorities. “mly if' the UT avandoned itz policy of pianncd, covrdinatoed
rapid development and fiscal rvesponsibility, the LAS raid, would it te appropriate
for the U. S. to consider attaching stricter conditions.

termire from the written record how serious the (iscion was aboul

It is hard to de
id on verformance. O the one nand, it incicated 1t wus prepared to
re

conditionirg a
tighten the serews on the Turks if tuey didn't do well; on the other hand, it said
that the Turks were in fact doling well and U, 5. interflevence was uanecessary.
Ovviously, the debatc over wiuel to include in the Lean A crt was inecidental Lo
the fundamental issucs of self-help and leveraze, The econcmy wec porforning well,
The GOT was perforeing very well In fiscal and monetary polivy, an ares on whicn
USAID did rot foecus its conversations with the 07 but did wake the GOT avare ol
latent USATD anzicty should 1M stavility irdicators be excceded, The 0T was also
performing satisfectorily in twc areas which UOEIDL did stress -~ reorgenization of
the State Fcononic Enterprises and comprehensive plamning. The Missicn Lirector
had addressed zeveral lebters to the 607 suzpesting ioprovements in the fileiad of
foreign exchange ezrnings, particularly 7n exports, tourism and workers remittances.
There had been no progress in this field for vears and little ovidence of 60T cone-
cern.  Rut USATD in TY 1904 was only hesinning to gear up for a major asssult on
foreign exchange policy, and couldn't
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ve faulted the GOT for not meeting U. Z,
priority recommendatiocns ir this area since they had not been previously communicated.

D. FY 1365: $8C million

An FY 1965 program loan egreement for $70 million was signed in Jonnary 1945, This
sum was to be reileased in two tranches, the first immediately and the second, for
$30 million, in July. Ir fact, the sccend was rcleaseda ahead of schedule., The
original authorization had specified $8C millicn for FY 1955, but Mission and AID/V
strategy was to withhold $10 million from the criginal agreement in hopes of prodding
other donors into nereasing their contributions znd foreing the GOT to take action
on two specific projects (local cost finencing at Eregli and access roads for CENTO
stations). In two separate actions {$4.2 million in September, 39.8 williocn in
liovember) the loan agreement was later amended to incrcoee the total to 60 million.

Correspondence vetween the Mission and AID/W in August and September indicates that
GOT compliance with ihe project requests was assured hefore action wag taken to amend

the agreement. Flsewhere there is evidence that vy July the lMission felt thet delay
in pledging the 310 million had dnduced all the extra Censortium aid it was going to,




and further withholding would be counterproductive. It was clear by then that the
1965 Consortium fund raising exercise had been successful. Thus, for the first time,
one could speak of a functioning tranche conditioning process, related to the §10
million increment.

The $30 million second tranche, however, was released without any economic review.

The loan agresment had omitted reference to Section 201b (or similar economic under-
takings) among the Conditions Precedent and even omitted the Preamble. Except for

the handling of the $10 million, the formal conditioning process in FY 1965 was
therefore wesker than it had been in FY 1964. This may reflect in part the transition
in politicel power that occurred during this period: the transfer of control of the
coalition government from Mr. Inonu's RPP to the reconstituted Justice Party (the JP
tookx power in March, just after the Agreement had been signed).

Misslon philosophy on program loan leverage had not shifted much, despite a change

of Migsion Directors in the summer of 1964. Given the American political and military
interest in Turkey, there was still thought to be little scope for manipulating the
aid level to induce self-help. The FY 1967 CAP submitted in July 1965 restated the
maxim that it would be impossible to use the ultimate threat of cutting off aid as a
bargaining weapon because the creaibility of the threat would have been slight. The
Micsion was even more reluctant to make such a threat explicit in the loan agreement.
It felt insistance on this point would only souwr the negotiation process, and would
not lead to measurably improved self-help performance. In any case it was not
impressed with the argument that self-help performance ought to be one of the primary
determinants of levels of program lending. The preferred field tactic was to continue
the informal dielogue with GOT officials on the few topics which A.I.D. considered
required priority attention. The Minsion did not pretend that the results of its
style of leverage had been or would be striking. It noted that where there was good
performance it came from the conviction of the Turkish leaders that these policies
were important. Where there were gaps--"as in foreign exchange earnings"-~ there

had been problems in influencing the authorities to effect changes. Although the
dialogue had been extensive, much of it had been consumed in wrangling over questions
of implementation, such as those connected with the Eregli Steel project. There was
a limited capacity to influence matters of general policy, and within that constraint
the Mission felt only a few topics "could be entertained in serious discussions over
any particular period.”

Despite continuing doubts as to the ultimate extent of their power, USAID officials
nevertheless had become convinced that the program loan negotiation was the effective
focal point of discussions about economic policy. They felb the fact of the loan,
rather than the threat of its withdrawal, provided an entrée to important decision
certers and tial American opinions would not be disregarded. In a communization
dated December 1964, the Mission reminded AID/W that in practice there was no explicit
linkage between program aid and the ceaselegs.‘}.ﬁs W1th the GOT on self-help. Rather
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. the background of progrem lending "which

it was the continuum of exchanges, against
&% which we are aiming."

shculd lead to those policy changes

In mid-1965 the Mission prepsred an Assistance Completion Plan, designed to show
what, generally, the Turks (and the dounors) would have to do if concessional aid were
to be phased out by the end of the Second Plan period (1972), as desired by the GOT.
The USAID negotiating strategy feormulsted in this context took the following shape.
Highest prioriiy was given to Increasing foreign exchange carnings. A list of
administrative and legislative changes was proposed, dealing with both commodity
exports and invisibiles. Z4mong the former, a shift away from traditional export
crops was advised. Among the latter, workers' remittances and tourism appearer
particularly promising. Over zwi acove those particulars, the U.S. called for a
marked increase in the urgency attached by the Government to increasing foreign
exchange earnings. The Turis hed pgrown accustomed to a stagnant export profile and
an annual trade deficit, and preferred to avoid the structural adjustments, particu-
larly in the private industrial sector, that their elimination indicated. Needless
to say, complacency with a level of program loan support in a country destined to
graduate in the foreseeable [uture was abhorent to A.I.D. and the Mission was urged
to toughen its posture on this issue.

The other areas of U.S. emphasis were:
1) comprehensive plannins, which, after the fanfare accompanying the

creation of S5SP0O and publication of a Five Year Plan, had not lived up
to expectations;

2) reorganization and rationalization of the State Economic Enterprises,
which had annval sales of $1 billion/#¢Counted for 20% of all investment
in Turkey, but could not finance their own expansion programs and were
inefficient in terms of world prices;

3) & better deal for private investors, includine foreign investors.
The RPP Government had resumed the statist policies of the pre-DP
period. Private industry had been practically disenfranchised.
While all parties shared a distrust of foreign capital, there uwere
many opportunities to exploit that source profitably without infringing
on national sovereignty;

4) monetary and fiscal stability, which both A.I.D. and ihe Turks considered
essential to the viability of the development process, had been
handled extremely well (with IMF assistance) since the officers'
coup of May 27, 1960 put an end to the excesses of the Menderes
regime; the U.S. preferred to leave the subject to the IMF, with careful
monitoring by A.I.D. and other Consortium members to ensure that early
varning indicators of a resurge of inflation were recognized and
dealt with expeditiously.




E. Fi 1966: $70 million

The FY 1966 loan was signed with the new Demirel Government in March 1966. Two
tranches were designated ($30 and $40 million), the second to be released sometime
after June (it was released in August). A Preamble noted GOT intentions to

(1) accelerate economic development, (2) maintain price stability, (3) increase
foreign exchange earnings and (4) consider plans for import libzralization.

The design of the mechanism for release of the second iranche departed from the
previous blueprint. Pre-loan negotiestions had identified, as usual, the policy
areas in which performance was expected. But quantitative tests of performance

were also established. These included mid~year targets. In theory the second
tranche would not be released until USAID was satisfied with performance, measured
ageinst those quantitative targets. Thus for the first tin.: (excepting the $10
million ror FY 1965 increment) a mid-year review was programmed to play a significant
role in the loan process. Furthermore, the GOT gave tacit approval to these
arrangements.

The reasons why the USAID shifted to a more formally conditioned tranche release
mechanism at this time are clear. During the second half of CY 1965 there was a
sudden spurt of inflation, from an annual rate of 4% to 9%. The new Justice Party
government seemed somewhat less disposed to deal sternly with the problem than had
its predecessor. The USAID, which had long maintained a continuing surveillance
of stability indizators while leaving the dominant role in the field to the IMF,
decided to make an explicii and forceful assertion of the importance it attached to
the issue. It did so by adopting explicit conditions as prerequisites to release
of the second tranche.

Three conditions were set. The first, which incorporated the IMF Stand-by Agreement
of February 1966 and a few quantitative fiscel indicators devised by USAID, called
for the restoration of price stability. The second urged an increase in foreign
exchange earnings; various possibilities for accomplishing this were enumerated,

with emphasis on tourism and the development of exportable forest and mineral
resources. The third condition called for development of a program for import
liberulization. This was a new item in the mix of U.S. propogels. Its introduction
was predicated on a bolief that the continuing unsatisfactory performance of the
private sector was as much a function of a hostile import regime as of the discrimi-
natory fiscal policies of the previous administration. The Demirel Gevernment had
made major accomodations to the private sector elsewhere, but not in the import
field, and USAID shifted gears accordingly. But the USAID position had not yet
crystalized, since it was not spparent how far liberalization could be pushed without
reform of the foreign exchange system. Ner was it clear whether devaluation would

be successful. ULconomists at the Mission were studying these questions throughout
1966. Token progress indicators of liberalization were specified, for example

moving a few key commodities from }heltuota liqg to the free 1ist, but the timing was

(-

HJ

T 173



left vague. Several messages between USAID and AID/w indicate that neither
was prepared to push the liberalization issue at that time.

Ag in previous years, performance was pretty good and it is impossible to
determine whether poor performance weould have interfered with the release of
the FY 68 loan. Under the tranche process thnat had evolved in Turkey, the
original Agreement and relecase of the first tranche were supposed to reflect
U.S. satigfaction with accomnlishments of the preceding year, while rclease
of the second tranche was pegged to accomplishments up to June of the current
year. Most of the indicators in both periods were good. Prices rose rapidly
after July 1965, but the GOT moved quickly in the Fall of 1969 to restore

stability and -- according to the IMF, the !Mission, and all indicators after
February 1966 -- succeeded., Furthermore, the other major arca of U, 5. interest
export earnings -- showed spectacular improvement. Commcdity exports jumped 10%

in both 19¢h and 1965. Remittances from Turkish workers in Cermany and other

West European countries soared to 470 million in 1965 (from $0.1 million in 1763
and $9 million in 196€4), partly because of beom conditions in West Europe but also
hecause the GOT had instituted a highly successful exchange rate premium for

money remitted to Turkey through legsal channels. Furthermore GHP and ageregate
savinge indicators compared very favorably to those of other IDC's. It would

have been difficult to delay either the sipning of the Agreement cr release of

the second tranche on performance grounds, unless A.I.D. had wanted to take the
Turks to task for having permitted the credit expansion of 1965, which fed the
price rise in the first place.

But there was a problem with performance, as was highlighted in a Junz 1966 cable
from AID/W. 1In that message, AID/W authorized release of the second tranche but
refused to accept the favorable review by USAID of Turkish performance, The
difficulty was in the divergence of mucroeconomic performance an% gelf-help.
AlD/w noted that while Turkey's economy had perfornmed well thib/ I"Glj attribu-
table to exogencus forces. OCOI self-help was deficicnt in several demonstrable
respects. The comrodity exports that had done well were the traditional agri.-
cultural crops, and they simoly rode the crest of world demand, The GOT had
done little to exploit state-owned mineral and forestry resources, or to breath
life into the incipient =xport promotion campaign. Worker remittancec had been
encouraged by the GOT, tut the main explanation for their fantastic grewth was
the ferman labor shortage. Even the fiscal measures taken by the CGovernment to
break the inflation of 1965 were subject to criticism. AID/W ncted that the

GOT had chosen to draw down reserves and defer budgzt expenditures, The pre-
ferred way to eliminate an inflationary fiscal bias would have been to raise
taxes, restrict credit and adopt more efficient budgeting procedures. Further-
nore, the SEE Reorganization Committee set up earlier had just completed two
vears of study without resolving the basic problems facing the enterprises,

most of which had to bte subgidized by the central fisc. Finally, the cable
noted that the GOT was dragging its heels on c¢valuating the existing foreign
exchange system. Devaluation had become a leading item on the Mission agenda,
and apparently AID/W felt the Turkish response was unsatisfactory. In short,
while economic performance indicators were good, GOT self-help indicators were
not., Apparently A.I.,D. did not press these points. Tven if it had, it might
have found progress hard to muke in a period when Turkish performance for what-

ever reasons, vas relatively good.
.., .‘ ?Flrﬂ




F. FY 1967: $65 million

The FY 1967 loan was signed in March 1967 and released in tranches of $35
million (May)and $30 million (September). The significant phrases in the
Preamble to the Agreement referred to (1) accelerating economic development,
(2) maintaining price stability, and 73) increasing foreign exchange earnings.
In ancther clause, the Preamble called attention to an exzpectation that other
members of the Consortium would finance up to 345 million of program funds,
Notably missing from the Preamble this year were references to import liberali-
zation and/or devaluation. But e significant nddition to the Agrecment was
language explicitly sanctioning a reviecw to precede relcase of the second
tranche, "to be made available from July 1, 1967 after a review of the extent
to which the purposes of the loan and the events contemplated herein had been
fulfilled."

As usual, conditions for release of the second tranche were made explicit dur-
ing the negotiations. The emphasic was put on adherence to the IMF stabiliza-
tion program (including ceilings on Central Bank credit to commercial banks,
State Economic Enterprises, and the central budget), prowotion of cxports, and
the Government's success in gecuring the $45 million. Import liberalization
and devaluation were discussed, bhut since the IMF was reviewing thesc matters
with the GOT A.I.D. deferred relating them to the loan. It made clear, how-
ever, that the next year's negotiations wouid bring them back into focus.

One related issue that received considerable attention was aiditionality. The
U.8. wanted to ensure that the program lean would be matched by a nearly eguiva-
lent increase in American eyports, This sort of condition is not of primary
interest to our study, but it overlaps conditions that are, for example, the

U, S. share of balance of payments assistance. It was also tied to import
liberalization, for the elements of & program designed to encourage imports

from America included many of those designed to encourage imports in general.

Performance measured by macroeconomic indicators was more than adeguate to
justify the tranche releases. Lrports and worker remittances did very well --
the latter rising from $70 million in 1965 to $115 million in 1%66 (though they
fell off again in late 19664 and throughout 1967 as a result of the slow~-duwn in
West Europe). The tourist industry enjoyed an unprecedented boom. The rise in
export earnings was offset by an even greater rige in imports, but even that had
its welcome aspects. The GUT had permitted "quota" imports to increase 35%,
vwhich brought relief to many of the industries which had been working at less
than full capacity because of a lack of equipment, parts and raw materials.
Finally, prices had stabilized: the October 1966 level was 5% below the
February high, and no notable increase occenrred thereafter.

However, as measured against the announced *argets for the sccond tranche, per-
formance was less impressive. There was beth good and bad news. IMF credit
ceiilings had teen exceeded, bul the economy was booming and IMF officials felt
the additicnal liquidity was necessary. On the other hand, the Government had
run a budpget deficit and lost foreign exchange reserves., Moreover, the
Consortium financing target had not been met. There was a shortfall. of about




$10 million from the 345 million “arget, which provoked the U. S. Secretary
of the Treasury to advise the President «ither to insist on very rigiA
additionality terms the next year or plan a much reduced loan, or else risk
a continuing drain on the U, 5. balance of payments. To the obvious dis-
pleasure of the Secretary, the second tranche was released more or less cn
schedule.

. FY 1968: dko million

Owing to the Agency-wide shortage of {unds, DL program loan funds available
to Turkey in ¥Y 150 were less than in past years. Negotiations were com-
pleted and the Agreement was signed in May 1968, There was only one tranche.

Even before the reduced appropiration was anncunced, the Mission recommended
a reduction in order to induce action by the GOT to correct its own balance

of payments problems. A subtle but sigrificant change in the strategic apprrach
to program lending had occurred. In the past, the level of program assistance
had been vascd on what the balance of payments requirement was likely to be.

In FY £8, the level was baged on what the requirement should be agsuming certain
actions werc taken. This was gupported by the IMP, which was discussing overall
policy reforms with the 7iCT. The willingness of the IMF and U, 3., as well as
other lenders to provide suppiemental financing should the GOT take appropriate
actions, was cxplicit in both dialogues. In addition, other lenders were
supporting the teed being taken by the IMFP by keeping a close rein on their

assistance. 'this ig evidenced by the EMA's decision to grant only a siv-month roll

cver of its 1968 debt in order to maintain the pressure.

The FY 1909 Program iemorandum dated August 1957 spelled out two alternative
assistance programs. Alternative A assumed no significant new self-help and a
commensurately reduced loan level; glternative I3 rssumed suitable GCT action on
import liberalization, export promotion and devaluation and a higher ican lavel
(necessitated in part by the projected increase in liberalized imports). Talk
of aid cenditioning was stronger than before. Success or failure in dealing with
the principal issues -- including, in addition to those mentioned above, fiscal
and monetary stability and a major assault on inefficiency in the Turkish indus-
trial sector (both public and private) -- would be the "vrincipal determinant of
the U. S. response to Turkey's aid needs." The U. S. reaction to failure was
plotted as 2 policy of pgreat stringency and a minimum maintenance level of pro-
gram sid (Alternative A).

By the Fall of 1997, the rhetoric of program loan leverage in Turkey was not
unlike that in lLatin America. The Misision stated that program lending gave it
"extremely important” influence with the government on general policy matters,
which "undoubtediy would bz more difficult to obtain if project assistance were
the ezclusive cranncl for aid." The Mission intended to make the relatlonship
between U, 8. aid and Turkish asccomplishment "as close as possible." The signif-
icant differences from the Latin Amevican model were the agbsence of jointly
signed statements and a fermal mid-year review/tranche—release proczss, the
Turkish June review Leing a relatively perfunctory exercise. But the pre-loan
negotiations were supposed to accomplish the purposes of those mechanisms.







III. THE PRINCIPAL ISSUES

A. Did A, I.D, try to use the program loan to influence policy?

In FY 1963, under the influence of the increasing strezs then being placed

on self-help, the Mission Lried Lo attach a formal corditioning procedure

to itg first program lown. Although the Turks were ready to talk with
A.I.D. about their policies, they utterly reiected all efforts to got
negotiated performance conditions. The most this experience could be zaid

to have accomplished iz that it establiched the lepitimaey of frequent znd
far-ranging substantive reviews. But cven this may well have existed alyeady.

After ite initial rebuft, the Miszion seems to have gone through a pericd in
which little attempt waz made Yo uze the program loan to influence policy,

The inflationary spurt in 1%65 and the thinking about an Ass stance Completion
Plan revived interest in use of the 4ool. Thus, the ¥ 1406 lcan ctrenucusly
supported conditions in the (4§ Standby Agreement and went beyond them in some
cases,  The FY 1907 pattern was similar,

By FY 196 the 2id level was falling, bringing pressure on the S0T to do
something abiout its persistent foreign payments deficit. At the same tine,
hipgh-level staff changes in USAID/Ankara happened to lead to increased interest
in sid conditioning. As a result, discussions during the 1966 negotiating
gessions were probably more comprehensive, franker, and based on better under-
lying stalf work than ever before. Turkey's dominsting foreipn =xchenge prob-
lem znd possible devaluation, import liberalization, and export promotion
measures Lo golve it, featured more prominently than in the past. The FY 1968
loan i3z forwally conditicied on some (though by no means all) of *he policies
discussed.

E. Did Turkey perform?

The performance of the Turkish ecoromy since 1960 bas been impressive, GNP

wth hag averaged 5.4% a year at constant Irices. GNP per capita went from
0 to more than $300 in just five years, 1962-67. (Gross investment has risen
£.5% of (R Growth in agricultural ocutput has averaged newrly 5% per annum
since 1962}, growth in industrial production nearly 107%. Receipts from cormmodity
exports, invisibles, and cemittances have grovn imprescively.

gr

QO

£ o

Interpretations of this favorable growth ezperience vary., As already noted,
many chservers feel that althourh the GOUP's management has definitely improved
since 1950 the favorable performance is heavily dependent on forvuiteus circum-
stances (especially Turkey's location, which allowed it $o cash in on the West
Furopesn labor shortage ond tourism boom) and heavy foreign ~id. Asdessments
on Turkish gelf-help also diff:r. A.I.D. hag nheen generallys agreeable to GOT
policies in the 1960's, but few would term Turkey cuatstanding in self-help. A
crucial question is whether the growth pattern is viatle, whether Turkey can go
on as it has (though with reduced aid) without adjusting its long-stable and
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obviously overvalued exchange rate and opening up its hiphly protected state
and private industries tc foreign competition. It is those who think it
cannot who are most likely to be criticel of GOT self-help ftodate and moed
iikely to favor tightened aid conditioning.

One canr point to meny self-help actions which the GOT has taken. In a country
with an inflationary history, 1t has run a sound monetary and figcal policy.

Tt has planned and managed its development activities with reasonable effective-
ness. Its shortcomings (from the U. 3, point of view) are no doubt explained
largely by Turkey's culture and history. All Turkish Governments have distrusted
foreign investment and trade, as well ac the private sector (1.ong dominated by
the Greek and Armenian minorities) in general. Yet, recently the GOT has even
begun Lo show signs of movement in some of its fTormer bastions of inactivity
{e.g. the broad export incentives announced recently). Thus while the self-help
record lacks the glitter of the performance record it is far from bleak.

¢, Did A.I.D. influence policy?

As has been seen, A.I.D. influence in Turkey has been limited by traditional
Turkish antipathy to seeming foreign dominetion, by the importance of U. 3.
objectives other than development, and by the fact that Turkey's economic growth --
sustainable or not -- has been rapid. In the foregoing chronological account,
there is little evidernce that program aid was ever really conditioned on Turkish
performance., No aid was withheld or significantly delayed for reasons of non-
performance, and one gets the impression that such action was never seriously con-
sidered. However, this docs not necessarily mean that 2.1.D. had no influence.

Nor would it necessarily have had more influence if it had conditioned aid.

We have reen evidence that influence on Turkish policier was exerted through at
least four other channelr. Any or all of these may have been more important means
of exerting influence than the program loan, at least until very recently.

The Consorbiuwm. As compared with the India and Pakistan consortia,the Turkey
Tousortium nas been a weak todl of influence. For one thing, it was originally
formed primarily as a means of increasing other doror contributions and multi-
lateralizing aid to Turkey in general. Thus, it has been headed by a German and
backstopped by the CECD in Paris. Its head has been less interested in policy
than the IBRD consortium heads, and he has had a far weaker staff behind him.
Yet the present head is more interested than hiz predecessor, and has proved to
be the most effective means of suggesting policies in the foreign exchange field
in particular. If accelerated declines in U. 8. aid dc not undermine it, one
can expect more from the Consortium in the future.

The IMF. IMF advice has been very well received in Turkey, and the U. S. has
done well in achieving its monetary and fiscal policy ends simply by standing
behind the Fund. When it became necessary in 1966, this stence was reinforced
through explicit use of the program loan negotiations.




Capital projects. Unlike most of the major program loan countries, the
Turkey program has retained a large capital project component. Previous
YSAID administrations have azscerted that they derived much of their policy
influence by conditioning this form of’ aid., Thus, a copper smelter project
was said to have been used to infiuence the allocgtion of' industries between
the private and public sectorsc, e coal preject to pet cost-covering pricing

in a nationalized industry, and a power project to prompt a gencral gsurvey
pointing toward possible reorganization of the industry. We have not examined
these cleims in detail, but it scems obvious that any influcnce the projects
conferred must have hecen narrow in scope ot best.

The continuing dialogue. FI2ally, veterans of the Turkey Mission, like all
other Missions we have studied, cmphasize that much ig achieved informally
through day-to-day contacts with the host government. One former Dircctor

of USAID/Turkey is said never to have participated in program losn ncgotiations,
but to have exerted hic influence in periodic meetings with various Minicters.
This kind of dialogur gues on everywhere and it iz impossible for us to tell
whether it is more effective one place than another. Probably this depends on
the energy and ability of the Migsion staff, plus the receptivity of influcential
people in the host goverrment.

D. Can A,T.D.'s influence ove gitributed to the program loan?

Relative to most (perhaps =il) the other countrics in ocur study, program lending
to Turkey has bheen little conditioned on the nature of host country policies.
Even attempts to influcnce policy without aid conditicning (i.e. through per-
suasion) have been caorricd out theoush several channele, of which program lending
is probably not the moct importent. WU, 5. influence is less clearly attributable
to program lending thar it ig in other major country programs.

To see whether the program loarn should be accorded any importance at all, one
must ask whether the same aid level, managed in the same way except made up
entirely of projects, would have obtained the same results. It is probable

that it would not, Cne USALD/Ankara official commented that "project aid tends
to consume its own leverage,” leaving little room for influence on general

pelicy matters. This iz somevhat ezaggerated, however, as the size of the pro-
Jects program and the czamples cited earlier of influence derived therefrom
suggest. Also, srveral technical asgistance projects were aimed cdirectly at

those institutional bottlenecks -~ in export promoiion, industrial rcorganization
and planning -- upon which the program loan negotiations were focused. DBut even
though the leverage attributable to the gum of the parts of the A.I.D. program
was larger than that duc to the program loan alone, the entrée to discussions of
stabilization and trade policy must be ébributed primarily to the latter. In
olher words, if we shifted from program tc project loans, we might lose those
entrance tickets. It is interesting to note that this is also they conclusion of
the FY 1969 PM, which tried to answer the sume question.
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Iv. DETERMINANTS OF TUFLUEICL

A. The conditioning systen

1. Ezplicitness ond gpecificity of conditiong. We have argued
that program lending in Turkey nac been rolicy-conditioned only in a very
peneral cense.  Certoinly there has oeen little or no conditicning of a
highly explicit or speclfic nature.

As we have scen, the Turks have cteadfastly resicted crplicit ald corditioning.
Jince 194%, they have refucod Lo cirn ony agrecocnt or cide letter containing

a commitment on economic policy. Sheir ezcophionelly strong feelings on this
supject arc attrivuted oy weny cugervors Lo cultbural and politicol factors,
not exeluding Soe degacy of the 196 wurizen, wnen officials of the HMenderes
regime were condemncd Cop peving mede similor comnibnents without parliamentary
aprroval., It lc pard to zreepl that the Tures are reolly that erzeeptional. One
wonders whether the Migcicn did not overrcact to 1ho 1473 erxpericace and becane
croeggively reluctant to precs conditions in later jyrars. After all, the GUT
agreed to the TU's stonilizotlon conditions, and Lo military rcovenants with
FATS (thoupn we ore told tont theso are wmore accepbanle in Turkey).

nevertheless, there iz po cvidence thabt the sboonee of written commitments made

g sl Lifdcant gifference.  Memduh Ayiur clalmed in L0 that the GUU wag proparcd
to conault informslly on any subject and even cpen its books to AJLD. Hig uwnly
oujection wag tu naving to contirm thot offer irowriting, Miscion officials

from thnis and later pericds ceem to agrec that the writton commitment was L=
materiol. They say their sceess fo Turkich officluls end influcnce on them was
not affechted by the abgence of such domumentation,

The specificity of aid conditioning in Turkey has npeen Tow relalive Lo the other
countrics we hove studied, Progran lending has been conditionee primarily on
. {2 }

the nroad acceptability of Turkich policy, including wnlcable relations with che
M. Cnly with the #¢ 1500 lean does AVLLD, appeor to have decreVoped & more

! - A
particularized vicw of ahat the GOU would have to do Lo remain aidworthy. bBven
with the Y 1967 loan, howerer, the degrec of cpecificity remaing relatively
low; it does not encompuce guantitzlive targets or dated adainicstrative or
legislotive actions, for cxample.

2. Enforcement ., pPerforsencs covicws prior to cocond Lranche releases,
in years when Eﬁéy occurfed, sppezr to have been poeriunetory. Heither with a
Lranche nor with a new logn was there cyer any indicatlon that money might be held
up for reasons of nonperformence.  Defoenders of toe Turkey progrum arguac that
such metion wae over merited. Certainly the fmprescive oversll performance c.
tne Turkish ceoncmy wmade 14 difficult to claim Lhat oelf-nelp was ceriously
deficient. And, given the pencral nature of those performance conditions which
were defined, 1t i provunly Srue that enlorcoment cannct be concidered a weak
link in the conditioning sychoem,

3. humber of conditions. The marber of loan conditions hi o congls-
tently heen kept low, Wnile many subjecto -- including secctoral development
policies -~ have been alscuse:d in the loan negotiations, only three or four
were cited in the Premmule to thne Agreement and later revieved 1o relation to
the second tronche or the pest yearls




.. Areas in which conditiong were specified. To the extent that
program aid can be said to have been conditionted at all, it has been condi-
tioned on solution of the structural imbalance of Turkay's external trade and
payments, on monetary and fiscal stability, on increased incentives for domestic
and foreign private investment, and on rationalization of the State Economic
Enterprises. Results in the monetary-fiscal area sppears to have bLeen very
good. 1In the bvalance of payments field, probably the most important for future
development, significant individual acticns have been tsken, bLut the basic prob-
lem and the need for further policy changes remain. On questions of foreign
private investment, the dividing line wetween the private and public sectors,
and organization of public industries, U. 3. influence scems Lo run into strong
ldeological bharriers. In these areas, attempts to change policy throupgh tough
usce of leverage would probahly fail. A better, though slc rer, tactic is to
educate the Turks and gradually lead them toward a more pragmatic, less doctri-
naire approach to development,

9. Dissgipation throurh time. There is no evidence of dissipation;
on the contrary, the recent move of the GOT off dead centers on export promotion
policy argues the other way. But the U. 5. has only recently started to tighten
its conditioning of aid, so Turkey really provides no evidonce on the dissipation
hypothesis.

2. The lLoan

1. Loan fize. Loan size remained roughly constant through FY 1965,

t slipped in fiscal year 1907, but only in FY 1967 did it fall really sharply.
Historically, this drop in aid level scems to correlate with increasing rather
than decrcasing influence (contrary to the prediction in the IAS). Of course,
a lot of other factors were changing at the same time (notably the degree of
Mission interest in conditioning aid), and it may be naive to relate the i..-
ercased influence Lo the reduced aid. An alternate formulation is that being
able to provide more aid than the recipient cxpects (fears?) he will get con-
fers leverage, even with a deelining absolute aid level., TFY 68 may bLe no
exception. Although it appears that the various changes in the trade policy
area taken by Turkey since then are due to negative leverage, the apparent
threat to the 40T at the negotiations was that, failing reform, it would get
even less.

2. Direction of change in loan size. Az just noted, the period in-
cludes a decliniy aid phase. It does nol cover a phase of increasing aid.
tlowever, Turkish experience is consistent with the view that influence can be
wrung from a declining as well as a rising volume oi aid.,

C. Enviroamental influcnces

1. International politics. The Turk.ih politico-military role in
the Western alliance has dominated the program lcurn experience. t either
drastically reduced the creditility of the self-help conditioning process or
intimated the principal U. S. nepotiators intc thinking it did. Which was it?
Although the Turks argued that they "paid" for U. &. aid with their :ases and
divisions, the alliance has also had gsizeable benelits in terus of Turkish
national interest, and fraditional Turkish copq§p310ns_9f it. HMoreover, cother
countries (e.g. Korea, Pakistan up to'the eardyt1%00's) which have ieen in a
similar position have proven to e nighly faveravle testing grounds for condi-
tioned aid. We conclude that despite superficial appearances to the contrary
Turkey's nondevelopment relations with the U.3. did not rule out aid conditioning.
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I. INTRODUCTION

Program loans were introduced in Tunisia in FY 62. They replaced the
six year old non-project grant program. They came in at a level one-
half as large as the grant program, and have remained at about, that
level, without missing a year, ever since., The Mission has now nego-
tiated the seventh loan in the series, making the program one of the
oldest in A.I.D.

It took several years for bhoth the Mission and the GOT to accept the fact
that the ground rulecs for non-project support had changed, and that the
negotiators would have to tie the loan to self-help performance., Starting
with the FY 64 loan, however, conditions were loosely applied to the loan
and annual reviews were instituted to discuss past performances and future
plans.

The conditioning system was substantially strengthened in late 1964 when
the IMF made the first Stand-by Agreement with the COT, and wrote out an
explicit set of criteria f{or the GOT to meet. It was buttressed again in
late 1969 when the previously dormant IBRD Consultative Croup instituted
a formal review based on an annual IBRD staff report and the GOT's Annual
Economic Budget.

In FY A6, the U. S. moved to a Tormal tranche reviecw system of its own,
where explicit conditions were included in the loan agreement and half of
the loan was delayed pending progress toward meeting them. Most of the
U. 5. conditions repcated IMF conditiong. Some, however, were tougher
than the IMF conditions. Some were not,

The U, S. never attempted to establish a credible position with respect

to the ultimate instrument of leverage -- the threat of withholding or
reducing the loan. In fact in each intra-agency  debate over negotiation
strategy since FY 62 AID/W tended to adopt the position that, with or
without GOT performance, A.IL.D. wes drawing the program~loan program to a
c¢lose, and that the GOI' ought to start looking to Western Lurope to fill
its need for program aid, TFurther, A.I.D. did not try to fit the level of
the loan to performance, or delay the second tranches. At the most, A.I.D.
prolonged the annual negotiaticns till GOT had agreed to meet A.I.D.'s
minimum terms,

Nevertheless, A.L.D, seems to have exerted a good deal of influence on
stabilization policy in Tunisia. With the exception of 1964 and 1966,

when devaluation and a bad harvest respectively interfered with the

orderly working of thz Tunigian economy, fiscal, monetary and credit indi-
cators performed relatively well (compared to most LDCfs). This was due to
the rigid controls established by the G0T and its willingness to make sacri-
fices in order to preserve domestic stability. President Bourguiba's

A D
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administration is not intemperate, and would have tried to control infla-
tionary pressure as best it could in any case. The U. S. presence, how-
ever, and the program loan negotiations in particular, appear to have
induced a more prudent response than would otherwise have occurred. The
U. S. could not have done ag well without the IMF constraints though the
dominanl day-to~day influence was the American.

The unusual thing about the U.3.-Tunisian program loan leverage experience
is that it can be judged relatively successful even though it failed to
achieve the two most frequently articulated targets. As early as FY 6k
A.I.D, madz clear that these were (1) having the GOT find another donor

of last resort and (2) having the GO reestablish viability on the current
account. The only other logical donor was France. Since Tunisia continued
to expropriate bits and picces cf fhe residval colonial portfolio, the
French were nnt prepared to be scnerous. The viability issue was equally
intractable. Tunisian "invisible" earnings disappeared with the reduction
of the Bizerte naval base. Her traditional exports demended mainly on
preferential or stagnating markets and theve had been nc increase in thecge
exports since the late 1950's. At the same time, like most settled ex-
colonies, Tunisia inherited a high propensity to import. loreover, Presi-
dent Bourguiva had iritiated an ambitious, popular and successtul public
investment program with a heavy import content. Forecign exchange reserves
were caught in the squeeze between falling earnings and rising imports due
to greatly expanded investment. They declined €69 between 1960 and 196k,
leaving Tunigia with foreign exchange sufficient tc cover only three weeks
of imports.

The U, S. and IMF conditions were intended ultimately to tailor imports to
earnings., For the rcasons just mentioned this was an impossible job to
accomplish quickly. It was a grim prescription for President Bourguiba,
who had committed his Party and himself to his social welfare programs. 16
was an uncemfortable position for A.L.D., since those programs conformed in
every respect to the usual self-help development indicators and in any case
the increase in imports attrivutabvle to the developmernt programs was modest
Judged by world-wide standards. Tourisw is the big growlh export; A.L.D.
supported its expansion verbally, but could not provide ['inancial assgistance.
The current account has not really righted itself yet, althovgh, with sur-
prisingly little encouragement from A.[.D., exports nave begun to mcve
smartly in the last two years.

1T, CHRONOLOMGICAL SUMMARY

A. Summary of U.S. and Other Donor Aid

When Tunisie becam2 a republic in 1997, the flow of public and private
French cuapital to the former colony tapered off. The United States Govern-
meni thereafter assumed the role of mszjor donor and has kept it for +ten
years. The U. S. has been trying to give up that role during the last five






http:A.I.D.ts

Chart 1 shows the relative size of these component partguof t@e overall
U. S. program. Notice particularly the fall in non-project/asp%%E Mission
shifted from SA to DL appropriations:

Ten Years of U, S. Aid to Tunisia, FY 57-67

(Net Dollar Loan Authorizations and Grants - millions)

FISCAL YEAR

1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967
Loans
Project - 23.5 10.0 2.4 8.3 10.2 6.8 - 6.7
Program - - - 10.0 15.0 10.0 0.0 15.0 14.8
Grants
DS/SA 6.0 15.321.5 22.2 24.8 5.3 - - - - -
DG/TC 2.0 10 51/ 1.1 0.4 1.1 2.0 2.1
PL 480
Title I - - - - 1.4 4.5 10.6 3.8 13.2 - 22,4
Title II - 6.6 7.2 11.5 57.8 12.2 23.9 18,4 21.2 1.7 7.7

f/ Around $8 million DG funds were used for commodity imports.

Program loans of $10 to $15 million cover 5% of Tunisian's total impnorts,
a relatively small share compared to the other programloan countries where
the share varies from 10% to 16%. Presumably the share size shculd influence
leverage, since the smaller the share the less one would exzpect the recipient
government tc be pushed to the hard decisions it otherwise wouid have avoided.
The evidence indicates otherwise, that in fact the U. S. leverage exercise
has been no less successful than elsewhere. In per capita terms, program
loans of $10 or $15 million are not out of line with the other program loan
countries. They are less than in Latin America, and higher than in NESA.

French aid has been erratic since 1957. Technical assistance (particu-
larly school teachers) has continued without interruption at a level valued
at an estimated $10 million per annum, Bul the various channels of' official
French capital aid -- loans, debt roll-overs, and protected markets for
Tunisian wine and wheat -- have frequently been closed in retaliation for
nationalization of French farms and comms c¢ial property in the ex-colony.
For example, official French annual lcan disbursements during the period
1960-66 are estimated conserutively, at (in $millions): 0, 0, 1.6, 12.2, 3.9,
0, 0., In the last two years, howcver, the French have joined the Italians




and ‘ermans in trying {. develop some framewori for coo;~rating with the
Tunisians in financing the now percrnnial def'icit on current account.
Total non-U.S. bilateral zid, including French, has grown steadily to its
present level of $50-70 million from about $2% million in 1901,

The TBERD plays a double role in Tunigla, as chairman of the Consultative
Group and as a donor in its own right. The CG was formed in 1962 in response
to a GOT request, (though the U, 8. was the prime mover in the operation), It
includes eacn of the major West Burcpean donors plus Kuwait, Canada, the U.5.,
and the IMF. It was weakeneda after 1903 by the French walk—out, but since
late 1909 has regrouped and taken a stronger role, The group callg for an
annual review of GOT economic pelicies. The IBRD :erves as secretariat to the
CG. It prepures a situation report for the annual review session, recommends
moditications in the proposed hudect and cconomic policies, and suggests to the
o7 an aid level target. (Since this is a Consultetive Group, not a Consortium,
pledres arc not made.) 'T'o demonstrate its favorable impression of GOT cconomic
policy and the state of health of the Tunisian cconomy, the IBRD pledged
4100 million in December 14045 to the Yunisia Four Year Pian (1909-G8). Seventy-
five million dollars of that now has been obligated, a significant share for
local costs.

The IMF has played a mejor role in Tunigia'ls stabilization policy since
196k, when the deterioration of foreizn exchange reserves assumed crisis
proportions znd the first Stand-by Acreement was signed (Cetober 1, 196h).
The Ctand-by has been rencewed cach year thereotter. Conforming to usual IMF
posture, the Apreencnts impose conditions on GOT policy, with quantitative
targets to measure performance. At first the IMFP conditions werce limited to
eredit policy, but have since been extended to the GO budget and export and
import programs. During the carly 1960's the U, $. had insisted on an IMF
role in Tunisia's stabilization policy, and has since strongly supported, and
coordinatcd its own condivions, with the IMI program.

In general, Tunisia's economic performance in the carly years after inde-
pendence was comparatively poud. She continued France s colonial investment
program and, in 1740, initiated a major national planning erercise. Fiscal
and monctary policies were congservative: the budget remained balanced,
prices remained stablc. There wags no siynificant domestic or foreign debt,
and forcifn exchanese reserves rose steadily through 1999, holding steady iu 1960.
Undoubtedly this good record influcrced U. 3. decisions on the overall aid
program,

There was no attempS to condition the level ot that program -- or of the
SA commodity import component -- on pertormance criteria. Those levels were
determined on the hasis of the projected balance of paymenls gap, and political
factors, levertheless, the U. S, enjoyed substantial intluence with the GOT,
for example it shared with France the crcdit for cetting the Tunisians started
on the planning exercise.




B. FY 62: $10 million (DL Loan #011)

A.I.D. authorized a $10 millicn loan in May, 1962, to complete the
commodity import assistaence program for FY 2. Already $13 million of SA
(and DG dollar grants) had been obligated. The Agreement was not signed
until November, and disbursements did not begin beforz October 1963, a
year later. These delays were due to unexpected procedural problems, par-
ticulally one of developing a list of acceptable imports as required under
the new procurement source restrictions of the DL authorization. Since U.S.
exporters (including PL 480) then claimed only a tiny fraction (3%) of
Tunisia's import market, additionality was more or less ensured if American
products could be identified for import. West Furopeans moncpolized the
trade in equipment, so the problem was either to find raw materials and
other non-equipment goods of U. $. brand suitable to the Tunirians, or tc
recrient Tunisia’'s existing trade patterns. BothL proved difficult, and
thig difficulty is one of the impoctant explanatorv factors in urderstanding
the constant $15 million ceiling on the annual allotment, and the protracted
haggling that frequently characterized the negotiating sessions.

There werc no ecoromic conditions written into the loan agreement.
Nor were there any side agrcements related to the program loan. However,
corditioning language had already appeared at this time in GOT-A.I.D. dis-
cussions on the U. S. long-term commitment.

During his visit to the U. S. in May 1961, President Bourguiva dis-
cussed the possibility of long-term aid to Tunisia's draft Ten Year Plan
(Perspective). This was followed by scveral AED/W vigits to the field to
examine the proposal in detail, and in December, 1961, the Vatterson Mission
recommended a long-term aid commitment of around $1£0 million. A U, S.
obligation of $1#0 million for the period 1963-65 was under coasideration in
A.I.D. in the Spring of 1962, i.e. at the time the first program loan was
authorized. This figure represented 50% of what USAID had estimafed would
be the foreign exchange reguirements of the Three Year Plan (TYP), 1In dis-
cussions before and during the visit to Washington of Ben Salah, the Tunisian
Minister of Finance and of the Plan, in Icbruary, 1962, the GOT agreed to
some general conditions for a major long-term commitment of DL funds. These
included (1) avoiding inflation, (2) protectinp the level of foreign exchange
reserves and (3) periodic joint reviews of nrograms under the TYP.

The othcer reason for the appearance of' conditioning language in GOT-AID
discussions was tihe sudden detericoration in Tunisia's foreign accownts. The
high rate of public investments since Independence, which the Perspective
and the draft TYP planned to increase even further, but half of which was com-
posed of work relief programs and social infrastructure projects (e.g., housing),

*The Perspective Decennale de Development 1962-71 wag first presented in draft in
August 1961, but specific investment propesals for the .iext three years were dis-
cussed in the Three Year Plan 1962-64, approved by the National Assembly in

May 1962, USAID's opinion was that it would take four years to reach the TYP tar-
gets, which made the FY 1963-65 U.S. commitment compatible with the time frame of
the official TYP, (although the commitment referred to obligations and the TYP
expenditure). -




hed resulted in higher import levels, with no commensurate increase in exports.
Tunisis sustained a $20 million logs of foreign reserves in 1901, from 397 to
$77 million. The Mission warned that the ambitious investment targets of the
TYP would lead o a continuing deeline in reserves, and an equally predictable
surge in domestic prices. 1o feld that any long-term 1, 3. conmltment should

be made contingent upon the GO taking adequate steps to avoid these blows.

¢, B7 53: 319 mitlion (DL Loun fo1k)

in Octouer, 1907, ALL.D, tormally committed the $140 million package
agreed to in February for the three year profram. Specifics were to be spelled
out in 1 dividuzal loan discussions. A memo to the GOT in December 1962 indi-
cated the U, 8. was prepared to cnbertain a request for o non-project loan for
FY 63 of $10-519 million. The loan was not authorized until fay, 1964 - five
months Jater. 16 was sipned in June 1903, but disbursements didn't begin until
June 19, These delays were duc to U L. concern for the overloaded pipeline
‘no I'Y 02 loan dishurgements wers made before Octobery 1963), arising from
source procurement problems; these uncxpected delays posed serious {inancing
problems for GO and weaken:d the U, . leverage position. After long bargain-
ing A.1.0L. allowed Tunisia to include barter arrangemcnts for 52,9 million of
petrolewn products of non-i, O origin, o cconomic pulliey conditions were
writtrn into or atiached to the loan and for all practical purposes the level
and the timing of the roicase of the loan wvers divorced from economic policy
considerations other than those specified by the TYI and the 3-ycar AL1.D.
comnitment, -

In fact, ALT.D.'s intornal debates ndped towsrds o gradusl shift entirely
to project loang with propram loans being phased ocut by o By mitlion annual
decrease in the loan level, U, ©, procurccent problems contributed to this
shit't in strategy. AJT.D. cmphasized to the OGO that the latter's natural
trading partners in West Furope waerc the appropriste gources for nun-project
aid. Unforbunately, A.l.D. got Tittle suppurt from Westoern Furopean donors.
The 0367 tried hard o obbnin progran aid from ron-'J.G. sources and did securc
about, 110 million per year.  All, according Lo one memo to Lhe AJLLD.
Administrator, were having trouble accepting the fact of o major 1, 5. poliey
change away from bhe past pattern of unticd mid, The annual CAP narratives
bear evidence that the lMicsion itgelf with good reason did not ceriously con-
sider tne possibility of dropping program 1oans after ¥ 04, lHevertheless,
there was appuarently widespread agrecement in AT, Lhot non-project assistance
should play @ aiminishing role in the Tunisian progroon, assuming that Tunisia's
proven needs could be met from other gsources.,

(iiven this ghift, it Is unlikety that the Migsion congldered the program

loan the main vehicd o for applying leverage, leverage it ecxpected to derive
from the $1HO millic.e commitwent. Letters had been exchaneed at the time of
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the commitment in Cctober 1962. In one of them, the GOT agreed to four
specific conditions: to maintain sufficient foreign exchange reserves,
to pursue monetary and fiscal policies consistent with economic growth
without inflation, to integrate all pnblic investments, including work
rclief projects, into the central capital budget, and to arrange with the
U. 5. for periodic reviews of progress under the TYP,

A.I.D. hoped with these conditions and review sessions to impart a
senge of urgency to the GOT over the continued detcrioration of domestic
and foreign balances. To the surprise of the Mission, Tunisia had almost
hit the "ambitious" investment target scheduled for 1962, a 319 increase
over 19€1. But it did so at the expense of substantial increases in borrow-
ings from the Central Bank and the first signs of inflationary pressure on
prices. Worse, the deficit on current account of the balance of payment was
$20 million higher in 1962 than 1961, ané total reserves in December 1962
were down to $68 million (reflecting not only the pressurc of investments on
imports, but large irreversible losses of foreign exchange carnings {rom the
French base at Bizerte and the Algerian rebel headquarters staff). Thus the
stability conditions informally agreed in carly 1962 had gone by largely
unobserved. A.I.D. insisted the GOT take them more seriously in the future.

The FY? 0% CAP submitted in July 63 identifies a long list of subsidiary
reforms and initiatives which the Mission apparently discussed with Tunisian
authorities. Most concerned the restoration of stability: deferring low
priority invegstments, discouragement of non-cssentiol imyorts, tourist promo-
tion and the like.  Others, however, were growth ociented, These included
thosc calling for development of (1) water rescurces, (2) manpower resources,
(3) agricultural cutput and (4) capital infrastructure, which the CAP identi-
tied as A.I.D.'s four major progrom goals., A.I.D. was obviously caught in
a difficult position. %n the one hand it expected the GOT to cut back on
its investment plans, on the other it encouraged investment in selected areas
of the e¢~onomy. B3tabilization and development policies can conflict in the
short run, nevertheless several sections of the CAP suggest that the USAID
intended to use the "limited" amount of leverage remaining under the $180
million program loan commitment and the joint reviews to press for improvements
on both fronts.

D. FY Ob: 510 million (DL Loan #019)

The 7 64 loan was authorized in April 1904 and signed in Junc. 7The
Agreement itselfl included no explicit economic conditions. Standsrd condi-
tions dealing with verificabion were met in Octcber of the same year and dis-
hursoments started the next day.

Such unusually expeditious handling of the loon belies two imperbant
featurcs of the ¥f Ol loan operation. TFirst, it involved for the tirst time
in prorram loan negotiations -a side letter from the GOT agreeing to certain
conditions. Oecond, it was 3}% below the previous year's level and was
clearly considered an "iaterim”" measure by A.I.D.
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Tunisia's domestic and foreign balance had again deteriorated in 1963,
Though physical progress under the Plan was impressive, the consequences for
the budget, prices and foreign exchange reserves were in line with the pre-
dictions of the Mission. Public borrowing jumped from $28 million in 1962 to
$72 million in 1963. Wholesale prices rose 5.3%, forcing the GOT to institute
tough controls on retail prices and wages and apply strict import quotas.
Then, shortly after AID/W authorized the FY 64 loan, the (GOT nationalized the last
of the French farms and the French retaliated by terminating all financial aid to
Tunisia.

In view of these developments, A.I.D. delaycd notifying the GOT of the
authorization act’on, and instead insisted that the GOT first agree in writing
to make a determined effort to bring investment and the foreign balances back
into line. Specifically, A,1.D. required assurances of GOT willingness to draw
up a program to improve its balance of payments and co scek additional non-U.G.
aid of a program type. Moreover, £.1.D. asked the GOT' to agree to request
assistance from the IBRD staff in drawing up such a progrum in advance of the
Consultative Group meeting in the Fall of 19€4. Among the corrective measures
suggested by A.I.D. were the ones emphasized the previous year plus recommenda-
tions for devaluation (at the "appropriate" moment) and the possible usc of IMF
credit.

l.en Salah, the Minister of Finance and the Plan, honored this request in
May 1754 by sending lctters to both USAID and IBRD bearing an outline for
corrective action and asking for IBRD services in filling it. These letters
satisfied A.I.D. The U. 5. indicated, however, that the question of future
program assistance to Tunisia would be considered "in the lipght of the program
adopued, the v’ wws of the TBRD staft’, and the pousition taken by other donors."

1t is difficult to dekermine the relative importance of the factors which
could explain the fall in thc program loan funding level in ¥y €4 from $19 mil-
lion to 310 million. Documentary evidence suggests A.I.D. was intending to
carry on at the $10-}1) level for at least another ycar, and the discussions
with Ben Salah poini in the sume direction. On the other hand, the procurement
problem had not eased, and compined with the pipeline the $10 million level
more nearly approximated L) - maximum conceivable level of transferrable resources
of approved origin within the period covered in the economic jugtification.
Finally, it was obvious that 40U performance had not met even the loose standards
established by A.L.D. in 100z and 14,4, and presumably to reflect nonperformance
the level of lending rad to i cut, Of the three factors, the last played a
relatively minor role. In other words, though A.I.D. wags gradually tightening
the conditioning process, it wacn’t applying penalties for nonperformance.

E. F? A5: 410 mitlion (DL Loan fO24)

The ®Y OY program losn was authorized in Junc 1965, signed in July, and

disbursed startin; in lovember. lo cconomic conditions were written inio the
Agreement or in side letters. As in ¥Y Zh, the loan was referred to as an
"interim" measure to help the 900 finance the annual deficit and not necessarily

indicative of the level of ftuture program loans.
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A.I.D. policy on program loans to Tunisia had shifted again during the
preceding year. The final LAS report of January 1965 set the stage. It
recommerided that A,I.D. give up the hope of transferring the burden of prin-
cipal donor to West Burope. Rather, in its effort to bring an early end to
concessional aid to Tunisia, A.I.D. should encourage whercver possible im-
proved performance on the part of the Tunisian's themselves. Meanwhile the
$180 million commitment was moving very slowly, causing GOT officials to
blame the U. 3. for their troubles. In fact, only about $100 million was
obligated during FY 1963-65. LAS considered the overzll aid level to be the
source of general leverage, but forused on the program loan as the principle
instrument available to the U. S. "to influence those general policies upon
which optimum growth depends." The principal author, a consultant from outside
AID/W, suggested that a minimum level of program loan aid be identified conform-
ing to overriding political considerations and absolute economic necessity, but
that the annual loan should vary ahbove that within an incentive range "in which
incremental assistance above minimal needs would be provided on the bhasis of
commendal.le selt-help undertakines." An annual level of $30 million -- far
above previous estimates -- was suggested as the maximum figure consistent with
the possibilitics for direct procurement and barter arrangements within U. 8.
regulations.

- 10 -

The IAS report also tried to define the boundaries of the leverage opera-
tion. It reiterated the major policies where further action was desirable.
It warned, however, that certain subjects were particularly sensitive (e.g.,
the role of foreisgn private capital and the desirability of social welfare
investments) and that the U, O, <ould not expect to exert much influence over
GOT policics in those areas. It also warned against over-indulgence in
quantitative indicators. While accepting that some budget and credit perform-
ance criteria were susceptable to precise measurcment, the LAS pointed out that
the most important actions were long renge and impossible to measure against
specifie tests. Nevertheless, annual nepotiations based on reviews of past
performance and the proposed »udpet were called for, and specific guidelines
{or policy reform were set forth.

Documents of the same age as the LAS show that Mission planning conformed
generally to the LAS stratergy. The G0OI had promised to prepere an Annual
Beonomic Budget for 1477, (AF#) and to make it available for a Fall 1965 review
with A.1.D. and the Congultative ‘iroup. It was thc prospeet of a full review
of* 1996 budpget plans that persuaded the Mission and AID/W to push through an
"interim" measure for 'Y £9 (addressced largely to CY 1909 delivery neceds)
devoid of specific conditioning lanpuarce and targets outside of those defined
by the IMF standby.

Other important developments accompanied the redefinition of A.I.D. policey.
In September, 1994, after sutfering further losses in foreign rcsources (by then

down to $39 million) and threatened with an exzchange crises, the GOT signed its
first Stand-by Agrcement with the IMF ($14 million). Tre IMF stabilization
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program called for an immediate devaluation of the dinar by 20%, a 10%
increase in taxes in 196%, and ceilings on (1) Central Bank credit to the GOT,
(2) Central Bank credit to commcrcial banks, and (3) net commercial bank lend-
ing to the GOT., The dinar was devalued in September 1964, IMF reports at the
time of the FY 65 program loan ncgotiations indicated satisfaction with GOT
performance on taxes and credit.

Secondly, the GOT had adopted the U.S. recommendations for prepara-
tion of an AEB relating the new multi-year investment plan for 1965-68 to
yearly budget estimates, As mentioned earlier, the first AEB was schedulcd
for release in late 1965 and covered the GOT 1966 fiscal year. Drawing on
its previous ezperience, the U. 5. made no commitment to the targets or the
financing needs of the Second Tunisian Plan.

Thirdly, the IBRD/Consultative Group was being strengthened in 1965 to
provide a multilateral forum for the annual review of performance and require-
ments.

These three developments were encouraging. The U. S. had been actively
promoting GOT relations with the IMF, formulation of an AEB, and revitalization
of the (G, and progress on all three fronts promised significant improvements
in monetary and fiscal policies and consequent relief to the balance of payments.
The austere (I stabilization plan adopted by the GOT was expccted to cut 1965 .
imports 33), below 1964, Further the GOT had reduced a few of the major social
irvestments which A.1.D. had wryued ought tc be tailored to budget availabilities.
Tue plun which the GOP had developed in late 1964 for improving the balance of
payments was "not fully satisfactory” to the Mission, but the jelling of GOI
relations with IMF and the IBKD oftered welcome support to the Mission in its
efforts to persuade the GOT to more practicable programs.

F. ¢ ¢0:  $1Y million (DI Loan f62()

Although authorization was originally promised for December 1965, follow-
ing GOT review of the AER, the FY 7 loan was signed in lay 1966 under new
ground rules. Six economic conditions were included among the fConditions Prece-~
dent. The loan was split into two tranches -- of }& and $7 million -- and
releasc of the sccond was made contingent upon those conditions. In addition,
the GOT was told that further program lending would depend upon several actions
to protect the Y. S, balance of payments.

The six economic conditions were all stabilization meesures. The :CT was
obliped to adhere to the new 1M ceilings cn 1900 domestic credit. It was ex-
pected to limit gross 1904 investment to avallable noninflationary tinance, to
increase the surplus on the current budget in order to help finance those in-
vestments, and to indicate the budget and {reipgn exchonge implications of the
gross investment package. 1t was cxpected to limit the use of short and medium
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term suppliers credicts for financing the payments deficit. (Suppliers credits --
‘particularly French wund Italian -- comprised a disproportionate share of Tunisia's
foreign debt and annual debt service.) Finally, the GOT was asked to liberalize

the import licensing system for essential goods, thereby stimulating private
sector imports.

In side discussions associated with the loan, but not as conditions for
disbursements, the Mission further advised the GOT that the U. S. Goverament
exxpected the latter to take account of the U. S, gold problem, and tailor its
foreign economic relations accordingly. 1In particular, the GOT was asked to
(1) survey the U. . to identify additional U. S. exports suitable to Tunisia's
needs, (2) consider holding more of its dollar reserves in New York banks and
(3) scek to improve its short-term debt position, especially with France. The
origin of these recommendations was the UJ. S. Treasury, which had advised
President Johnson that it was concerned with the indirect leukage of program
loan 4dollars to VWest Europe and would oppose future program loans unless remedial
action was taken. The Treasury's objection, combined with the new procedure of
interdepartmental and Presidential approval, actually delayed the autuorization
by several months.

The Mission justified the original loan on the basis of the three favorable
developments mentioned in the last section (referring to the IMF, AEB, and CG),
and the obviously painful decisions the GOT had to take in order to conform to
the IMF program (for example, taxes were increased by 10% across the board, credit
ceilings were strictly observed and capital axpenditures had been reduced). More-
over the major macro-economic indicators had performed well during 1965 -- a 5%
annual incrcase in GNP’ without significant inflation.

In September 1356, four months after the Agreement was signed, the Mission
advised AID/W that the second tranche review was completed and that the economic
conditions precedent to releasc of the second tranche, in general, had also been
satisfied. This was open to question, since the budget targets were later
excceded and two of the credit ceilings were in jicopardy. But the 1966 harvest
was far below expectations and this factor could reasonably be blamed for most
of the budget difficulties. Furthermore, the GOT had held supplier credits well
within the ceiling. 1In any case, AID/W concurred with the Missions's Jjudgment
and the second tranche was released, on schedule, in early October.

A.I.D.'s long-range stretegy had shifted once again. FY 66 documents
suggested a swing back toward the older position, which postulated tha* .he
entire A.I.D. program was an interim device to tide Tunisia over until a viable
relationship with her trading partners could be worked out, and that the program
. loan in particular had a very short future. Indeced in a May 1966 memo to the
A.I.D. Administrator the Bureau of the Budget adviced that the President had
approved the FY 66 loan only after consideration cf the Administrator's assurance
that Tunisia's cooperation would be sought in adopting measures favorable to the
U. 5. balance of payments, that the GOT would be advised the U. S. intended to
phase out of progrum lending by FY 69 or FY 70 and that while the total neecd for
program aid would disappear by 1972, other sources of program loan support ought
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to be vigorously wooed in the interim, What accounted for this latest turn

in A.I.D.'s Tunisia policy is not clear. Pressure from the U. S. Treasury

was obviously an important element. In the May 1966 Program Memorandum (FY 68-72),
the Mission still referred to the program loan as a major instrument for

leverage, and the listing therein of socio-economic objectives and self-help
requirements was still dominated by the kinds of overall economic policy pre-
scriptions which presumably the program loan was most effective in deiivering.

Two points should be added. First, despite the primary importance of
the balance of nayments constraint on stability and growth no increase in ex-
ports had occurred since the late 1060's and apart from the general encourage-
ment of tourism, no special emphasis was attached to export promotion in the
U. S. leverage operation (relative, for erample, to the exalted position of
this policy in U. S. leveragce strategy in Turkey). Second, A.I.D. had began
in 1966 to increase pressure on the GOT to improve the climate for private invest-
ment and to reform the import regime to accommodate the needs of domestic
private investors. This did conform with program louan experience elsewhere,

G. FY 67: $15 million (DL Loan #033)

The FY 67 loan followed the previous year's pattern, stipulating two
tranches of $8 and $7 million. The second was conditioned upon a series of
explicit conditions -- somewhat longer and more quantitative than in FY 66 --
which were written into the Agrcecement. The loan was signed in May. The first
tranche was released in July and, following USAID's somewhat scanty but favor-
able review of performance, the second was released in October. Disbursements
started in Decenber.

The U, 3. conditions were tied closely to the IMF program of December 1966.
The Fund had responded to U. S. suggestions that the Stabilization Program cover
areas of domesti. and forcign economic policy hitherto ignored, and thus, of
the eight self-help measures specified in the FY 67 Loan Agreement, six referred
to the IMF list. These six covered domestic credit, the investment program,
suppliers credits, the ordinary budget, disbursements of counterpart funds and
management of state enterprises. The two conditions added by the U. S. dealt
with agricultural productivity and the import licensing system (particularly the
earmarking of loan funds for essential private sector imports).

Ben Salah fought successfully in early 1967 to eliminate a series of
quantitative targets which the Mission attempted to write into each condition
to beef up the IMF program. He revealed that the F'Y 66 Agreement had been
approved by the GOT Cabinet only after four days of sharp debate. The Minister
objected in principal to using the Agreement for stating U. S.-Tunisian policy
agreements, inasmuch ns the document was widely distributed in the GJT and
could be easily misunderstood or misused. He felt there were more appropriate
and discreet instruments for expressing mutually agreed policies. lle said the
top administration officials were determined to avoid another battle in the
cabinet, and were naturally distressed to find that A.I.D. was trying to toughen
rather than loosen the explicit conditioning process., Cable traffic between
the Mission and AID/W cn this issue was heavy during April and May, with AID/W

arguing that such conditioning language was common in program loan agreements
that it served a useful purpose, that the GOT had not obgserved the less forma
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targets set in 1965 and 1966, and that the IMF was agreed with this strategy.
The Mission was more in sympathy with Pen Salah's position. 1In the end, the
U. S. successfully retained a strict 110 million dinar ceiling on investment
(which it felt was the hcart of the stabilization program and an essential
complement to the IMF credit ceilings) but acceded to weaker language for the
two new conditions. The signed ccnditions were on the average far less
quantitative than those proposed in the Program Loan Paper.

Performance criteria were (again) only loosely observed in releasing the
FY 67 tranches. Two of the three IMF credit ceilings for 1965 had been ex-
ceeded in October 1966, though both were soon recovered without penalty from
the IMF. Total public investment in 1966 excceded the implicit level established
in the FY 66 Agreement. The current budget surplus had decreased, rather than
increased. Major short-term credits had been arranged which, whilce not defined
as suppliers credits, nevertheless had the latter's undesirable features. Net
foreign exchange reserves remained at the extraordinarily low level of three
weeks import equivalent.

On the positive side one could point to the rcestablishment of price
stability (following 1& months of moderate inflation consequent to the
October 1964 devaluation), a slight decline in government equipment imports,
a dramatic rise in private capital imports, improving relations with France
(including the prospect of a new start to nonproject aid), increases in export
earnings from phosphate, tourism and crude oil, and a functioning consultative
mechanism, based on tne AER, involving both the Consultative Group and IMF.
One could also argue that the poor fiscal performance in 1966 and 1)67 was
partly explained by two years of drought, which depressed revenues and increased
public relief expenditures. Overall, mid-1967 data supported release of the
second tranche. But in any case, negotiations on both the original Agreement
and the release of the second tranche do not seem to have been delayed because
of performance factors.

A.I.D. was clearly pointei toward phasing out the program loans as soon
as possible, probasbly in FY 69. It reminded the GOT that the latter would soon
have to find a’t.ina‘e sources of nonproject support. The hardening U. S.
position on-this issue :r<i.ccted the anxiety of other Agencies in Washington
over the final destination of U. §. program lorn dollars. OSome saw the opera-
tion as no more thau a device for funding Tunisia's short-term debts with France
and Italy. Additionality was a hot issue in the spring of 1967, although there
were signs that American exporters were beginning to develop a strong position
in Tunisi=a.

H. FY 68: 310 million (DL Loan /038

Tae world-wide shortage of DL funds in FY €8 forced the U. 5. to lower
the offer to Tunisia. In fact for several months the figure was set in AID/W
at $5 million. It was pushed up to $10 million in April 1968 just before
President Bourguiba's second visit to Washington.
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Whether the level would have dropped below $15 million in any case,
due either to poor performance or to A.I.D.'s stited policy to reduce non-
project lending, is bard to cay. For one thing performance was again pretty
good. The "key" investment ceiling of $110 million dinars had been excceded,
but IMF and USAID agreed with the GGCT that some new foreign exchange avail-
abilities justified the increase (the IMF argues that this is an example of
now quantitative indicators somctimes fail to do the job.) »ost of the other
F?7 67 conditions vere met with room to spare. With respect to A.I.D.'s policy
or nonproject leuding, the aid level figures projected in the January 1968
Program Loan Paper would suggest that the Mission was assuming nonproject
lending would go on at the same rate ($10 million per annum) at least through
FY 70. 7he implication of these two facts is that the cut primarily reflected
the funding provlem.

The llission's draft Program Loan Paper recommended a list of conditions,
based on the 1968 IMF program, comparable to those of the previous year.
AID/W, under pressurc from ovther Agencies in the U. 5. Government, was forced
to add cther oncs, including detailed instructions for improving relations with
the private sector and a variety of agriculitural policy changes. (The Mission
strongly objected to these additions.) It scems odd that A.I.D. would attempt
to toughen an cstablished conditioning process at precisely the time it was
lowering tihe offer (and even threatening o cut it to zero) =nd while other donor
aid had grown to neariy $lOO million per annum. Nevertheless, the longer
list was successfully necgotiated. The $10 millicn loan was signed in June 1968.
There will be two tranches, the second following o September 1958 review.

The Mission continues to refer to the program loan a5 an important
vehicle tor pursuing U. S. interests. The draft Program Loan Paper dated
January 1907 wade the {ollowing appraisal:

"In summary, procram aid, effectively utilized, has ranid economic

'nay oft! potential across a broad spectrum cf the Tunisian economy

with particular emphasis on the key areas of U. 5. interest. Through

it, development strategy can be influenced, 'erowth points' can ve
supported, production bottlenecks can be eliminated, private sector
investor confidence can be maintained, U, S. commercial relationships
strengthened, full use of AlD dollars in the U.S. can be assured and

GOT economic policy and priorities influenced on a continuing day-to-

day basis, as required."”

AID/W, necessarily wmore responsive on its promises to the President of the
United States and his Cavinet to =liminate program lending to Tunisia as
quickly as possible, nevertheless could afree that program loans 'provide us
with our most effective leverage in negotiating self-help and essential

policy changes." 1In short, both the field and headquarter staff have expressed
tuemselves in writing to ve satisficd that the program loan provides a means
to cxert leverapge on Tunisian policy, primarily on the stabilization policies
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identified in the Loan Agreements but to some degree also on the long list
of develcpmental reforms which (with the exception of agriculture) were
excluded from the program loan negctiations but which Mission personnel were
continuously discussing with their counterparts.

ITI. THE PRINCIPAL [SSUES

A. Did A.I.D. try to exert leverage with the preogram loan?

The answer is that it didn't in 1962, when program lending to Tunisia
began, but that it gradually deveioped a zonditioning system which, by now,
in form if not in rigor, is much closer to the LA than the NESA model. This
development took place within the context of an internal A.I.D. debate over
the advisability of doing away with program assistance.

Fxplicit conditions on economic policy were first imposed in 1962 in
conjunction with the 160 million multi-year commitment. They were not
directly related to the FY 62 and FY 63 program loans, and performance was
not a central issue in dccisions on the level of the loans and timing of their
release., During the next two years, however, the link was established. In
FY 64 A.I.D. insisted that before the agreement was signed the GOT invite IBRD
staff to help formulate a balance of payments program that would halt the loss
in foreign reserves. It is possible to interpret the reduced level of lending
in FY 64 and FY 65 ($10 million in each, compared with $1% millions in FY 63)
as a deliberate effort to keep the annual offer low until substantial improve-
ments had becen made in the annual planning and budget systems and until the
pressurce of domestic policy on the balance of payments was relieved.

The LAS report in early 1965 urticulated the new thinking on program
loan leverage. The program loan was identified as the principal instrument
fer influencing growth policy. 'The report was modest in its estimates of the
degrece of influence the U. 3. could expect {rom an increment equivalent at
best to a few percent of the annual import bill. DBPut it obviously thought
the cumulative effects of a sustained conditioning process were very promising.

A new conditioning system was installed in the FY 60 Loan Agrcement.,
Six stabilization policy prescriptions were explicitly introduced into the
Conditions Precedent, and the loan was divided into two tranches of which the
second was not to we releascd until n joint review of.Tunisia's performance
established that the conditions had been met. PFurthermore, the next year's
loan would depend upon continued acceptable nerformance in tnese areas and
others disgcussed vervally with the 7G0T at tlhe time of the negotiations, In
1966 2 set of side conditions dealing with additionality wcre attached in-
formally to the agreement. That procedure was not repeated the next year,
but a large group ot recommendations dealing with both stabilization and
development policy were under continuing discussion throughout this period
and by implication were conveyed to the GOT as implicit puides tc U.S. largesse.
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In FY A7 and FY 63, A.I.D. progressively expanded the system by adding
quantitative indicators to conditions that previously omitted them, and by
adding conditions dealing, with private imports and agroicultural policy.

The GO fought this expansion, claiming that it could have political reper-
cussions and was no improvement upon the implicit underctanding that already
existed. A.I.D. nevertheless was able to strengthen the language in the FY 67
Agreement, and again in the i¢ 68 Agrcement., The fact that A.T.D. mede the
pover play in 1908 despite a reduction in funds -- the Mission was actually an
unvi Liing instrument of conditioning strategy -- suggests that some officials
in AID/W werc convinced the conditions were paying off ( or at least that
officials of the U. 3. Apencies represented on the Development Loan Committee
were 5o convinced).

An important clement of program loan leverage in Tunisia is the collabora-
tion of A.T.D. with TMF and the TBED, particularly the former. IMF Stand-bys
have been aprced annually since Getober 1964, which means that Tunisia was
accustomed to ezplicit wristen conditions before A.ILD. introduced them into
the agrecment in early 1900, 1t also means that the leverage process was multi-
lateralized. But the Mission has usually led, not lagged, the IMM team: U. 3.
encouragencnt of a GOT-IMF rclation was important in 1964, and the U. S. steered
the IMF toward more frequent use of quantitative measures and a wider range of
policy prescriptions. Thus, A.I.D. pained leverage through the GOT-IMP rela-
tionship.,

Another impurtant clement of program loan leverage in Tunisia is the
emphasis on the negotiatioas and the annual reviews that preceded them., The
two-tranche system was introduced in FY 66 and in theory the second tranche
was related to performance during the immediately preceding period. But the
midterm review doesn't seem to have been taken seriously. Moreover the annual
loen level itself scems to have been divorced from self-help performance, the
$10 to $1Y million rangc was determined on balance of payments criteria. Given
that the level and release of program loan funds was in practice not tied to
self-help, the explanation for any leverage that we did exert would have to bhe
simply that as the major donor America could insist on reviews and negotiations
and influence 0T policy through the continuing dialogue.

B. Did A.I.D. get leverape?

The primary focus of A.1.D.'s conditioning process until recently has
heen the level of forcign reserves, in particular on tailoring the level of
imports to carnings, At least this is the implication of mest formal submissions
to AID/W. A secondary tarset has veen on cncouraging the GG Lo seck other donors
to “ake rver Crow ALT.D. the role of lender of last resort, On both counts,
Tuniszia hag done poordy, and if these are the ohendurds of leverage then the an-
swer to the question is no.

There arc three reasons why these werc unnccessarily harsh standards.
Tn the first place the probloms addressed were cexceedingly difficult. In the
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second, the GOT actually tried rather hard to do something about them -- with
one (explicable) exception. In the third, the GOT did other things which
A.I.D. wanted it to do, though these wauts werc not all expressed in the pro-
gram loan negotiations.

First, Tunisia was cauvght in a cross fire on the current account from
which there was ro immediate relief. Invisible earnings fell precipitously
as the French and Algerians withirew, Traditional exports were boxed in and
vulnerable to forces beyond Tunisia's control (wine and wheat enjoyed French
preferential treatment at the pleasure of the French, olive o0il faced increas-
ing competition from vegetable oils, phosphates saw no promising market oppor-
tunities). A moderate increase in imports was vital to sustain Pres. Bourguiba's
popular investment programs and achieve the targeted 6% rave ci growth. Since
there was a rigid imrort control system already in =ffect and not much fat on
the list of nonessential imports, and since earnings were falling, balance in
the current acccint in the short run really meant cutting the investment import
program. This, in turn, meant sacrificing a successful growth program. It was
4 lot to ask of the President. With respect to inducing the West Europeans to
guarantee the import program, the obvious choice was France. But Franco-
Tunisian relations were shaky -- tne expropriations in 1964 knocked the French
out of an active donor role for two years -- and A.I.D. couldn't press the
Tunisians to compromise on such a sensitive issue.

Second, the GOT self-help record on the current and capital accounts was
not unimpressive. Import controls were tightened, and cuts were made in pro-
Jjected expenditures for social iufrastructure and work relief programs. The
GOT devalued the dinar by 20} when the IMF told it to. It kept a remarkable
degree of control over wages and prices. It also has stayed under the IMF credit
ceilings almost continuously since 1964, In fact it conformed well to the spirit
of the A.I.D. conditions, which was to protect the trade balance by avceiding in-
flationary fiscal and monetary policies. Moreover, it played ball with the IMF
and IBRD, set up the Annual Economic Budget, and dramatically increased local
revenues. These are the progress indicators that were of primary concern to
Lhe reviewing officers in the Mission. Though the announced goal was spelled
out in terms of foreign reserves, their working objective was to promote an ade-
quate stabilization constraint on Tunisia's ambitious development program and
in this accounting they could tske some satisfaction. The GOT failed only to the
extent that the total job that h1ad to be done reqrired much more.

Third, tne GOT overall self-help record as such -- apart rrom its impact on
the fureign account -- was quite good. Most of the reforms and measures identi-
fied in the last paragraph would have been acceptable indicators of merformance
in their own right. In addition, there has been some progress in such areas as
the rationalization of the state entcrprises (e.g. railroad rates have increased
-and the def"icit eliminated) and the easing of controls on private sector partici-
pation (a development bauk was turned over to a private group; 70% of the program
loan imports have been directed to the private sector in the last two years; etc.).

Self-help performance doesn't necessarily imply U. S. leverage. The
Tunisians may have done these things anyway. It is quite clear, however, that
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the GOT has shifted substantially since 1961 towards a fiscal position which
balances growth against stability, and has paid a price in foregone welfare
investments. It alsc has accommodated itself to the budget review proccess
sponsored by the U. §., IMP and IBRD, und inevitebly absorbed the disciplines
involved. The dramatic loss ir foreign exchange between 1960 and 1964 would
have forced Tunisia to take some corrective action. The U, 5. presence,
particularly directed turough the program loan negotiationg since early 196k,
undoubtedly helped shape the acticn progran.

Parenthetically, onz should nctice the differences in how A.I.D. handled
the Tunigian and Turkish leveresge operations. Both counteries were characterized
by fairly stable prices and a reasonably high rete of growth. Both were
threatened by a deterioration of the current balance. In Turkey A.1.D. let IMF
handle the stability indicators and put most of its own ~fforts into export
promotion and exchange reform. In Tunisia, A.1.D, teamcd up with IMF on the
stability indicators, and  postponed export promotion and exchange reform.
Tunisian exports have done well in the last two years, particularly crude oil,
phosphates and tourism, But the Mission couldn't have predicted this five years
ago (except tourism), and did little with its program loan to make it come about.
The Mission arguei, however, that the GOT was doing about all it could for exports.

C. Can the leverage be attrivuted specificaliy to the program lcan?

Until FY 64 the U, S. made nc use ol the progran loan as an instrument
of leverage. In tact it explicitly attributed whatever influence the Mission
had to the whole A.I.D. program, But it didn't really try to use the influence
to affect particular policies, and, not surprisingly, didn't have much to show.

Starting in FY €4, A.I.D. tock a more active position on stabilization
policy and began to direct its influence through the program loan. The con-
ditioning system was substantially in place by early 1666, Bubt as noted above,
the U, 8. insisted throughout the post 1963 period (with the exception of 1965)
that the program loan would be dropped soon regardless of performance and
rarely uwanipulated either the loan level or release date to enforce its con-
diti~:s. In these circumstances, the credibility of the performance-loan re-
lation must have been nonexistent. If the GOT was performing, it wasn't doing
so to buy a second tranche release or a new agrcement. The instrument of
persuasion was apparently not the loan itself, but the opportunity it provided
to discuss matters of general economic policy. The Tunisians knew they had no
irfluence on the sizz of the program aid package -- when the U. S. was ready
to cut it out of the program it would be cut, until then it would carry on at
the old level. If this interpretation is correct, whatever specific leverage
A.I.D. had on any single policy was due to the American presence or the over-
all A.I.D. program, anl only in part on the program loan. The program loan
was a fundamental source of leverage, but it was/concealed source and at any
one time the GOT probably could not have identified its role.




I hkave not yet mentioned the PL 470 sale and loan agreements. For the
last two vears these agreements have set conditions on GOT performance in the
area of agricultural policy. These conditions were made explicit in the agree-
ments and set forth in some detail, i.e. establishing a network of marketing
cooperatives. One of the reasons the 50T objected to the inclusion of agricul-
tural policy in the FY &7 program loan was that the same points were already
covered in the IL 1“0 documents. Insofar as these conditions were confined to
the agricultural sector, there is no ccnfusion of results with the leverage
effects of the program loan on stabilization. It is worth noting, however, that
there hag been little overall incrcase in agricultural cutput for years, but
structural adjustments promising future increases have been made.

D. Were leverage eftects mixed with resocurce transfer effects?

No, because the resource transfer cffect on performance occurs when A.L.D.'s
conditions are designed tc encourage an increasce in imports or a ghift in import
composition. Most of the A.1.D. conditions since 1904 have tried to discouvage
imports. Therc 13 of course the one excepticn vhere, starting in the I7 67 Agree-
ment, A.I.D. arpucd for a greater private scctor role in the economy, and gov the
GOT to accept a minimum percentage for the share of loan funds which would be
allocated for private scctor use. The share is now running at 707, considerably
higher than the initial minimum of 20,. These funds were channeled through inter-
mediate credit institutions, and, considering the matching funds offered hy local
secondary borrowers, resulted in a reallocation of internal investment funds. To
the extent the import control system has had to be modified to accommodate the

U. S. requirement, one could talk about resource transfer effects. Put there has
been no serious effort to push the (OT toward liberalization.

Iv. DETERMINANLTS OF LEVERAGE
A. The Loan

1. Size of loan., There is no evidence of a correlation of size of loan
with leverage, and in any case the level has generally been determined by source-
procurement factors. The U. S. in FY 67 was able to squeeze more conditions into
a smaller loan offer. 3ut it remains to be seen whether it will get any more

leverage.

2. Changing aid level. The program loan level is about half that of
the annual nonproject grant program which preceded it. But the program loan level
has remained between $10 and $1% million since FY f,2, and the shifts bectween those
two fipures has had no demonstruble effect.

3. Dissipation through time. A.I.D.'s leverage has probably increased
since FY 4. Put the conditioning system has been toughened. It is impossible
to guess what tue difference in performance would have been if a tough system had
reen imposed at the beginning of the period and not changed.

B. The conditioning system

1. Policy area in which exerted. Prices have been very stoble in
Tunisia. The only inrlationary periods followed the 190k devaluation and the
poor harvests in 1960 and 1966, Fiscal policy has been pgenerally successful as
well: revenue is way up, current expenditures have increased only gradually, and
- ‘ gl
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the ambitious investmernt zrojections of carlier years hava been substantially
reduced. There was slippage from some of the IMF/AID fiscal indicators in
FY 67, but that can be attributed to the poor 1966 harvest. I gether there
has been some progress in improving the operations cf the state enterprises.
Furibhzr, the GUT in the last two years has kept well below IMF/AID ceilings
on Supplisrs Credits. These were the principal policies which were specified
in the Loan Agreements., None of them did badly. Some did very well. None of

them, however, had the salutary effect on the current account the negotiavors
had hoped for.

2. Rigor of loan condition enforcement. The conditions were not
enforced at 2ll, in the sense thnat tranches were reduced cr delayed pending
improved performance. See the discussion in section "III. A." above.

3. Specificity of loan conditions. In FY 66 USAID shifted to a sys-
tem which included explicit written conditions, osome with quantitetive indicators,
cn a variety of stabilization policies. The credit indicators wure violated
briefly in 1966, btut otherwise have been respected. Some of the qualitative sta-
bilization policies were adhered toj; some werc not. The investment iundicator was
viclated, bub was later criticized by IMF and USAID as not having been apyv.cpriate
("ag things turned out"). There has not been much progress on either of the two
development conditions added to the T'Y 67 Agreement. From this experience it is
nard te judge whether quantitative indicators are to be preferred.

The deterioration in the country's monetary and credit accounts led
eventually to the IMF loan and the introduction of expliclt conditions. History
appears to indicate several instances in which the GOT was either unable to stay
within the IMF ceilings, or had difficulty in meeting them, but bent over back-
wards to do so. During the draft AEPR exercise of September 1966 the GOT pulled
~ack from investment targets that would have resulted in breeching the IMF ceil-
ings after USAID pointed out the importance of observing the IMF agreement and
the close relation of U. S. aid and other aid to that agreement. It is difficult
{0 say whether the inclusion of specific U. £. targets equivalent to those of
the IMF octually strengthen the IMF programs, but the COT did have two "contracts"
to worry about and, unlike the IMF, A.I.D. wag in residence tc guarantee obgervance
of the joint tarpgets. The remarkable success of the Govermment's monetary and
credit policy wes obvious before the IMF conditions were first announced in 196k,
It isn't possible to say whether the GOT would have got along as well without the
IMF ceilings, or whether the IMF programs were improved by the support of specific
U. S. targets.

L, Number of loen conditions. There is no information to make a judg-
ment. Two conditions were added in FY 67/ to the gix included in the trail-blazing
FY 66 Agreement. The Mission report "satisfactory" progress on both, but there
is reason to dispute that judgment and in any case we have no idea whethor their
inclugion diluted A.I.D.'s leverage from the other six,

C. Environmental factors

1. Neational politics. A.1l.D. has been dealing vwiih President Bourguiba,
the Neo-Destour Party, and a fairly stable political'envircnment since 1957. The
Tunigia program lcan leverage experience shculd be ag free from domestic political
disturbance ag any country exper%ence could be.



http:Bourgui.ba



http:officials'.to

INCLASSIE

B. The "leverage operation” is something of a misnomer in the
Tunisian case. While it is true that the U. £. negocvliating teams occa-
sionally achked toush over the inclusion of conditions in loan agreements,
most of the U. 5. iniluence was exerted infurmally and reintorced policy
decisions which the 40T was close to taking anyway. The Micsion arpucs that
nothing was lost by not taking tne G0T to task for cecesional infructions of
mid-year tects, nor by avolding any sipn of a prepuredness to use the instru-
ments of leverspge -- the threat to withhold or reduce a lonsn,

lad

(. Coordination with M0 and IBRD pgreatly reinforced U. 3. influence,
Lakirg much of the sting out of bilateral interfocence.

. ‘The commendable self-help performance appears to be related to the
strength and continuity of President Bourpuibu's goverrnment.
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Program Loan Study: KOREA *

I. INTRODUCTICN

Program loans are a relatively recent form of aid to Korea. The first cne
was signed in 'Y 1966, after a long period of U.S. assistance. Two more
followed, one in FY 1967 and one in FY 1968. A fourth and fifth were planned
for FYs 1969 and 1970. Although these loans have been small -- $10 or $15
million out of a total U.S. ald program averaging over $307 million -~ they
have been an effective and important lnstrument of leverage. Each loan has
contained only two to five quantitative conditions, all related to one

policy area -- stabllization. The U.S. has released proportions of the two
equal tranches of each loan according tc the number of conditions the Koreans
met.,

Program loans have been used for leverage on Koreun stabilizatlion performance
along with SA commodity assistance grants, The grants preceded the loans

ani have been continued simultaneously at higher, though declining, levels.
The first program lcan, in FY 1966, was for $10 million, while the SA grant
was $60 million, and A.I.D.'s total program $144 million. The FY 1967
program loan was for $15 million (later reduced to $12.5 million when part

of a tranche was decbligated after the ROKG did not meet a condition),and the SA
grant was $45 million in a total A.I.D. package of $113 million. The FY 1968
program loan was $10 million, the SA grant $30 million, and the total A.I.D.
package, $75 million. During these three years there were large MAP and PL
480 programs for total assistance programs of $L20 million, $335 million and
$354 million, respectively. Althocgh total U.S. assistance was used for
ieverage on Koreun stabilization, the progrem loans and grants were the
primary direct instrumente.

SA program grants have been designed to help fill a large resource gap, and
the local currency proceads generated by SA-financed imports have heen used
almost exclusively to support & substantial military budget, important for
U.S. security in Northeast Asia, and for Korean participation in Vietnam.
Since 1962-63, SA grants have been used to exert considerable leverage on
Korean stabilization perfcrmence. The U,S. hes withheld parts of the grants
because of poor Korean performance, or offered an additional amount beyond
that announced to induce the Koreans to make certain policy changes.

The program loan was introduced in Korea for a number of reascns. It was part
of the general shift in the Korea program from grar:s to loans wnd from

emphasis on budgetary support to development. Further, with the SA grants being
cut back,some thought Korea needed another form of' commodity aid. Probably
more importantly, many felt A.I.D. had less leverage then desired through the
SA grent because of its importance for political support, military budget
support, and for covering critical short-ferm import flows. The program loan
was introduced as a carrot, a marginal element of assistance, but one
specifically aimed at stimulating better stabilization performance.




Since 1963, the U.S. has upplied leverage on Korean stabilization performance
by negotiating annual stabilization agreements with the ROKG at the beginning
of the calendar year, which is alsc the Korean fiscual year. The negotiations
have involved hard bargaining, and the Koreans have had to accede to lcugh
conditions, both quantituative and qualitetive. Quantitative targets have
included yeur-end ceilings on money supply, central and local government
budget. deficits, and credit volume by cector, as well as floors on revenue and
Korean foreign exchange rescrves, hegotiation of a stabilization agreement
has been followed by joint quarterly reviews cf performance, where targets
have been set for the fcllowing quarter. There have also been constant communi-
cations and joint staff{ work on stabilization pniicies.

Each year there have also Leen regotiaticons on the Korean budgets, culmina-
ting in a budgetary egreement between the two governments in late August just
prior to the submission of the next yeur's budget to the National Assembly.
Thus two major setc of negoviations -- one I'ocusing on the budget and the
other on the total annual stabilization program, permitted mutually reinforc-
ing action at two key policy pressurc points and permitted the negotiations to
be more detailed than if the whole package had to be negotiated at one time.
The discucssion of the following year's budget also led to a review of the
current yzar budget and permitted A.I.D. to exert pressure on that budget in
the latter nart of the year when major decisions were being made. The provi-
sions of the budgetary agreement have been incorporated into the following
stubilization agreement. 'The budget discussions huve deull with a wide range
of matters affecting both stabilization and g owth, and havs included some
largely informsl U,S. intervention in regard to key budget allocutlions to
support selecled policies and projects such as family planning, agricultural
pricing and stockpiling, =znd local currcncy support for A.I.D. supported
projects and programs. Ve have tried to block ROKG approval of bad investment
projects, and get the ROKG to reduce or eliminate undesirable subsidies, and
improve tax administration and local government finance. The key concern of
the budgetarv agreement, however, has been increasing domestic revenue and
using the budget properly to produce an optimum effect on stabilization and
grewth goals.

We have used potential SA grants for leverage on the negotiation of the annual
stabilization program in the beginning of the calendar year. We have usually
annonnced the total SA program for the U.S. fiscal year after the conclusion
of a satisfuctory stabilizaticn agreement,and then released some funds. We
have released additionul SA funds at intervals during the year, after review-
ing performance under the stabilization agreement. (Fund releasesz have not
been closely linked with the negotiation of budgetory agreements.) Program
loan agreements nave been sipned later in the yeuar, incorporating key quanti-
tative targets taken directly from the stabilization agreement or formulated
in line with the general policy directives of the agreement. All three loan
egreements have includerd year-end targets fo fhat performance could be covered
for the entire Korean fiscal year.
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Deobligation or withholding of program loan funds was easier than with

the SA grants. The program loans were offered as a bonus, and the conditions

were specific enough so that little value judgment was required in deciding on a
tranche release. The release of funds was clearly and unambiguously tied to
condition fulfillment. At the discretion of the Mission Director, overfulfillment
of one condition couwld compensate for a small shortfall on another, but the ROKG
was not aware of this.

The SA grants had other important purposes, and the conditions of the stabilization
agreement to which the grants were linked, though comprising more or less one

policy area, as opposed to the typical LA program loan, were nevertheless large

in number and not always quantitatively defined. Value judgments on performance un-
der some of the conditions were required,and political pressure could be applied
more easily to obtain the release of funds.

IT. CHRONOLOGICAL ACCOUNT OF KOREAN EXPERIENCE
A. Pre-FY 3966

From 1957 to 1961, the ROKG and USOM signed annual stabilization agreements, with
primary emphasis cn price stability, achieved by agrecment on a money supply
ceiling. Within this limit, permissible budget deficit and credit expansion
programs were esheblished. The two governments worked closely together on
economic policy thrcugh a combined economic board. There was a considerable
degree of price stability from 1957 to 1967, Our annual SA grants averaged

over $200 million during this time.

Economic stability deteriorated between 1961 and 1963, as the military regime
which took over the government in May of 1961 tried to accelerate

the pace of capital formatiorn and to lessen the country's dependence on

foreign aid by means of a very high rate of monetary expansion. Af'ter the coup,
the U.S. felt that political instability made rigid implementation of the 1961
stabilization sgreement undesirable. At the same time the US had made the decision
to cease basing the commodity import level (SA grants) on a calculated budget gap
and to convert the basis to foreipgn exchange ne . The result was a greatly
reduced SA level, from about $176 million in FY 1961 to $93 million in FY 1962;
and we began to tell the ROKG to expect further reductions each year. We in-
tended not only to stop the depressing effects on domestic production of

easy imporis at overvalued exchauge rates, buh also to put pressure on the

ROKG to collect taxes and to earn dollars to pay for its own imports. Korean
visible exports were then only $20-35 million, for z country of about 25 million
people. Although we continued to offer sound economic advice, the Korean
generals (a) did not believe we meant what we said, (b) did not yet understand
the troublesome effects of inflation, and (c) enjoyed both a pipeline cf earlier
aid and relatively high foreign exchange reserves,
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Under these circumstances, USOM felt it did not have the immediate leverage to
intervene but rather that sound strategy called for a wait until the ROKG had
exhausted its immediate dollar resources and thus until it had to seek U.S.
funds and listen to our advice if it wanted them., This result was not long

in coming, particularly as the Korcans acceleratcd their problems with ill-
conceived actions.

By early 1963, credit expansion, the budget deficit and the balance of payments
situation had begun to cause such rampant inflution that the Koreans had to
come to USOM on USOM's terms. The Koreans first made a major ceffort to scek

a greatly increased aid level, sending a high-level team to Washington to
reverse USOM's position. But the U.S. stood firm, refusing to raise the

level planned, to respond to ROKG budget pressures,or to relax prescure for
self-help and against unwisc Korean action. Moreover, from November 1962 to
May 1963, USOM refused to approve any new cconomic aid, including SA, DL, and
PL-480.

Thus, after its fimmness had beer sorely tested, USCM's strutegy had worked.

In February, 1963 a joint task forcc on stabilization was sci up., During the
Spring there were rigorous negotiations on stabilization targets I'or the end of
1963. Ey the end of May, the U.S. and the ROKG negotiated & stabilization
agreement with year-end ceilings on the budgetl deficit, commercial credit expan-
sion, the money supply, @na drawdown of Korean foreign excnange rcserves. A
working group consisting of' U.J. and Korean technicians was %0 review progress
toward thesc and related goals cvery two wecks 'intil the end ¢t the year. Under
the agreement rcached in May, the availability of $1% million oi' FY 1903 SA
funds was to be contingent on these targets being met. Adherence to the
stabilization targets was o prerequisite also for any further Development, Loan
approvals during FY 1904, ‘The 315 million out of FY (3 funds was originally
planned for release in three $5 million tranches -- in August, October and
December, but the total wmount was withheld even during the Korean election
campaigns in the Fall of 1963. We were trying to pressurize the

ROKG into mecting thc year-end targets agreed to in May and werce particularly
worried about the Korcan foreign cxchange position. We wanted periormance,

noc Jjust promiscs. The withholding of the 315 millicn was uscd as a political
football in the elcction campaigns, and the ROKG tried to cover up the fact

that the U.S. was not scfir condoning its 1963 stabilization periormance.

in November, $10 million of FY 1964 SA funds were released after negotiation
of some key elcments of tre CX 196k stabilization program. We released ancther
$3 willion in December. But it was made clear to the ROKG that the withheld

FY 1963 funds would not be released unless CY 1963 performance were satisfactory.

In carly 1YGh,wc negotiated the full CY 1964 stabilization ggrecment with the
Korcans, and in March rcleased more FY 1904 funds. The withheld FY 1963 furds
were released in March too, but only after we confirmed that CY 1963 targets
had been met. The $15 million was thus withheld for a consideruble period of
time.




5.

In April 1964, SA funds were used for leverage in a different way. We agreed to
release an additional $10 million out ol deobligated FY 1964 funds, beyond

the agreed annual amount of $€6.2 million, if the Koreans devalued the won. On
May 3, 1964, the Koreans devalued the won, and we granted them the additional
$10 million. Within a year, then, SA funds had been withheld to induce
performance on the one hand, anc¢ on the other, an additional amount was granted
as a rewvard for good performance.

The CY 196k stabilization agreement was revised in July in light of the deval-
uwation. During the rest of CY 1964, the U.S. used some grant releases for
leverage on the Koreans to carry out the revised program successfully. Per-
formance was not entirely satisfactory, and there was some Korean fudging of
year end target ligures.

In CY 1965, FY 1905 SA releases were conditioned on the negotiation of a
satisfactory CY 1965 stabilization agreement, and performance during the first
half of the year. ALl TV 1965 funds planned for the first half of the year
were relcased, althouph performance was less than satisfactory on all fronts.

Tn carly 1965, we began discussion on the possibllity of a program loan, &s &
bonus for good perfcrmance, Negotiations on the program loan were used for
leverage on Ycrean policies. USOM indicated to the Koreans that if May stabili-
zation tarpgets were met, the preparction of a loan application would begin in
Junc. Acticn was delayed on the applicalion as there was excessive expansion of
credit to the [iscal sector® in April, and a deficiency in net Toreign reserves
at the end »f March and April, contravening the provisions of the stabilization
agreement.

To sum up the pre-program loan period, beginning in 1962-1963 we linked release
of SA funds tc nepotiation and execution of the stabilization program. Some
funds however, were rcleascd repardless of performance. Our leverage problems
cased after Park's election in the I'all of 1963, as his government initiated

an anti-inflationary program and met the CY 1063 year-end targets. Park's
anti-inflationary program was carried out on a fairly sustained and comprehensive
basics with a growing sophistication in financial techniques, in close wvorking
acsociation with USOM.

The use of leverage prior te the program loan period had major tactical problems,
deriving first from the fact that the SA was a major political issue with even
the press understanding fairly sophisticated distinctions between various levels
and [iscal years. The SA level vwas regarded as the major and easily identified

¥ Central and local government plus PL 480 sales deposits.
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indicator of U.S. attitudes towards Korea in a period in whiech the attitudes
and actions of the ROKG towards the holding of elections, which the Korean
public assumed to be & major U.S. policy objective, varied. Thus, the Korean
public was ncver clear whether our decisions were motivated politically (by
a desire for elections) or economically (i.e. by a desire for good stabilize-
tion performance). In fact, they were both.

Equally troublesome was the fact that, with Korean foreign exchange earnings

still very low, the Korean economy depended on SA imports for much of its
essential raw materials, We could not withhold all €A for long without

damaging the economy directly and without raising doubts about future U.E.
support, a perhups cven more important, if indirect source of potential

demage to the economy. SA generated local currency support of the Korean military
budget was an equally “mportant factor. The Koreaus were also aware of our
tactical dilemma. Thus, the withholding of assistance was a game of chicken,

& test of wills,

The program loan concept was devised to work for leverage purposes with the
SA program. First, it would permit a reward for good perfcrmarce while the €A
program continued to carry primary leverage for the stabilization agreement.
For examplc, the stabilization agreement required a balanced budget, to be
enforced by control of SA releascsc. We recognized, however, that budget
balance could be achieved at various levels, higher levels permitting greater
funding for development. The program loan therefore provided a bonus for
improved revenue collection which would in turn support a higher balance and
greater investment. (Though higher revenue targets were included in the
stabilization agreement, A.I.D.'s main concern in judging performance under
the agreement was a balanced budgel) Sccond we recognized that not all SA
could be long withheld, bul we ermressly stated that program loan funds could
be fully cancelled. Thus, the prigram loa; provided a second layer of non-
project import f{inancing which had for leverage purposes greater flexibility.

B. FY 1966 - The First Frogram Loan

Negotiations for the tirst program loan were resumed in the summer of 1965, as

June stebilization pertormance had improved, and we had negotiated adequate

third and lourth quarter stabilization targets. At this time we indicated what the
rerformance targets of the program loan might be., 1In August we proposed specific
targets. They werc based on the stabiljzation agreement, but some of the quan-
titative targets, such as a private credit ceiling, were referred Lo only in
general terms in the stabilizatlon agreement, and an interest rate reform was
referred to obliquely. (However, we had asked for some action by May 1965.)

The program loan wus for $10 million. The funds would be released in two equal
tranches based on performance in the third and fourth guarters of CY 1965. There
were five criteria for cach trarche release; performance under each would be the
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basis for the release or withholding of one-fifth of the tranche. In other words,
the meeting of cach target was worth $l million. This wae so stated in the loan
agreement. The criteria were the following: (1) Government revenue performance
would be evaluated in terms of whebher 1940 domestic revenues exceeded 45 billion
won Lhrough Lhe Lhird quarter and oY bLillion won through the fourth gquarter.

(The 1945 budget originully proposcd u domestic revenue total of 57 billion won).
(2) Private savings (time and svvings deposits) performance,as the ROKG wus
informed in early September, would be evaluated in terms of Implementation of

a satlisfactory intercst reform plan in the third quarter. Performance in the
fourth guarter would be cval eted weccording to whebther the average end-of-month
levels of private savings [or October, November, and December, cxceeded 20
villion won. (3) Privatce credit performance would be evaluated in terms of
whether average cnd-of-month net private credit ir both the third and fourth
quarters stayed below a 40 billien won ceiling. (The ceiling was cstablished in
late July.) (4) Government credit performance would be appraised on the basis
of' whether averaze cnd-of-month ercdit Lo Lhe fiscal sector remwined below 20
billion won in ooth the third and fourth quarters. (5) Finally, performance

in the arca of fornign exchange recerves would be evaluated on the basis of
whether the ROKG could prevent the drawdown of net 1'oreign exchange assets to

a position below the $15 million floor jointly agreed in March as part of the

CY stnbilization program.

After A.1.D. procedural delays, the loan was authorized and then signed in December.
Meanwhile, the Koreans had met the third quarter targets. There are strong
Indications that the program loan provided the added incentive for the passage of
the interest rate reform which had been sought for some time without success,
Inclusion of the implementation of intercct rate reform ag 4 criterion for per-
lormance under the program loan 13 believed to have been a significant factor in
the ROKG's deeision Lo convene the National Assembly in mid-september (despite
continuing opposition Loycott in connecvion rith ratifiertion o1 the treaties
with Japan) to pass legislation raising interest ceilings and to implement the
dramatic reform on September 30, in time to meetl the third quarter deadline. The
rest of the targets for both the chird and the fourth quarters were met, and the
two tranches were releascd. Korean domestic revenue performance was outstanding.
The results showed revenues of 67.¢ billion won. The Koreans learned what they
could do if they tried hard.

At tne samc time, we corntinued to use SA releases for leverage on stabilization
performance. In November, a $1h4.6 millica SA grant agreement was signed.

A condition precedent war ascurancc of the continuation of satisfactory stabiliza-
tion pertformance under the CY 1965 stabilization program. The agreement also

asked that the Koreans praduce 750,000 M1 of lime during CY 1966, to assure the
efficient application and utilization of fertilizer included in the SA import prog:am.

Amendments to this grant agreement, which were 'ike new agrecements in that they
provided differsnt conditions preccdent, followed through to February 1967.

ne £irst amendment, dated March 30, 1966, was signed after a satisfactory
1966 stabilization agrecmei t had been negotiated. The amendment provided for
an additional $2k.4 million. $16.4 million would be furnished immediately,

and the remaining $6 million +ould be releascd after the ROKG had furnished
assurance of the initiation and continuation of satisfactory periormance
through the first quarter of CY 1966 in line with the stobilization agreement.

(HELASSIFIED
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The whole amount was iniuially to be based on March 31, 1966 performsnce,

bt for the $18.4 million the conditions precedent were waived, as Korea

needed timely fertilizer importc for cpring application, and there would other-
wlise be a break in the flow of' commnoidities.

After arother cxchanpe of letters on ctabilization in April, a sccond amendment
was signed, providing an additional 421 million. Of thiz amount, 315 million
would be released iimediately, and the remaining amcunt after assurance of
continuation of saticfactory performance through May 3lot.  We subsequently sald
the conditions precedent of both these amendments had been met and released

all funds.

C. TY 1967 = The Second Program Loan

The second progran loan, for $15 million, was authorized on July lst, and signed
on July 30, 1906. Tts two cqual tranche releases were to be based on performance
through the end of the second and fourth quarters of CY 1966. The loan was
conditioned on {cwer stobilization performance criteria than the first loan.
There wore two criteria for release of' the firet tranche and thrce for the second.
We though further leverage was not required on private sevings und foreign

ex hange reserves at the time, ac performance in these areas had been good.

The two criteria by which cecond quarter performance would be judpged were a net
domestic credit ceiling of 59 billion won {covering net private sector, Tiscal
sector and fertilizer sector credit sub-tarpgets as established under the
stabilization aprecment), and a domestic revenue target (January 1 to June 30)

of 45 billion won. ‘The criteria {or the {ourth quarter were a net domestic
eredit ceiling of €5 billion won (average end-of~month for Octoher, November,

and Deccmber), o demestic revenue target of 100 billion won (Janvary 1 - December
30), plus a budgetary payments carryover limit of® 3 billion won.

A1l targets were based on the CY 1960 stebilization agreemers. We thought

thut these three targets would give the most powerful feasible leverage that
year over the stabilization program ac a whole. They vwould all be difficult to
achieve. Meeting the domestic revenue tarpget would be remarkable, according
to USOM, as vwhen it was negotiated (in the January-IFebruary stabilization
agreement talks) it represented a very larpge raising of ROKG sights on revenue.
The 100 billion won tarpget represented more than a 100/, increase over the

49 billion won domestic revenue of 1964, and a 7% increase over the 67.8
billion won revenue ol 1965. Pressure excerted through the stabilization
negotiations had much tu do with further invigoration of revenue raiging efforts
in the Spring of 1966,

The seccnd program loan aprecment did not specify that the meeting of each per-
formance Condition would be linked to a proportionate amount of each tranche.

We felt that the Koreans resented the "schoolmasterish" approach of a

"paint system," especially after good CY 1965 performance. However, the "noint
system" was still applied. It was put in a side letter from the Migsion Director

UNCEASRIEET
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to the Deputy Prime Minister. The effect was thus the same. The two criteria
for the first tranche release were worth $3.75 million each and the three
criteria for the second tranchie, $2.5 million each, The funds for whatever
eriteria for the first tranche weve not met could be carried over and added

to the second tranche. “inds not eligibtle for release alfter the fourth
quarter could be held ~ver und released if performance were adequate in the
first quarter of CY 1967, but this was not stated in the lcan agresment; nor
was the fact that the Mission Director could decide whether overiulfillment

of one target corpensated for a small failure on another, permitling release
of the whole tiranche.

The two criteria for the tirst tranche reclcase vere met, and tne whole tranche
was released. The Koreans did not meet one of the three criteria Zor the
second tranche releace, the budgetaiy carryover ceiling for Decemder 30, 1966.
The ceiling was 3 billion won, aud the actual carryover was 5.2 billicn won.

The target was thus missed very substantially together with a closcly related
and very important sub-targel, of the fiscal sector balance for the ycar. A
numbar of other provisions of the 196¢ stabilization program were not fultilled.
Accordingly, USCM withheld $2.5 million, or one third of the tranche, and it was
subsequently deobligated. We held that meeting the other two targets did not
compensate for the wide miss of the carryover target. At Horean request the
withholding of the $&.5 million was held confidentizl to avoid the embarrassment
of public knowledge.

$20 million of FY 1967 SA funds were planned for release in December 1966.
Besed on conditions in October-November, we anticipated that a number ot
year-end targets of the 1966 stabilization agreement wowld not be met. There-
fore, $7.5 million of Lhec $20 million was withheld. It was later to be used
for leverage in negotiating the 1967 stabilization agrecement, since we did not
have sufficient fund flexibility to lose ihe funds entirely. The remainiug
amount, $12.5 million was released, under amendment #3 (dated Decembar 30%h) of
the November 1965 SA grant agreement. The orly condition precedent, in the
amendment was that Korea spcnd $7.5 million of its own foreign exchange on
fertilizer and related costs, to equal. the amount of tre grant allocated for
fertilizer. The grant was to have provided $15 million for fertilizer.

In January-February 1907, a CY 1967 stabilization program was negctiated. As
in the past; the ROKG agreed to continue to woerk with USOM to develop quarterly
stabilization targets, as well as to review and adjust the program jointly as
such needs arose during the course of the year. 1n April, a new SA grant agree-
ment, for $32.5 million, was signed. It included the $7.5 million withheld in

December, 1966, For the first time, an SA grant agreement provided for the
release of funds in three tranches, though the effect of earlier agreements
was almost the same. The first tranche of $8.5 millicn was to be made avail-
eble on evidence that the ROKG and A.I.D. had executed a satisfactory stabiliza~
tion program agreement to be carried out by the ROKG in CY 1967. Both the
second and third tranches, each $12 million, would be made available during

the second quorter of CY 1967,. subject to satisfactory performance under the
stabilization agreement. Satisfactory performance as of March 31, 1967, was

to be the basis for releace of the sccond tranche, and there was & provision
for carrying over part of the funds to the third tranche if performance were

S
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Instead of withholding pert of the second tranche, we decided that nore

leverage could be obtained by amending the loan agreement and basing the second
tranche release on the conclusion of a satisfactory CY 1968 stabilization
agreement and performance through June 3G, 1968. The focus of the criteria for
performance Ly Juns 30 would be on key problem areas in the siabilization effort
and forelgn exchange management policies which were primerily responsible for
the Korean feilure to restrain monetary expansion in 1967 within acceptable
limits.

We had planned to relsase $10 million of FY 1G£8 YA funds in the fowrth

quarter of CY 1967. This release was withheld, partly because of less than
satisfactory perfermance, but also so that all of the lower level of SA fvnds for
FY 1968 (%30 million) could be used for leverage in negotinting a satisfactory
1968 stabilization program, along with the $5 miliion second tranche of the third
program loan.

4 1968 stabilization agreement was negetiated in February. It was more coumpre-
hengive than past agreements in enumerating objectives, targets, policies and
actions %4o be undertsken in each sector-~fiscal {central and local government),
foreign and private credit. A 25% total money supply increase was targeted for
the year. There weuld be joint monthly meetings tc monitor progress and
performance, to sgree on apzcific policy and other measures, and Lo report
uwonthly to the regular Economic Cooperatiorn Committee which met quarterly.
Further, stabilization commitments to be made to the DMF during forthcoming
Stand-by negotiations were incorporated in the agreecment for the first time.

The Koreans felt they had opened themselves ap to far more U.S. influence on con-
crete stabllization measures than irn the past, and resented the fact that the
gecond tranche of the program loan was tled to new specific performance criteria.
The ROKG thought that policy direztions should bs set in the stabilizaiion
agreements, and then the ROGK would perform as best it could. It now fell
capable of succesaful self-help on stabilization without specific strings and
numerical ceilings applled to tranche releases.,

The amended conditions precedent for release of the second tranche of the

program loan were: (1) As of June 30, 1968,credit to the fiscal sector would not
exceed 15.5 villion won, excluding changes in 1968 due to the operation of the
Grain Management Special Account. (2) As of the June 15 to June 30, 1968 reserves
period, Bank of Korea general rediscounts for commercial banks, excluding export
loans and certain types of commercial bills, would be eliminated. (3) KFX #

import approvals to be financed by credit of over 90 days and under 3 years would be
limited to 25 percent of total import approvals for the period January ihrough

June 1968; and (4) As of June 30, 1968 the ROKG would be adhering to the

terms of the IMF Stand~by agreement.

# Korean foreign exchange

UNBLASSIELED
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To comply with ROKG wishes, a money supply celling was not put into the loan
amendment. We thought monthly sector reviews plus the conditions in the amend-
ment would provide adeguate safequards. Eligibility to draw under the
terrns of an IMF Stand-by was made 1 program loan condition for the first time.
Tris was meant Lo establish a tasis for increascd relation of U.D. fund
releaces to performance rnder [MP Drand-bys ac U.S. assistance phased out,
and was to help insure adegquate performance in tne absence of a fixed moncy
supply target in the leoan agreement, There were no June 30, 1906 targets in the
Stand-by, but the ROKG was committed Lo remain Lhroughout the Stand-by period
(throvgh March 1969) within ceilings limiting total central bank credit Lo govern-
ment end limiting expansion of total bank assets, with btoth ceilings subject to
ad justment in vhe event foreign ascebc declined below the January level.
The Koreang reported in July that they had met the revised Largets for the
second tranche rcleasc. As of November, urere had not yet been a formal U.S. req <ot
for release of the fundg, bul the Korcuns probably did meet the revised targets.

. FY 1909 - The Fourth Program Loan.

A fourth program loan for $10 milliornws planncd along with a smaller CA program
grant of $20 million. These two instruments plus PL-~L&O Pitle 1 would he used
togelher for leverage in the ncgotiotion of & new stabilizatlion agreement.

Afiter agreement on a satisfactory stabilization program the entire SA grant

would be released (as it was in 194%) along with the {irst trancic of the

program lean. Tue sceond program loan tranche would be based on satisfactory
performauce througl mid 1969, In view of the comparative smallness of the CA
program and of the total won geucrated by it for military budget support, USOM
did not think it practical to recleace the S4 funds in instellments. On the
other hand, the program loan, which was < .signed tc finance private machinery
imports and which vas unrclated to military budget cuvport, could be released in
tranches as in the past. The approach plannei, USCH believed,would help meet
IOKG objections Lo strings attached to aid, as most funds would be released after
negotlation of the stabilization ugreement. Holding otff on the second tranche of
the program loan, would help assure USOM that self'-help performance commitments
would in fact be carried out. Thus, despite Korean progress in controlling
inflation, USOM felt it had to continue to link funds at least partially to
perfuormance, not just promises.

The 1969 stabilization program was to focus on key economic pnlicies with regerd
to Korea's monetary syctem, external trading system, and capltal market. For
monetary policy, an effort would be made to rely to the maximum extent upon
detailed stabilization agrcements worked oul between the ROKG and the IMF.

Timing problems might not make that practicable as IMF negotiations have proceeded
on a schedule differing from U.S. reyuirements, The U.S. would try to work this
out in discussions-with the IMF,
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III, THE FRINCIPAL ISSUES
A. Did A.I.D. Try To Bxert Leverage With The Program Loan?

The progrem leoan was introduced in Koree as a msrginal incentlve element in the
pild package. The funds would clearly have to be earned by good performance.
Some cfficisls thought that a declining level of program SA plus its Importence
for the Korean economy made it infeasible to use the sanction of withholding a
portion of 54 if stabilization targets were not met. Import financing under
the program loan, on the other hand, could be flexible. Disbursement was

never inevitable, nor did it have to be. And the specific quantitative targets
linked to speciflc amounts of each trunche made the criteria for judging por-
formance and smounts to be released unambiguous. Performance under the whole
stabilization agreement, to which SA grant releases were linked, could not be
judged as objectively. It was more difficult to decide how much of an SA tranche
to release. However, SA funds continued tc he released in tranches until the
spring of 1968€. Besides they were used for leverage on both negotistion and
execution of stabilization agreements. The requirement to obligate funds
before the ¢nd of the fiscal yesr made it necessary to tase release of funds
cn Mey performance for the first half of the Korean fiscal year, and to obtain
early release of the following U.S. FY SA funds for leverage on the second

half of the Korean fiscel year. Program loan agreements, on the other hand,
could reguire performance throughout the Korean fiscal year. The second end
third lnans were conditicned on mid-and end-year performance.

B, Did Korea Perrorm?

All targets for both tranches of the three program loans were met except two.
There were about 20 targets in all, so that is a record of 90%, ignoring
relative importance and possible fudging of figures in some cases. There ias
every indication that the Xoreans tried hard to meet the missed targets too,
though other pregsures countered these efforts.

Starting in 196364, the ROKG became more and more convinced that Korean
growth could proceed without inflation, and the ROKG became Increasingly
commi.tted to stabilization policies. The stablilization program has been
fairly successful. The problems of inflation are not solved, but

they have certainly lesaened measurably compared to the 1961-63 era, particu-
larly considering the phenomenal growth of the economy since then. The money
supply grew by 33.1%, 30.1% and 42.5% in 1965, 1966 end 1967 respectively,
compared to a rate of 40% between 1Yol and 19t2 (60% between mid-0l and

and September 1G62), but the increase in wholesale prices vas

9.6%, 8.8% und 6.8% in 1965, 1966, and 1967, compared to 20.4% in 1963, and
35.0% in 19%4. The GNP deflator has shovm annual price increases of 12.9% and




1k,

11.7% in 1966 and 1967 respectively, as opposed to 28.2% and 32.0% in 1963
and 196M.

The performance of the Korean econcmy, as is well known, has been outstand-
ing in recent years, with remarkable improvements beginning in 1963-64. Between
1963 and 1967, GNP grew by an average annual rate of about 9.3%, and

per capita GNP by an average of 7.6. Exports increascd 484% (L2% per year)
from 1062 to 1967. Industrial production incressed by 219% in 1967, typical

of reacent vperformance.

Agricultural production rose by about 407 in four years (1962-19€6) . Pro-
duction declined in 1967 because of a drought. In the first year after

the interest rate reform, time and savings deposits increased by 169%, and

in the next two years the annual increase was by 90%. Domestic savings in
1667 represented 10.6% of GNP, compared with 6.9% in 1963. After a 1hi%
annusl rate of increase rrom 1967 to 196L, domeshtic central government revenues
increased 38% in 1965, 68% in 1966, and 43% in 1967. The ratio of domestic
revenues to CNP inereased from 7.(% in 1964, tc 12.°4 in 1967. The central
government budget was kept in balance during this period, while the share of
the budget supported by U.S. aid declined from 36.7% in 1964 to 16.6% ia 1967.
Annual foreign exchange earnings more than tripled between 1963 and 1967, and
foreign exchanpge - eserves more than doubled.

USOM expected Korea's overall economic performance in 1968 to be the
best since the Korean War. GNP was expected to grow by a record lh%,per capita
by 11.k%,

C. Did A.1.D. Obtain leverage?

Each year the prospect of receiving a program loan provided an incentive for
the Koreans to reach the targets for the first tranche release before the
loan wis even signed. Fairly clear evidence of extra eflort to meet a cri-
terion was the passage of the interest rate reform, in a special session of
the National Assembly, in time to mect the deadline for the first tranche
release of the first program loan. The reform was caid to be something the
U.S. had been pushing for scme time without success. Another indication

of' the leverage of the program loan conditions was the extra effort the
ROKG made to increase revenues in the spring of 1966 to meet the loan
target for June.

Although the Koreans became more and more committed to stabilization, and

to the goals we espoused, the targets which A.I.D. established in the stabi-
lizaticn and program loan negotiations did raise Korean sights considerably,
and required the ROKG to push harder than it would have otherwise. Though
the amount of the program loan was small, -the ROKG wished to avoid the
embarassment of withheld or-deotligated funds. The U.S. was highly respected
by the Korean public, and U.S. disapproval was not taken lightly. Also,
knowledge that the U.S. had withheld aid for poor performance might weaken

Korea's credit standing and abilify, &g E?‘leﬁ@ﬁother lenders. Further,the




Koreans never knew how poor performance in meeting program loan conditions
would affect U.S. decisions on other parts of the eaid program.

On the other hand, the ROKG economic ministries used the corditions precedent
of the program loan to counteract inflaticnary programs ov policies proposed
by other ministries. The progrum loan provided Finance Ministry economists
with an excuse for unpopular policies they wanted to carry through anyway.

D. Can A.I.D. Leverage be Attributed Specifically to thz Program Loen?

A.I.D. leverage cannot be attributed entirely to the program loan, especi «lly
since it was such a small percentage of the total assistance progrem,and of
the Korean trade gap. The weight of the totul aid program, the respect which
the Koreans had for the U.S. in general and for the USOM staff and ccnsultants
in particular, plus the close working relaticnship U.S. personnel had with a
competent group of Koreasn counterparts were important elements in the lever-
age picture,

Further, specific leverage on stabilization was exerted through the mechanism
of spaced SA grant relesses along with progrim losn tranches, and the SA
grants were thc key elements in the negotiation of the annual stabilization
program, Prior to FY 1966, PL-L#0 and project DL were even used for leverage
on stabilization performance, and the conditions precedert for some project
loens, such as ou incresse in electricity rates, have been related to stabili-
zation goals.

When 21l the forezoing is taken into account, hewever, the program lcen it-
self wac important, despite its small size. The Kereans prokably thought
they were morc certain to receive declining SA progrem assistance no matter
what their performance, whercas they knew the progrem loan was specifically
baused on performance. Performance was more easily judged deficient in the
program loan system; there were juct a few targets, end little opportunity
teo insert value judgments. The Koreans were pleased to be eble to qualify
for progrem loans -- a sign of their progress toward self-support. Further,
some of the conditions of the program loan (for instance the revenue targets)
pushed the Koreans beyond what they would have been expected to do (balance
the budget) to be eligible for an SA tranche.

As already stated, the politicel repercussions of decbligation for poor
performance was something to avoid. The Koreans were cmbarrassed by the
fact that $2.5 million was deobligated in the Spring of 1967. The deobli-
gaticn was taken to mean a lack of U.S. confidence, and there was fear it
might therefor~ reduce the confidence of both the Korean public and other
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SA funds d g the program loan period were withheld but never deobligated.
The use of the withholding threat, coupled with the real dilays in
releases, proved generally sufficient to establisht our credibility and make
the ROKG 'msure whether we were bluffing. Bul the withholding was not as
obvious, and &ll funds were eventually granted. Thic is not to forget

the most embarrassing withnolding of $15 million in FY 1963 SA during the
elections in the Fall of 1963, The Koreans ctrove very hard to qualify

for those funds, and to qualily on time. In retrospect deleys in release
proved to be effective leverage.

1V. DETERMINANTS OF LEVERACE
A. The Loan

1. Cize of the lean (and €A grants).

The program loan wag & small percentage of the A.L.D. program, and the
indlividual tranches werce far smaller than the SA trancnes, JSlze scems thus
to have had Little to do with the amcunt of leverage of' the program loan.
The SA grants, though larger, were becoming a deereasing proportion of

the aid program cvery ycar, as tihe Korcang well kaew and planned for. A
completc phasc-out of €A was anticipated by both governments for the ecarly
seventies. Thuc size of the grants too probably had little to do with
leverage.

o Dircetion of crange in siac.

We necver offered a larger or smaller program loun contingent on past
performance. All threce loans were planned Lo be $10 or $1% million, and

the Koreans probably knew this. The CA grants were declining annually.
Perhaps fhe ROKG has thought they would decline even faster i performance
were poor. 'his is somewhat doubtful as the ROKG knew of our commitment

to Korea. A.1.D. is cxpecting to have less influcnce as the SA level, as
well as tne tobal A.L.D. program, declines further. Thic is one reason
A.I.D. put fulfillment of 1MF standby conditions intc the 1yoh siabilization
agreement, end the third program loan. A.I.D. was hoping to have the IMF
take on & much larger role in 1909.

One could say that in the past A.I1.D. nag induced better performance by
reducing non-projcet assistance. For lnstance, the large drop in commodity
assistance between 1902 and 1963, induced the Koreans to go to great lengths
to raise Liclir own revenues and inercase exports., Perfoimance has continued
to improve ag assistance declincs.

3. The Conditioning lystem.

1., Zpecificity of coanditionc.

Program loan conditions have becn quantitative, and A.I.D. could quite
clearly ascertain success or failure in meeting them, One condition,

UNBEASHIEED
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the interest rate refurm, was generally stated, but the Koreans wers well
avare of what was required. The SA grant condltions related to execution
of the stabilization agreements as & whole. The stabilization agree-

ments contained many specific conditions, and some general ones. Moreover
A.I.D. did not emphasize equally all the provisions of the stabilization
agreements. Eligibility for SA funds was thus more difficult to ascertain,
yet easier than if diverse and unrelated areas, such as secondary education
and drawdown of foreign exchange reserves, had heen included in the
agreemenss.

2. Number of conditions.

Since there were a small number of conditions in the program loan, the
ROKG knew it could not easily slip by with poor performance on any of
them. Perhaps the choice of a small number of indicators which are
considered key measures of performance, is a good idea, and could be
applied in other countries.

3. Policy Area in which exerted.

It is probably significant that the program loan and SA grant conditlions
related to ouly one main policy area, stabllization, and one considered

to be very important by both the Koreans (over time) and A.I.D. There
were no subordinate policy areas for which action was required in the loan
agreements. The same thing could have been donc with another policy area.
Success might have been less, for instance, in agriculture, where there
hag been less commitment on the part of the ROKG. There is also the
question of the control of the Minlstry of Finance over other Ministries
(e.g., it has more contrcl over macro policies than agriculture), plus
the common assertlicon that stabilization policy is more amendable to
quantitative conditioning than other poliecies-

4. Rigor of condition enforcement.

Specific targets were linked to specific amounty of program loan funds.

One third of one tranche was deobligated when the ROKG did not meet one of
three conditions precedent. Meeting of the other two targets was not enough
to compensate ftor failure on the cne. Another tranche was delayed and

new condi*ions set when the ROKG fajiled on one of three targets. Enforcement
of SA grant conditions was nct as rigorous. Although some tranches wvere
delayed, the Koreans eventually received all of the funds planned, ard

could thus partisally call our bluff.

Enforcement of program loan conditions was rigorous, but not
rigid. Targets would be changed during the year if warranted by changing
/
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circumstances, and the Mission Director did have the discretion to enable a
smell shortfall on one target to be compensated for by overfulfillment on
ancther, The provisions of the stabilization agreements also were nct rigid.

In the Korean setting, some restraints con the use of leverage should be noted.
Since Korea was heavily dependent on A.I.D, for foreign exchange, we chose not
to withhold for long funds that were urgently needed by the economy. For
exenple, the punishment for breached conditions in 1966 was temperesd by the
need for fertilizer imports, a need that had a time cycle wholly separate from
overall economic performance. Morecver, since our political objectives could
not permit real damsge to tre Korean economy, and since funds were never un-
limited, we had to use available funds for dual purposes: to withhold for
punishment and then make again available. Alithough the latter step re-used the
same money that had been withheld, new conditions were sought and obtained
before it was committed a second time. This fact, plus the timing delays
involved, enhanced our credibility and Korean performance without actual loss
of funds.

5. Dissipation through time.

A.I.D. leverage is derreasing now as the ROKG feels capable of handling its
stabilization policies itself. The ROKG has been arguing strongly recently
that the U.S. should negotiate only on overall policies in the beginning of the
year, and let the ROKG work out the program without further strings and
quantitative targets. Leverage has nol so much dissipated over time. The
Koreans just fesl that they are now experienced enough to work things out for
themselves, particularly as we have planned for them to be self-sufficient in
the seventies and have been reducing our assistance gradually to this end.

C. Environnental Factors.

1. Multilateralism.

The U.S. has been the primary source of leverage on Korean stabilization. Our
leverage has been directly with the ROKG through the negotiation of annual
stabilization agreements, joint quarterly reviews of performance, and constant
communication and joint working groups.

a. The IMF. A secondary source of leverasge on Korean stabiliza-
tion has been the IMF. IMF leverage Las come through the negotiation of
annual Stand-by agreements since 1965. There had been four consecutive Stand-
by arrangements negotiated through 1968: in 1965 for $9.3 million, 1966, $12
million, 1967, $18 million, and 1968, $25 million. The Koreans had not yet had
to draw under the Stand-bys. The IMF has negotiated stabilization conditions
for the Stand-bys usuelly several months after the U.S.-ROKG stabilization
agreement has been signed. The conditions have been roughly similar to ours,
but not easily comparable, so the IMF would not appear under U.S. control.
There have been discussions with the U.S. abcut the conditions and coordination
of policies, however, both in Weshington and Seoul.

IMF conditions, with probably some excepticns, hawe been less rigorous than
ours, not initially, but because the IMF hag.béen}huch more amenable to
CONFIDENTIAL .5 »
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changing them during the course of a year. Further, since the ROKG did not
need to draw under the Stand-bys, the conditions were lees meaningful.

The ROKG wanted the Stand-by arrengements, however, to enhance its inter-
naticnsl financial respectability in the eyes of the IBRD and other
potertial donors; and the ROKG might have to draw in the future.

The U.S. instruments for stabilization leverage (the stabilizatlon agreements,
budget agreements, SA grant agreemanis, end program loan agreements) did not
mention adherence to an IMF Stand-by until the Spring of 1968. At that time
negotiation of a Stand-by was inserted into the stabilization agreement, and
ability to draw under the Stand-by as of June 30, 1968, was made one of

four conditions for the second tranche release of the amerded program loan.
Thig was done to further emphasize the need for objective criteria related
to the program loan release, to strengthen assurance of adequate performance
in the ebsense of & fixed money supply target, and to multilateralize
leverszgze on stabilizatlon az 1.8, wsaistance declines. We are now encourag-
ing the IMF to negotiate  tougher and more comprehengive Stand-by arrange-
ments ag a portial substitute for U.S. leverage.

b. The Consultative Group. Since December 1965, there has
been an IBRD-led Consultative Group for Korea. It met in
December 1966, and May 196¢., Eleven countries took part in the 1968
meeting, nine in the first. The eleven vere: Australia, Belgium, Canada,
China, France, Germany, Italy, Japan, the Metherlands, the United Kingdom,
and the U.S. Other participants were the IMF, and the UNDP:; the ADB
and Austria acted as observers. As with most Consultative Groups, pledges
were not made at the meetings. KXorea's annual Overall Resources ﬁudget
was presented, and the IBRD presented reports on the current economic
position and prospects of Korea, plus a sumnery of projects requiring
external financlal assistance. The Korean economic situation and the Five-
Year Plsn were discussed, but no attempt was made tc exert leverage on
Korea. ‘There has repcrtedly been no real substance or searching questlons
in the meetings. The IBRD has not been a significent donor in Korea. In
the past 1t wanted to stay out of an area of predominant U.S. influence,
and une that was still threatened by financiel instability. In 1968 some
Bank staff were saying that the Koreang were doing so well they did not need the
Bank's assistance. Predictions were,however, that the Bank would move in

with a bigger program in the future.
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Other donors Were not involved in program lendin~, and much of the
assistance has been commercial credits. The second largest donor after the
U.S. was Japan. About half of its $68 million assistance commitment in

FY 1967 was reparations payments, and thus its leverage was limited. The
next largest FY 1967 commitment, $47 million, was that of Italy ard was
mostly commercial credits. IDA committed $25 million, and Germany $18
million.

2. International polities.

The respect and appreciation which the Koreans have had for the 1.S.,
because of our assistance after World War II, the Korean War, and our
substantizl assistance program since, has had a lot to do with the success
of our overall leverage on stabllization. However, these factors are
limited by the depth cf our political commitment to Korea, a fact well
known to the Koreans. Moreover, since the {oreans now give us assistance
in Vietnam, they can be more relaxed about fulfilling stabilization
conditions at home.

Fear of U.S. abandonment after reconclliation with Japan made the ROKG more
amenable to conditioning.

3. National politics,

From 1963-A4 to 1968 there was little or no effective opposition to the Park

government, except over the 1965 settlement with Japan. This made it

easler for the ROKG to take tough decisions, end carry out tough policies.
D. Other

1. Amount and quality of staff work.

One of the most important factors accounting for the amount of influence
the U.S. had on Korean stabilization performance was the quality of the

USOM staff economists, plus the consultants working in the ROKG, and
the respect their ROKG counterparts had for them. The two groups worked
closely and constantly together on the stabilization program.

2. Training.

The Korean counterparts became not only committed to stabilization them~
selves, but more and more skilled and competent as economists. A
substantial techrnical assistance program in the fifties was important.
The program included extensive training of Korean economists.

The stabilization program, with its associated leverage, had

an important ed:.cational effect on the Koreans over the period between 1963 to
196:5., The program worked. And as it did so, what started as a largely U.S.
program, eccepted by the Korcans as necessary to get the required aid, became a
joint program, and now Ls hecoming increasingly a Korean program. 1I leverage
and itsuse has diminished, the need for it has also decreased.
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V. CONCLUSIONS

The program loan hag been used very successfully for leverage in Korea,
The relationship of the loan to the SA grant, plus the special relation-
ship of the U.S. and Korea, perhaps indicate that the Korean experience
is not wholly transferable. Neverthelesz, the Korean experience does
suggest certain techulques applicable to other countries. For example,
the establishment of a small number of key specific conditions for release
of program loan funds could be applied elsewhere. A.I.D, could make very
clear that meeting all of a small number of conditions was required for
release of funds. The recipient would thus know what the resl require-
ments were. When there are many conditions, even within one policy aresa,
there are more trade-offs, and the recipient may not be expected to mest
even a majority of the vonditions., The recipient may have little idea

of vhat is expected, .r suspect (sometimes correctly) that many or most
of the conditions ar:, if not window-dressing, at least only goals toward
which to aim.

The specific conditicns in Kcrea were linked to one general policy area ~-
stabilization., The conditions could be linked to for instance, one
sector, or they could apply to diverse areas, provided the conditions

were carefully selected, i.e. reasonable, reachable, and relevant.

The conditions must have the proper degree of flexibility, according to
exogenous factors which could influence the recipient's ability to meet
them,

The program loan itself could be a small part of a total assistance
package, or a large part. If it were small, it could be linked in an
undefined way (as far as the recipient is concerned) to the rest of the
program. I.a other words, the recipient would not be sure how poor fulfill-
ment of a small number of conditions, would affect the rest of the aid
program. If the loan were large, the weight of the loan itself would be
influential.

In Korea, specific conditions were linked to specific portiom: of a tranche,
This method could probably be applied in other countries. The important
point 1s that release of funds is unambiguously linked to performance,

if A.I.D, easgerly desires that performance.
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