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PREFACE

This study was prepared in 1987 and it examines the theory
and practice of structural adjustment assistance as carried out
by the Agency for International Development (A.I.D.), with a
brief account of that practice in the World Bank and the Inter-
national Monetary Fund. Extensive use is made of quotations and
paraphrases from important -documents from each ¢f these institu-

tions. 1In addition,
titative material on
Both features enable
on the documentation
writer’s use of this

the appendixes present considerable quan-
the size and focus of adjustment assistance.
the reader to make an independent judgment
underlying this study and to evaluate the
documentation.
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SUMMARY

The Need for Policy Reform

Large parts of the world, especially the countries of Sub-
Saharan Africa, are in economic and political .disarray, with
incomes and per capita agricultural production falling and high
degrees of political instability. In Latin America, large exter-
nal debt is shaping policy decisions that have high short-run
economic and political costs. In this world context, two great
ideologies compete for center stage. One stresses the individ-
ual’s freedom of action, market forces and competition, the role
of price as an allocator of resources, and the constrained role
of government. The other espouses government organization of the
economy, limits to freedoms that might interfere with the state’s
decision-making authority, and a belief in the inefficiencies of
markets. Each ideology comprises intellectual and political
ingredients, and each claims to represent society’s best hope of
achieving material plenty while enhancing humane values.

Several major events in the 1970s precipitated the current
emphasis on policy reform, the attempt to strike an optimal bal-
ance between the positive but constrained role of government and
the necessarily more open-ended role of private initiative. The
rapid increase in 0il prices caused immediate problems throughout
the world economy, but it most severely affected ‘developing coun-
tries. The second o0il shock in' 1979 again worsened the economic
position of these countries, but this time  adjustment problems
were compounded by rising interest rates on loans developing
countries sought in order to maintain consumption in the face of
falling real incomes. Third, population pressure in many areas
worldwide began to threaten development and political stability,
and raising productivity displaced short-run redistributive
schemes as the single most important way of raising the poor-out
of poverty. Finally, political thinking in the developed coun-
tries began to reflect a broad.suspicion that the boundaries of.
state authority had been extended too far into their market econ-
omies, resulting in 1neff1c1ency, reduced or negatlve growth
- rates, and worsenlng -income- dlstrlbutlon ' .

Many developlng countrles are now characterlzed by macro-
economic imbalances, inflation, and unsustainable rates of domes-
tic resource absorption; reductions in net capital inflows and in
some cases increases in net capital outflows; and heavy debt
burdens that require raising domestic savings to very high
levels. These countries need to expand and diversify exports,
while addressing the high cost of required stabilization and
structural changes.



This situation has resulted in a growing emphasis on policy
reform (mainly in sub-Saharan countries and in middle-income
countries with severe debt service problems). In donor programs,
policy reform efforts take a variety of forms, ranging from edu-
cation through persuasion to conditions that are attached to
loans and credits. All attempts at reform contain common ele-
ments: smaller budget deficits, tighter monetary control, more
realistic exchange rates, and similar macroeconomic measures.

‘Also, conditions attached to loans often encourage institutional

change such as the freeing of markets and a reduction in the role
of parastatals. Finally, some conditions relate to strengthening
a government’s technical ability in such areas as budgeting and
civil service management.

In brief, the argument in favor of policy reform rests on
the need to reverse the collapse now being experienced in many
developing countries and on the Western economic tradition of
Adam Smith’s market-led development. The other Western intellec-
tual tradition of statist development is clearly on the defen-
sive, both in the West and in various Soviet-type economies
worldwide.

The Practice of Conditionality

Today, major donors suggest that market-oriented conditions,
attached to nonproject  assistance, will lead-to:badly needed - - .’
policy reform and structural change in developing countries. The
Agency for International. Development’s (A.I.D.) approach to con-
ditionality is more eclectic than that of the World Bank or the
International Monetary Fund (IMF). Essei.tially, it is based on a
commitment to reforming all government policies that reduce effi-
ciency, employment, equity, or growth, while recognizing the
extent of the trade-offs among these variables. To achieve these
goals, the conditions attached to  loans are derived essentially
from neoclassical economics and growth theory and embody a prag-
matic. . approach to institutional .changes that support market-led
developmen

The pattern of’ A.I.D. ondltlonallty is. revealed Ain several o

,recent studies.” A 1985 General Accounting. office (GAO) study .
examined conditionality in six countries (Bangladesh, Costa Rica,

Egypt, Honduras, the Philippines, and Sudan). Only 6 of the '19

" Development Assistance-funded projects reviewed required-govern- -

ment action as conditions precedent or covenants. Of the eight
Economic Support Fund programs studied, the four with policy
conditions were in Egypt. In general, where A.I.D. did not use
project conditionality, there were significant Economic Support
Fund programs with conditionality.
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The GAO report noted the difference in emphasis and scope
among the three types of A.I.D. assistance (Development Assis-
tance, Economic Support Fund, and Public Law {[PL] 480 food aid)
and concluded that each is unique in serving as a vehicle for the
policy dialogue that is expected to effect policy change. There
is, however, the additional consideration of the political and
strateglc position of the recipient country in A.I.D. program-
ming. Given the gradations of political and strateglc position
among countries receiving A.I.D. ‘assistance, it is difficult to
generalize on the success of policy dialogue.

A different perspective is provided by a study of A.I.D.
conditionality in its 1986 Commodity Import and Cash Transfer
programs (A.I.D. 1986). In general, where conditionality was
employed, it tended to become more comprehensive and detailed as
the amount of resources devoted to the program increased. Also,
while A.I.D.’s use of conditionality is increasing, the total
amount of its resources conditioned on macroeconomic performance
still constitutes a comparatively small proportion of total U.S.
bilateral economic assistance. In fiscal year (FY) 1986, for
example, only 20 percent of Economic Support Fund resources had
some conditionality of this kind attached.

The study found that economic policy conditions attached to
Economic Support Fund programs fall into four categories: (1)
nonfinancial public sector policy (reducing expenditures; promot-
ing tax reform; dismantling price and market controls, including
low prices:paid by parastatals for agricultural commodities; ‘
rationalizing the public investment budget; reducing subsidies;
and divesting or restricting the activities of parastatal enter-
prises); (2) monetary policy (reducing the public sector’s capa-
city to borrow domestically or abroad, decontrolling interest
rates, and channeling more credit toc the private sector); (3)
foreign trade and exchange rate policy (reducing tariffs or
administrative controls on imports, and, less commonly, elimina-
ting export taxes, .loosening administrative requirements for
exports, and reducing the gap between official and market rates
of foreign exchange); and (4) private sector policy (eliminating
price controls and enhancing access to productlve resources and
markets) .

' This" study also revéaled that condltlonallty varlad by
region. The .countries in Asia and the Near East, including the
leading recipients of U.S. economic assistance, are subject to
negligible conditionality. Conditionality in the Sub-=Saharan
region is relatively more concentrated in the external and pri-
vate sectors. In the Latin American and Caribbean region, there
is a wider variety of conditionality with greater frequency than
in the other regions, and conditionality was more evenly distrib-
uted among the four functional areas noted above.



Conditionality rarely applies to only one functional area in
either Africa or Latin America. Similarly, it was also rare for
a recipient to be simultaneously subject Lo conditionality in all
four areas. The only exceptions were Costa Rica and El Salvador,
both of which had comparatively extensive programs.

Studies completed in 1987 summarize A.I.D.’s experience with
policy conditionality in Mali (Wilcock, Roth, and Haykin 1987),"
Somalia (Goldensohn, Harrison, and Smith 1987), ‘Zaire (Sines et
al. 1987), 2Zambia (Weideman, Koropecky, and Thomas 1987), and
Zimbabwe (Haykin 1987), which can be categorized as follows.

Agricultural sector impacts. (1) Farmers responded to chan-
ges in incentives. There is clear evidence that farmers respond-
ed to freer markets and price signals and made choices that maxi-
mized their welfare. (2) Policy reforms led to significant
increases in food production. 1In the presence of adequate rain-
fall, donor-assisted policy reform programs were the dominant
causes of increased food output in Somalia, Zambia, Zaire, and
Zimbabwe. (3) The major beneficiaries were small farmers.

(4) Agricultural policy reforms had a quick impact on output and
income. This supports the view that the quickest way to lift
African agriculture from its current stagnation is to support

reforms in the producer’s incentive structure. (5) Policy re-
forms had the greatest impact where other constraints were less
binding. (6) Policy reforms promoted private sector development

in rural areas.
Economywide impacts. (1) Distributional equity improved and

. the urban bias of the economic systems was ‘reduced,. results con-

sistent with the United States’ fundamental goals in supporting

policy reforms. (2) Market structure and spending reforms helped

African governments in their efforts to cut budget deficits. (3)

Reform programs had favorable effects on balance of payments.

(4) Macroeconomic progress was slow because of bad weather, fall-

‘ing export prices, and large debt service payments.

Implementation. (1) Policy reform implementation failures
can defeat the best program (Zambia was most seriously affected
.by these problems). (2) Price interventions were extremely dif-
ficult to managée. .(3) There was. insufficient..donor assistance to
keep import levels from falling and inflation from increasing. ' '

Rcle of donors. (1) In some cases, the combination of
financial necessity and common sense led to structural adjustment
even without reform programs. (2) At the same time, external
assistance was critical to the adoption of policy reforms by
African governments. (3) A.I.D.’s role was both catalytic and
supportive.
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Continued emphasis on policy reform. (1) Policy reforms are
not the only answer to Africa’s economic problems, but they are
an important part of the answer. (2) Policy issues stretch
beyond the purview of African governments (e.g., African debt and
future world trade are international issues). () It is impor-
tant that the United States and other donors maintain their com-
mitments to reform programs if these programs are to succeed.

Operating Characteristics of Programs

Policy-based nonproject assistance among major donors can be
viewed in terms of its various operating characteristics. There
are, for example, various effectiveness issues attached to dif-
ferent kinds of aid such as its accountability, its effectiveness
at the national versus the sector level, and the best kind of
linkage between nonproject assistance and other aid. There are
issues related to the consistency of application of assumptions
and remedies in applying nonproject assistance among countries of
different sizes and institutional capacities.

Measuring the effects of policy change resulting from carry-
ing out conditionality provisions is extraordinarily difficult.
There is no single quantitative measure, such as rate of return,
for example, by which a program can be judged. The essential
problem is the absence of the counterfactual--that is, knowledge
" of the conditions that would have prevailed in .the absence of the
program or of the effects that would have been experienced under
.alternative programs. Because of this limitation, emphasis in --
the evaluation of nonproject assistance is sometimes confined to
nonquantitative indicators such as performance disbursement
benchmarks that indicate the extent to which conditionality pro-
visions were actually carried out. Although the benchmark
approach is a practical method of checking on the administrative

* response to conditionality, it is unsatisfactory to -those seeking . -

a synthesized measure of economic effects of the program.

Advantages and.Disadvantages of Conditionality

The major advantages and disadvantages of conditionality are
presented in Boxes 1 and 2. They are drawn from criticism from
the entire spectrum of literature on structural adjustment pro-
grams. (Accordingly, some of the language that follows quotes
from or paraphrases this literature.) No judgment is made on the
validity of these arguments; rather, they are intended to convey
the range of controversy surrounding conditionality.
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BOX 1. ARGUMENTS IN FAVOR OF POLICY-BASED ASSISTANCE

1. The policy setting in many developing countries inhibits growth and
the achievement of equity. In many cases, the policy environment has
become a hodgepodge of regulations, price fixings, prohibitions, and
bloated and dysfunctional state sectors, resulting in the stagnation of
economic growth while population continues to increase. The support
that had once existed for statism began to erode in the grim light of
reality--poverty, ignorance, and corruption. A solution. was needed, and
because the policies favoring state-led growth have come to be viewed as
parts of the problem rather than as solutions, greater reliance on mar-
ket forces is necessary. No matter what the imperfections of the market
might be, both market and government failures must be addressed.

2. Political stability is the key to economic growth and economic
growth 1s the key to political stability. While the evidence on the
relationship between good policies and good growth can be debated in
some cases, there is no case for the idea that a nation can have good
growth without good policies. Similarly, while the evidence on the
relationship between growth and political stability can be debated in
some cases, there is no case for the idea that pclitical stability can
exist in the presence of economic chaos and decline. A semblance of
stability might appear, but only at the cost of great repression of com-
monly accepted liberties. Finally; economic growth in which the bulk of
the gain goes to a minority is not growth for the majority, so it does
matter that the growth be shared somewhat equitably, which, in turn,
further enhances political stability.

3. While random external events will affect development, economic
growth and welfare depend primarily on domestic policles. External
events can have an upllftlng as well as a depressive effect on a
nation’s economy.  "Further, some: economies are héeavily export and/or
import dependent and appear therefore to be "vulnerable" to world mar-
kets.or to‘their chosen: trading partners, .as ‘in.the: case of trade with
Eastern Europe. How such a country adjusts to this apparent disadvan-
tage in the long run depends on the policy set chosen in the short run.
Even the poorest country in the world can choose a policy set appropri-
ate to its economic condition. To the extent that ‘local leadership is
less interested in growth than in its own perquisites, then this gener-
alization does not hold, and pollcy reform seems of rather academic
interest. .The result under thls c1rcumstance is economic stagnation and
growing immiserization.

4. Condicionality may .help developing country leadership accomplish its .
own goals. In some cases, policy changes that create economic losses
for particular groups threaten the political strength of leaders and
would not be made unless nonproject -assistance were conditioned.on the
-change. It is folklore in development circles that A.I.D. or other
donors give advice torcountries (either indirectly through .dialogue or
dlrectly through conditionality) that their own leadership would like to
give. Wnile competent explanations of the dysfunctional policy and
institutional settings often are available locally, there are indeed
cases where outside advice has been helpful. Of course, in some cases,
if the conditions are made public, the incumbent government may be
threatened. This is obviously a delicate procedure. Nevertheless, out-
side advice can sometimes strengthen the political hand of local leaders
who propose policy reform, provided the donor engages in true dialogue
that is supportive rather than imperi.: :
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BOX 2. ARGUMENTS AGAINST POLICY-BASED ASSISTANCE

1. Limited knowledge base. The gap between policy and its expected results is
enormous even in developed economles. 1In developing countries undergoing rapid
structural change, and for which the database is seriously limited, it is fantasy
to suppose that any policy planner can "manage" economic development by changing
interest or exchange rates, stipulating budgetary limitations, and the like. In
effect, the operational mechanism through which policy changes affect reality is
something of a "black box." Moreover, prices in such developing countries some-
- times are. unreliable indicators for ratgonal investment decisions among projects,
sectors, and regions. -At best, policy recommendations should be limited to such:;
critical issues as déveloging technical competence among develo ing'countr{
economists and others dealing with the economic problem, establishing local and
international institutions for the ongoing review of problems and policies,
providing for coordination among donors who express interest in providing assis-
tance, and so forth. Thus, the limitations cf our knowledge suggest a wider
attempt at building local technical capacity and institutions capable of address-
ing policy issues on a continuing basis. Finally, the emphasis on market-orient-
ed conditionality may represent wishful thinking, for in the very countries held
up as examples of such growth, governments have exerted a strong influence on the
shape of the economy (e.g., South Korea, where the Sovernment has directly and
indirecily influenced capital allocation for three decades).

2. Inherent ideological bias of policy-based lending. For various reasons, some
economically emerging countries have chosen a development strategy emphasizing
equity and growth as co-equal goals. This has sometimes led to dysfunctional ex-
pansion of the state sector, corruption and the elevation of "politics over eco-
nomics,” and economic collapse. In urging standard policy reform measures, how-
ever, donors are in effect substituting their own version of "the good life"
(growth before equity) for that of the developing countr¥ {(growth and equity).

If the elimination of absolute poverty is a magor objective, then the strategy of
development must be designed to achieve this, based on conditions indigenous to
the country. If a tendency toward egalitarianism is important, then policy
conditionality must reflect this reality.

3. "Getting the prices right" is only the beginning. Although donors are con-
cerned with short-run costs of adjustment programs, the compression of consump-
tion following application of -conditionality 'still receives- insufficient atten-: -
tion. Equity may depend in part on current policies (direct aid to the poor, for
example), but it also depends on who owns the economic assets and who controls
"the system. When there are wide disparities in asset ownership, the market wid-
ens rather than lessens income differentials. In effect, the ascendancy of poli-
cy reform lending is a return to a trickle-down strategy of development that ig-
nores the lessons of history that led to the movement awa¥ from such theories and
toward a "basic human needs"™ approach. Similarly, even with market-determined
prices, there remain problems of structural ri?idity, provision of public goods,
widespread training problems, and institutional constraints. These problem are
as important as prices; in fact, a case can be made that without attention to
these problems, a market system will be difficult to create or maintain.

4. Asymmetrical policy conditionality. While stringent policy conditionality is
agplxed’to mani developing countries, major lending countries en%a e in some of
the very practices they condemn in developing countries. 'The difficulty of ‘coor- "
dinating policy among Western Europe, Japan, and the United States dwarfs the
policy problems of most developing countries. .Further, the disarray in the agri-
cqlturag policies of most developed countries surely matches.the -.agricultural:

* policy miscalculations'in developing countries, altKough with. different. results.
Growin? trade restrictions in developed countries agdinst exports of developing
countries gives the game awaI as one of continuing attempts at exploitation of"
developing countries. (The limitations imposed by the United States in its
Caribbean Basin Initiative are viewed among developing countries as symbolic of
the real difficulty faced when a develoged‘COUntry proposes "helping" a develop--
ing country.) The basic difficulty with this asymmetry is that it reinforces
within developing countries a climate of suspicion that assistance to them is a
game among developed countries played out largely for internal political reasons,
with the interests of the developing countries taking a distant second place to
developed countries’ concerns with their own economies. In the long run this
approach has two effects: (1) it makes cooperation more difficult around mutual
interests that surely exist between developed and developing countries, and (2)
it fuels acceptance of radical thought from Eastern Europe, the Soviet Union, and
China that su?gests that the only safe course for developing countries is align-
ment with world socialism (Soviet- or Chinese-type}.




There is no easy way to balance the advantages and disadvan-
tages of policy-based program lending. A case can be and has
been made in favor of each argument. In one sense, a balanced
judgment will rest on two factcrs. First, much more analytical
and empirical work is required on all aspects of the effects of
conditionality. Second, the way one approaches the questions
that need to be asked of conditionality, and indeed the questions
themselves, will be affected by the researcher’s world view, that
‘'is, whether the researcher "believes" that developing c¢ountries
can prosper in the world economy in a positive sum game or that
developing countries inevitably will lose in their struggle with
more developed countries in a zero sum game.

Is there any consensus on conditionality? In general, there
is widespread belief among major dcnors that policy-based assis-
tance is not only appropriate but necessary given the crisis pro-
portions of the development problem today. Among major recipi-
ents, there is a record of such assistance being associated with
economic growth and alleviation of poverty. A few recipients
have repudiated the agreement backing policy-based lending (e.gqg.,
Zambia). There has been no serious suggestion, however, that
policy reform in those countries be repudiated as a principle.
Instead, there are suggestions that in some cases policy reform
should be carried out more slowly and that conditionality should
be accompanied by greater economic assistance to ease the transi-
tional costs, especially among the poor.

“All-of this-suggests .that.while.policy-based lendingis .
controversial, more frequently than not it has been associated
with economic success. It. may be expected; therefore, that pol-
icy-based assistance will remain a permanent part of major
donors’ portfolios for the indefinite future.

Beneficiary Impact

While critics may concede that on balance better economic
policies mean faster economic growth, they often insist that the
. poor do not benefit, or may actually suffer, from such growth.

.. Who,- thén, .are 'the gainers and .losers in economic growth? . The .
programs that have. been subjected to the most 1ntense criticism
'in this regard are those of the IMF. ' However, these programs
have also been the most actively and visibly defended. The IMF'’s
defense of its programs  is recounted below -because it is repre-
sentative of the thinking among major donors, including A.I.D.

The IMF’s basic argument is that while there may indeed be
some reduction of consumption as a result of its structural ad-
justment programs, this may affect all groups rather than just
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the poor. 1In any case, the IMF stresses that this compression
would have been greater in the absence of its adjustment programs
and the financial support they provide. Specifically, the IMF
view is that although the distributional impact of exchange rate
devaluation is mixed in the short run, in the long run improved
growth and employment will occur so that all groups will share in
higher national income.

In the monetary area,- approprlate p01101es on money creatlon
and credit tend to curb inflationary pressures, which should help
the poor who usually do not own assets that would rise in value
with inflation. This beneficial effect is somewhat counterbal-
anced by the fact that established and urban firms are in a bet-
ter position to compete for credit than are smaller firms in the
rural sector, so the distributional benefit from appropriate
credit policies is not as great as might first appear. At the
same time, however, interest rate decontrol provides smaller
firms in the rural sector greater access to credit.

The distributional impact of fiscal policy is also mixed.

On the revenue side, through improved direct taxation the distri-
bution of wealth and income can be made less unequal, and this is
possible as well for selected indirect taxes. On the expenditure
side, getting civil service size and salaries under control will
have an immediate positive effect on distribution. Reduced sub-
sidies, which result in increases in prices of food, transporta-
tion, and petroleum, ultimately will increase employment. Cur-

rent food subsidies for. the poor-largely-ignore:the very:poor. who - . -

live in rural areas. Under any circumstance, food subsidies must
be targeted_much more closely to the lowest income households. :

In general, development studies suggest that the only eco-
nomically and politically adequate defense of policy-based non-
project assistance that will hold up in the long run is that the
poor do in fact benefit. To ensure this, it is necessary to view
policy reform and poverty reduction as complementary goals, not
opposites. The important point is that economic crises will
force adjustment in some form.. Policy-based program lending o
provides the opportunity for an orderly transition away from the
problems. However,, without adequate attention to the poor, the
_transition itself is. threatened - as, 1s the llkellhOOd ‘of perma—
-nent 1mprovement ' ; . L

Recent work done at the Overseas Development Institute in
‘London notes the following kinds of actions'under ‘recent World
Bank programs (Addison and Demery 1966; see also ODI 1986).
(A.I.D. was also active in some of the countries cited.) These
actions were intended to (1) enhance the access of the poor to
productive assets through land reform that is associated with
structural adjustment, as was done in Thailand; (2) increase the
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rates of return on assets held by the poor, as done in Cbéte
d’Ivoire, where positive income distributional effects resulted
from higher agricultural prices; (3) improve access to gainful
employment through assistance to retrenched public sector employ-
ees (as in Gambia and Guinea-Bissau), and in emergency employment
schemes (as ip Chile); (4) maintain or increase the rate of human
" capital accumulation of the poor through protection of social
expenditures, particularly health and education, as done in Bra-
zil and Indonesia; (5) target income and consumption transfers to
the poor, whose incomes are not increased by structural adjust-
ment, as in the case of food subsidies in Morocco and Jamaica.

The central point is that positive programs enhancing the
contribution that the poor can make to structural adjustment can
be built directly into policy-based programs and will be accept-
able as parts of the economic growth process. The few remaining
instances where transfers are required for the poor will be seen
as a relatively small part of such programs.

Conclusions

Among most observers there is consensus that while struc-
tural adjustment programs cannot ensure economic growth, policies
that inflate economies and distort resource allocation are inher-
ently suspect as hostile to economic growth. Cornia and Stewart

(1987,7.105-127) have summarized "a few general lessons worth-dis= - -

tilling" from the structural adjustment experlences of 10 coun-
“ tries. These are as follows: :

1. The shocks to which the majority of the countries had to
adjust were exogenous (i.e., the results of changes in
the international environment or in climatic conditions,
both factors beyond the control of national authorl—
ties). :

2. Adjustment .is necessary. Whatever the nature .of the .
shock affecting the economy, countries have to adjust to
a changing env1ronment Failure - to do so normally en- .
tails huge losses of output and. human welfare. :

3. Growth-oriented approaches with structural adjustment
have been successfully adopted. While several of the 10
countries analyzed followed predominantly contractionary
policies, others adopted more growth-oriented approaches
incorporating elements of structural adjustment, and in
some cases of human protection.
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4. Growth-oriented adjustment is necessary but not suffi-
cient to protect vulnerable groups.

5. In the short-to-medium term, the well-being of children
and other vulnerable groups can be protected and even
improved with the adoption of appropriate targeted pro-
grams, even during periods of economic decline.

6. Most programs'aiméd ét protecting the'podr are relative-
ly inexpensive in terms of total government expenditure
and GDP.

Foreign financing is important in facilitating a smooth
program of adjustment. While the availability of medi-
um-to-long-term financing in sufficient amount allows
the investment necessary for structural adjustment,
external assistance (often to meet foreign exchange
costs of imported inputs) for specific programs designed
to protect the poor also proved an important element for
the successful protection of human conditions.

~]
.

These conclusions point to serious problems but also provide
a basis for optimism. Some strategies for economic growth and
alleviation of poverty do exist. However, what kind of growth
occurs--whether it improves the lot of the poor or not--largely
depends on the kind of strategy chosen.

"~ The general .lessons' of - 'structural adjustment and-policy ::
reform outlined above can be .given broad programmatic definition.
First, -some asset redistribution-:is necessary, 'either with eco-
nomic growth or prior to growth, including tenurial changes,
massive education, and broad investment in assets that are com-
plementary to those assets owned by the poor, such as nutrition
and education, irrigation, and credit programs or input subsi-
dies. A second complementary strategy is to increase the rela-
tive and -absolute demand for unskilled labor,. which should be
accompanied by the strengthening of institutions that improve
labor mobility and .access to jobs. .Both strategies imply yet a .
third strategy to move prices (including exchange rates) closer
to clearing levels. . '

A study of Worlijank experiehcé by Demery and- Addison
(1987) gives added weight to ‘the suggestion that structural ad-
justment can be carried out while providing protection to the
poor. They examined attémpts of more than a dozen developing
countries to assist the poor while undertaking structural adjust-
ment. Basically, Demery and Addison found that the effort must
be made to increase the participation of the poor in activities
that are expanding under structural adjustment and to maximize
the ability of the poor to generate income, so that transfer
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payments may be targeted to the most vulnerable groups. They
"distinguish five broad approaches to assisting the poor under
adjustment: (i) increasing their access to productive assets;
(ii) raising their return on assets; (iii) improving their em-
ployment opportunities; (iv) ensuring their access to education
and health services, and (v) supplementing their resources with
transfers. Illustrations from each approach are drawn from a
va&*ety of programs undertaken with Bank assistance. 1In short,
these apprcaches provide many examples of the possibility of
protecting the poor while undertaking structural adjustment.

Because there is nothing magical about these strategies,
considerable controversy surrounds each suggestion. Perhaps the
best that any government can do in the matter of economic policy
reform is to try to achieve and retain an optimal balance between
regulation and other forms of government intervention and the
free play of market forces. Both theory and experience (as seen,
for example, in the Japanese and Korean models) suggest that a
vital and growing economy requires both a strong private sector
and a strong and proactive government.

There is yet another perspective on specific interventions
that support policy-based adjustment. In a sense, the essential
development problem facing developing countries is not that the
potential of the market is not understood. Rather, it is that
changes that took centuries to achieve in developed countries are
being collapsed into decades in developing countries. In many

''.. tases, there has not been -encugh time' for the institutional,. ...

cultural, and political development that underlies market-led

. growth to occur. . Some common features of societies integrated

through markets are a system of laws protecting property and
contracts, acceptance of the rule of law surrounding civil liber-
ties, broad-based capital markets and a reliable system of public
accountancy, the concept of relatively equal opportunity, and a
spirit of rationality. From this perspective, a strategy of
development must combine broad-based policy adjustment with those
projects that help developing countries overcome the institu-
tional and cultural deficiencies that impede market development
but that require more time to correct.

On_ the whole, Ahi,D.”s experienee with pOlicy conditionality

has been positive, as .reflected in several country evaluations,
although many difficulties remain. Current evaluation efforts in
A.I.D. will be devoted to estimating the impact of policy reform
on lower income groups in developing countries. Preliminary
results for Africa will be available by mid-1989.

There is little doubt that the effort at policy reform is
overdue and appropriate. However, evaluating the effects of such
reform remains difficult. Wildly out of balance budgets, over-

Lb



valued exchange rates, inefficient government restrictions on the
sale of agricultural products, and a host of similar economic
aberrations usually produced the opposite of growth--economic
chaos, stagnation, and poverty. Under these conditions, real

development is unlikely to occur and the poor unlikely to benefit

except from the random largess of a leader trying to buy politi-
cal support.

As with other approaches that have gained ascendancy at
different times in development thinking, policy reform raises
expectations. In this case, however, the expectations go beyond
the limited hope that good results will be forthcoming from
structural adjustment programs. Policy reform requires extensive
restructuring of economies, sometimes to the short-run disadvan-
tage of large numbers of the poar. In turn, this requires that
donors accept responsibility not only for sufficient assistance
for the "reform," but for the costs that must be borne by those
"losing" as a result of the changes, and hence for political
stability over the medium term. 1In other words, donors, as well
as developing country leadership, must be willing to stay the
course. The repudiation by Zambia in May 1987 of the major con-
ditions of the adjustment package of the World Bank and the IMF,
and other donors, is a case in point. Perhaps another dozen
African countries as well will be unable to repay their external
debts. It is widely agreed that the reforms initiated but now
abolished by Zambia were basically sound and that donors should
have been aware of the extra fundlng requlrements they 1mp11ed _
over - the medium term. .~ R TIC A . el cenml

.The role of the developed countries 'in the policy réeform:
efforts of developing countries merits special emphasis. Policy
conditions bear heavily on borrowing countries under our current
international economic system, while industrial countries typi-
cally do not face such conditionalities. This asymmetry in poli-
cies can and often does have severe, adverse effects on develop-
ing countries undertaking policy reforms. - Similarly; some devel-
oped countries urge policy reform to stimulate increased exports

from developing countries while, for domestic political reasons, ..

adopting restrictive trade practices that inhibit those potential
exports.  This practice is well known among all observers and

" brings into question the seriousness of the proposals by repre-

sentatives of developed countrles for policy reform in developlngw
countries.
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1. THE RATIONALE FOR AND EMERGENCE OF POLICY-BASED LENDING

In its 1986 World Development Report, the World Bank (1986d)
presented three plausible scenarios for global development. On
the assumptions of the central case scenario (neither optimistic
or pessimistic), the Bank projected zero growth in average per
capita income in Sub-Saharan Africa during the period 1985-1995.
The condltlons this implies for that reglon are appalllng and are
among the reasons that policy reform is now receiving spec1al
attention: . S

Zero growth in average per-capita income implies
declining income for many people who are already on the
verge of subsistence. Some three-fifths of Africa’s
population is already too poor to afford a diet that
supplies the minimum number of calories as recommended
by the U.N.’s Food and Agriculture Organization and
World Health Organization. Most of these people are
less productive and energetic than they would be if
they had more adequate diets. Between a quarter and
two-fifths of Africa’s population is too poor to afford
even 80 percent of this minimum standard. Among these
people, infant and child mortality is high, and the
children are often stunted in their physical and intel-
lectual development.:  For those enduring these condi-
tions, the prospect of economic stagnation is surely
unacceptable.'

The "coming of age"™ of the idea of policy reform was marked .-

,,Aby the publication of -a World Bank study (1981; dubbed the Berg
leeport, after its principal author and coordinator) .that detaileéed

the .chaos resulting from government intervention in Sub-Saharan:
economies and advocated poliicy reform and stimulation of the pri-
vate sector. More recently a major section of World Development
Report 1985 (World Bank 1985) was devoted to the role of economic
policies.

Although current development thought stresses appropriate
policies and market-based development,..it is . useful to .note that.
this approach is not new within the Agency for International
Development (A.I.D.). "Policy dialogue" as a route to. pollcy
reform became .one of: the four, "pillars" of A.I.D. programming in
the early 1980s (A.I.D. 1982). A .recent- study (A I D. 1986)
summarizes the history of conditionality in A.I.D. :

'Policy Reform: What Must Be Done, " Challenge January/February
1987: 9-15. This is a statement by the International Relations
Department of the World Bank, adapted from a paper commissioned
by the Aga Khan Foundation for the Enabling Environment Confer-
ence.
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Since the early 1980s the Agency has been devoting a
substantial volume of resources in the form of nonproj-
ect assistance to support the objectives of economic
stabilization and structural adjustment. During the
1960s program loans were provided for similar purposes
in a number of countries. Their use declined signifi-
cantly during the 1970s, however. The reasons included
questions about the overall effectiveness of the at-
tached conditionality, concern that the poor majority
reaped few benefits, and even might be adversely af-
fected, and doubts about the desirability of continuing
such programs in the face of a declining level of real
resources.

As this quote demonstrates, A.I.D. has implemented the con-
cept and practice of conditionality and structural adjustment for
three decades. Over the years, however, there have been subtle
changes in the connotation of the word "structural'" (Feinberg and
Kallab 1986, 11). 1In the 1950s and 1960s, "dependence" of Latin
America on imported technology was viewed by "structuralists"
from that region as retarding growth, along with creating such
structural problems as unequal land distribution and reliance on
a limited number of export commodities. In the 1970s, “structur-
al adjustment" implied the upward adjustment required in domestic
0il and food prices as world prices of those products increased.
Today the term usually relates to "liberalizing" economies, re-
ducing government’s role, and equalizing incentives for domestic
and export production or actually directing policies toward an
export led development strategy

Today, both CrlthS and proponents of structural adjustment
agree that donor emphasis, and increasingly emphasis in the
developing world, is on market-based development to a degree that
has not existed before. Two great streams of political and eco-
nomic thought have collided in the 1980s: the first is based on
Adam Smith’s theory of free markets, and the second is based on
various streams of socialist thought that propose the state not
only as an instigator of growth but also as a stabilizing and
reinforcing influence in a wide variety of social and economic
concerns, frequenfly under a single-party leadership. Why is
world opinion tilting toward free market economies today instead
of state Jnterventlon, as wds. the case 20 ta 30. years ago°

Opinions vary, but the folloW1ng explanations would probably
be on most lists:

-- A growing belief in some developed countries that the
boundaries of state authority had been extended too far
into their market economies. The result was believed to
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be inefficiency, reduced or negative growth rates, and
worsening income distribution.

—- The external debt crisis of Latin America, coupled with
a growing suspicion that the "market" economies of that
region have not, in fact, been true market economies.
Only recently, with the proliferation of informal mar-
kets, are the economic: freedoms guaranteed in. most Latin
American constitutions being experienced.? A second
major criticism of the "capitalism" found in Latin Amer-
ica is that the continuing poverty of the region has its
sources in the nature of the Latin American political
system (an alliance between Church and state that is
stifling to "unauthorized" businesses or other initia-
tives), the economic system (top-down initiatives of the
state, and a latifundia system wasteful of both land and
labor), and the moral-cultural system (with its "empha-
sis on personal rather than civil and economic values").
(See Novak 1982 for an example of this type of
reasoning.)

-- The famine crisis and the growing evidence of "under-
development" in Sub-Saharan Africa. The 1985 declara-
"tion of the Organization of African Unity (OAU) may have
been a turning point in African development: "The pri-
macy accorded the state has hindered rather than fur-
thered economic development." This message was then

reiterated at the U.N. Meeting:in May 1986 .and-further. : ..

defined in the OAU’s preparatory document for the U.N.
special session on Africa’s economy .("the African coun-

2See Llosa (1986, 28-30, 42, and 46-47). Llosa’s article is
based on his introduction to the book by Hernando de Sota, El
Otro Sendero (1986), which will be available as The Other Path
(New. York: . Harper and Row, 1989).. .Llosa .suggests that "one of. .
the most widely accepted myths about Latin America is that our

. backwardness results from the principle of economlc Jalssez faire
adopted 'in almost all our constitutions’ when we achieved. 1nde- ’
‘pendence from Spain and Portugal.... According to this myth, the
opening of our economies to market forces made us easy prey to
imperialists, whose voracious. business practices brought about
the inequities between rich and poor." In contrast to this view,
Llosa suggests "that Peru--as well as other Latin American cdun-
tries and probably the majority of third-world nations--never had
a market economy.... It is only now, with the proliferation of
black markets, that Peru is beginning to get a market economy: a
savage market economy, but a market economy nonetheless."
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tries should adopt fundamental changes in their develop-
ment priorities and policies").’

-- Population pressure in many areas worldwide. Rapid
population growth began to threaten development and
political stability, and rising productivity displaced
short-run redistributive schemes as the single most
important way of raising the poor out of poverty.

-- The post-Mao achievements in the People’s Republic of
China. These achievements have allowed limited market
forces (prices, incentives, profits) to exert their
influence on resource allocation. The current retrench-
ment or slowing-down of the "liberalization" process
attests visibly to the continuing struggle in China
between the more orthodox brand of Marxism (providing an
intellectual haven for the go-slow conservatives) and
the urgent necessity of improving resource allocation,
productivity, and incomes.

-- The striking achievements of the "Gang of Four" in Asia
(Korea, Taiwan, Hong Kong, and Singapore). The achieve-
ments of these nations have focused attention on the
merits of an export-led development strategy. Import
substitution has failed, especially in Latin America
(where this strategy bred dual economies with low rates
of GNP growth, balance of payments deficits, capital

"intensity and ‘widefiing unemployment,: ‘and severe ‘inequity .-

and poverty), while these Asian economies prospered with
"high GNP growth rates and sharply reduced poverty.

Although Asian countries are cited frequently (and somewhat
erroneously) as examples of successful growth under "pure" market
conditions, the most massive policy shift to stimulate more effi-
cient resource allocation today is occurring in Sub-Saharan Afri-
ca. Almost two dozen countries in that region have adopted poli--
cy changes including devaluation, reduction of civil service
jobs, privatization, -increases . in real. interest. rates and.food-:
prices, and reduction of regulations hampering private industry.
These changes have reversed previous emphases on urban over rural
v'development ‘Perhaps the best measure of. this’ ‘restructuring- ..
effort is: the fact .that :22 African countries have qualified for -’

- loans from the World Bank’s Special Facility for Africa, a $1.7
billion fund established in 1985 to lend money to countries re-

’cited in an address by Secretary Shultz before the Senegalese
Business Council, Dakar, Senegal, January 8, 1987, quoted in
Current Policy, No. 907, published by the Bureau of Public Af-
fairs, Department of State, Washington, D.C.
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shaping their economies. The Deputy Assistant Secretary of State
for African Affairs, Roy Stacy, has said, "We’re at a very his-
toric moment in Africa, with the most significant economic reform
process we have seen in a long time. It is a fragile trend, one
that urgently needs underpinning and new kinds of support" (The
New York Times, April 13, 1987).

. Donors’ attention now focuses on two groups of countries:
middle-income countries with very severe debt ‘servicing problems,
and those countries lying below the Sahara (excluding South Afri-
ca). The latter group had a negative average growth rate in the
period 1980-1986, while the former had an average growth rate of
less than 1 percent (if Brazil were included, the rate for that
group would also have been negative). Output per capita declined
in both groups of countries. '

While specific conditions differ in each country, a World
Bank study (Michalopoulos 1987b) notes that there are common
problems encountered in both groups, indicating the extent and
severity of the present situation. Problems noted in the study
are as follows:

~- Severe macroeconomic imbalances and resulting high rates
of open or suppressed inflation and unsustainable rates
of domestic resource absorption have been observed in
these nations.

~—~ Significant reductions in net capital inflows, which,"
coupled with a deterioration in their terms of trade,
have necessitated major structural adjustment - in the
countries studied.

-- Heavy debt burdens and severe debt servicing problems,
which absorb considerable domestic savings and require
raising domestic savings to very high levels, are preva-
lent in both groups of countries. .  (In some middle-in-
come countries, to make up for lower levels oOf external
financing and to .provide for additional investment, .
marginal savings rates must exceed 50 percent or more

_ for long .periods to service debt.)} When.per caplta in-
' come has been .stagnant or decllnlng, however, .ds is the
case in countries’ of Sub- Saharan Africa, it 1s dlfflcult
to raise marginal savings rates.

' -— Severely limited new private capital inflows are evideéent
in these countries, although it is clear that additional
financing from abroad can help restore growth and ease
the domestic savings constraint.
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—- These countries need to substantially expand exports so
as to transform domestic savings into payments in for-
eign exchange for debt service and imports. This action
would imply a structurai shift in Sub-Saharan countries
toward tradables in the face of economic structures that
are inflexible and undiversified.

-- Significant transitional costs in the form of unemploy-
ment have resulted from macroeconomic stabilization and
structural change.

There are, of course, many other severe problems facing
these economies (especially those in Africa), such as weak physi-
cal and human infrastructure, weak or dysfunctional institutions,
rapid population growth, and drought. It is this daunting list
of problems that has given rise to structural adjustment lending
and conditionality.

Policy-kased lending is intended to enhance market-oriented
development. But what is this thing called the "market"? The
heart of the matter is decentralized units operating autonomously
on the basis of knowledge generated within the market system.

Any economic system can be thought of in terms of the fol-
lowing four sets of social relationships:* (1) a decision-making
structure, through which decision-making authority is allocated
among members of the system; (2) an information structure for
-collection, transmission, . processing, -storage;: retrieval, -and
analysis of economic data; (3) a motivation structure, which
relates to the way decision- -makers carry out their authority to
make decisions; and (4) a coordination structure, such as the
market or plan by which decisions are harmonized with each other.
Thus, the market model, in this light, is just one possible coor-
dinating arrangement for decision-making, information generation
and processing, and institutional and individual motivation.

The case for the market model rests on its efficiency. The
profit-maximizing producer combines inputs (capital, labor,. land).
so as to equate marginal factor outlays and marginal revenue

‘These suggestions are derived from organizational theory, ‘and
these or related categories are widely used in the study of com-
parative economic systems. For example, see Neuberger and Duffy
(1976) and Pryor (1973). These and similar works move the study
of economic systems away from the "isms" stage (capitalism,
socialism) toward a more systematic approach whereby important
aspects of a system, such as property ownership, behavior rules,
and the structures cited above, are defined carefully, thus per-
mitting measurement in some form (see Montias 1976).
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products. The utility-maximizing consumer, similarly, will buy
goods and services so as to equate marginal utilities per dollar.
As long as producers and consumers are aware of prices, and
prices reflect real relative scarcities, maximum output will be
produced at minimum cost. This model ensures that allocative
efficiency (exactly the "“correct" amount of each item is pro-
duced) and productlon efficiency (each item is produced at mini-
mum average total cost of production) will be achieved. The"

" crucial role of price is clear: it communicates relative scarci-
ties to all participants in the economy. GoJsernment in this
model is a referee, policing "honest weights and measures" and
providing legitimate public goods (e.g., education and defense).

In brief, the market model is based on the broad concept
that decentralized market-based resource allocation is more ef-
fective than administrative planning and controls. This concept
comprises the following points: (1) development is seen to have
the best chance of succeeding when private initiative is encour-
aged ("privatization"); (2) the economic systems cf developing
countries work best when they are allowed to work freely and
efficiently; (3) the greatest harm to development in developing
countries is government policy that distorts economic incentives
and causes the economy to misallocate resources and therefore to
produce at less than maximum possible levels; (4) if developing
countries eliminate subsidies, price controls, and the protection
of inefficient industries, development will accelerate; (5)
develcoping countries should "get their prices right" (if the

prices . of 'labor, .capital, foreign .exchange, and commodities:are.. -

appropriate, growth will ceccur); (6) developing countries are
small parts-of the international:economy, and they must take _
their price signals for tradable goods from international markets
and must produce commodities that reflect their comparative
advantage. At the same time, institutions conducive to market-
oriented development must be strengthened or created, government
must not be a source of inflation, and impediments to resource
mobility must be eliminated, so that the full force of price
incentives will be felt throughout the economy.

Although these points make the case for the market, they do
not adequately justify or explain policy-based lending. While
few today would disagree -that gettlng the" prlces right- promotes
the efficient allocation of resources, this is clearly not ‘the
only aspect of policy-based lending. Providing adequate infra-
structure and increasing institutional capability are also impor-
tant ingredients of policy-based lending.” Thus, to hinge the
rationale for policy-based lending largely on getting prices
right is to seriously misstate the case.

Instead, a more useful understanding of policy-based lending
rests on a multidimensional view of the theory of policymaking,
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which encompasses not only decentralized decision-making at the
individual producer and consumer levels and decision-making based
on scarcity prices, but also the creation of both physical and
human infrastructure. This broader view acknowledges the need
for government to intervene in markets to avert misallocations
that arise from externalities, public goods, and other well-rec-
ognized departures from efficiency where prlces deviate from
social marglnal costs

In brief, in a larger treatment of policy-based lending than
provided here, it would be -useful to make the case for such lend-
ing by beginning with a rather narrow focus on optimal interven-
tion for reaching microeconomic efficiency and then relating that
intervention to the need for a consistent macroeconomic policy
framework within which to undertake reforms.

In this broad context of market-oriented development with an
outward orientation, more attention is being directed to the
agricultural sector of developing countries. Adelman (1984) has
suggested that external conditions are causing a reassessment of
the export-led model. The central concern expressed in Adelman’s
article is that an agriculture- rather than export-driven strate-
gy may be appropriate for countries that have not yet broken into
industrial export markets. Such a strategy would be based on a
public investment program intended to increase agricultural out-
put. The heart of the strategy, Adelman states, "consists of
building a domestic mass-consumption market by improving the

- productivity of agriculture and letting farmers share 'in-the

fru1ts of the improved product1v1ty "

There are three 1mportant arguments for thlS strategy
First, it will stimulate domestic demand for industrial products,
through linkages and through its distributional effects. Second,
because agriculture is far more labor intensive than manufactur-
ing, this strategy is a growth and employment program and also
has the contours of basic needs .and food security programs.  And
finally, this is a risk-reducing strategy, ameliorating the ef-
fects of weather and environment through irrigation programs and .
the use of pestlcxdes. Industrialization would be accomplished,
in effect, by expanding internal demand for consumer and other
1ndustrial goods. Internal demand will be espec1ally important
in the years ahead, ‘because Adelman estimates that the rate of
growth in world demand for imports may be about one-half its
level during the 1960-1973 period.

The suggestion of an emphasis on agriculture does not negate
the importance of an outward-oriented strategy, because the agri-
cultural sector itself will benefit from such a strategy (it has
been harmed in the past by an import-substitution strategy). This
point is exemplified in the work of John Mellor of the Interna-
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tional Food Policy Research Institute (see Mellor, Delgado, and
Blackie 1985), and most recently in an article that summarized
his position as follows (Mellor 1986).

Because economic development is a process that transforms a
rural and agricultural economy into an urban and industry- and
service-oriented one, Mellor asks the question: What is the role
of agriculture, the originally dominant sector? He suggests that
this question has essentially been.neglected in theory as various
development fads have come and gone (growth of capital stock,
import substitution, basic needs, export promotion), although
some countries in practice have given agriculture a central role
(e.g., Taiwan, post-Meiji restoration in Japan). Mellor’s thesis
is that there is an "essential connection between agricultural
growth and employment growth-—-and hence the need always to speak
of an agriculture- and employment-based strategy, not of one or
the other independently" (p. 69).

Mellor bases his reasoning for such a strategy on three
elements. First, the limitations of relatively fixed land areas
must be overcome through land-augmenting technological  change.
Second, domestic demand for food (not exports) must be increased
through increased employment, which at low income levels trans-
lates quickly into increased demand for food:. In this context, a
decline in food prices would not be a favorable sign, because it
would indicate an unbalanced strategy in which food output is
exceeding increases in employment by an inappropriate margin.
Third, a prosperous.agricultural- sector-will provide-increasing: -
domestic demand for labor-intensive goods and services. This
will follow if .two conditions are met. -Increased demand must
result from what Mellor calls volume- 1ncrea31ng and unit-cost-
decreasing technological change. Simply raising prices is not
likely to help very much. Also, "highly developed infrastructure
is essential to agricultural production growth, favorable con-
sumption incentives, and to the complex, interactive system of
region-based urban centers that are so essential-to a high-em-
ployment content in an agriculture-based growth strategy" (p
81). . In all .of this, additional. capital will be generated in the.
agricultural sector, and at any rate, “agrlcultural llnkages can
contribute to reducing [capltal] 1nten31ty and to spreadlng capl—
tal more thlnly " :

The pollcy implications of this development strategy are
very clear. First, an open trading regime is required since the
growth of needed capital-intensive imports supporting overall
labor-intensive production will in turn require labor-intensive
exports. As Mellor puts it, "a somewhat undervalued exchange
rate facilitates full pricing of agricultural commodities; en-
courages restraint in using inputs that are capital-intensively
produced because they will be imported and thus more highly
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priced; and provides some additional incentive to export the more
labor-intensive commodities, helping to overcome the various
institutional hurdles to exports that inevitably exist in devel-
oping countries" (p. 82).

Second, wherever poverty is massive this strategy should
receive priority, because it increases the supply of less expen-
sive food and -increases. the demand for labor,  "the two essentials
for removing poverty through growth" .(p. 83). Regional dis-
parities that may result can be overcome through migration.

Also, income transfers may be necessary during the transition,
and large-scale rural public works will help.

Third, there must be substantial public support for the
small-scale agricultural sector in, for example, transport,
power, communication, research, eduction, and input supply sys-
tems. Where and as soon as feasible, many of these functions
should be transferred to the private sector. Because of the
massive size of required infrastructure investment, governments
must have the political stamina to commit a large share of the
budget to this strategy and to continue this strategy in the face
of other pressing needs.

Fourth, price signals in an economy undergoing rapid struc-
tural change are sometimes inefficient indicators of relative
resource scarcities because of the lag between investment and
results. For example, market prices are a weak guide on whether

' to initiadte’:da vast ‘irrigation: project. ‘At ‘a minimum, shadow .

prices will be required for cost-benefit calculations, and sever-
al ‘assumptions about the future desirable structure of develop-
ment will need to e clarified. Therefore, it will be better for
government to anti-.ipate needs in the economy without always
waiting for signals to indicate the needs. Also, in some sub-
regions, technology may increase agricultural output faster than
effective demand is increasing. This may necessitate government
racting as a buyer of last resort, stockpiling, and-shipping to
other riegions.

Fifth, developed countries need to keep their markets open
for labor-intensive ‘'goods and services so:that critical capital-
intensive items can be imported for the high-employment strategy.
Initidlly, foreign aid must play a very important role in improv-
ing education, particularly for conducting the advanced technical
studies essential to this growth strategy. Finally, assistance
"can contribute to financing imports of capital-intensive goods
and services during the early stages of the strategy, when ex-
ports may still lag; and food aid can help provide infrastruc-
ture, facilitating a stable political environment through food
for work and food subsidies. Such assistance will be useful
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during the transition period in overcoming the inequities built
into the old strategy" (p. 86).

In brief, there is widespread agreement that agriculture
must be improved greatly (see World Bank 1986d). Agricultural
development is tied to overall economic growth, and growth is
related to an outward orientation. Thus, agriculture prospers
under an outward orientation. : - o

A World Bank study (1987) of 41 developing countries for the
1963-1973 and 1973-1985 periods unambiguously established the
beneficial effects on growth of an outward orientation. For this
study, countries were classified as strongly outward oriented,
moderately outward oriented, moderately inward oriented, and
strongly inward oriented. Classification was made on the basis
of the following quantitative and qualitative criteria: " (i)
effective rate of protectioun (the higher the effective protection
for domestic markets, the greater the bias toward import substi-
tution); (ii) use of direct controls such as quotas and import-
licensing schemes (the greater the reliance on direct controls on
imports, the more inward oriented the economy); (iii) use of
export incentives; and (iv) degree of exchange rate overvaluation
(inward orientation generally leads to an overvaluation of the
exchange rate)" (p. 82). ' o

Although considerable mystery remains (e.g., does an outward
orientation set the stage for rapid economic growth, or does such

' growth make ‘possible an.outward orientation?),- the macroecononic. -

performance of the 41 countries studied clearly indicates that an
‘outward orientation is strongly associated with growth (World
Bank 1987, 83-87), as based on the following facts.

-- During 1963-1973, the annual average growth rate of GDP
was 9.5 percent for the strongly outward-oriented group,
more than double that attained by the strongly inward-
oriented group. 'For 1973-1985, the respective rates .
were 7.5 and 2.5 percent.

-- The strongly outward-oriented group more than doubled
its savings rate by 1985, while savings rates of the
other ‘three groups grew only slightly or staghated..

-- Efficiency in the use of additional capital was higher
in the strongly outward-oriented group, as measured by
the economies’ incremental capital-output ratios. For
both periods, increased outward orientation was associ-
ated with decreased ratios.
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-~ During the inflationary 1970s and early 1980s, the
strongly outward-oriented economies maintained relative-
ly low and stable rates of inflation.

-- The growth rate for manufactured exports was clearly
superior in the strongly outward-oriented economies.

-- In addition to a strong theoretical case that suggests

' that outward orientation leads to a more equitable in-
come distribution, Gini coefficients (rough measures of
income inequality) declined in several outward-oriented
countries.

If history is a guide, then this study will undoubtedly be
challenged on a variety of grounds by critics who will insist
that the general inferences that can be drawn from the study are
more limited than its authors suggest. For development special-
ists, however, this is yet another piece of evidence that sug-
gests that appropriate market-oriented policies (in this case,
those particularly important to international trade) do tend to
be associated with rapid growth and its beneficial effects. An
outward-oriented development strategy is key to industrialization
in the future and, as Mellor notes, to current development of the
agricultural sector. : :

This study shows that the actual performance of countries
that provide equal incentives to exports and import substitutes
do better 'in terms.of growth, employment, -and efficiency than
countries that have inward-oriented strategles. As commonly
defined, an outward-oriented strategy is-one in which equal or
neutral incentives are provided to both import substitution and
export promotion activities. Seen this way, there is no conflict
between an export-oriented strategy and agricultural development.
Indeed, at low levels of income with relatively abundant land and
labor, a country would have better agricultural development under
an-outward-oriented strategy than under- an 1nward—or1ented
strategy

In summary, the currently ascendant development strategy
assumes that donors can help support development by encouraglng
'developlng countries to adopt appropriate ‘macroeconomic¢ policies,
prices and incentives, and institutional changes. The p0331b11—
ity for such encouragement is associated with- the 1ncrea31ng
importance of nonproject assistance among donors.
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2. A.I.D. CONDITIONALITY

This section examines the types of policy conditions applied
by A.I.D. and briefly notes their conceptual basis. It then
looks at some operating characteristics of nonproject assistance
conditionality and concludes with an examination of the relation-
.ships between country size, institutional capacity, and policy
reform. Finally, .because A.I.D. practice does not occur in a
vacuum, but reflects and influences the practices of other major
donors, this section discusses World Bank and International Mone-
tary Fund (IMF) theory and practices. (The rationale for and
criticism of Bank and IMF practices are presented in Appendixes B
and C on the basis of documentation available from those institu-
tions.)

It is important to emphasize at the outset that there is no
way of "grading" the experience of A.I.D., the Bank, and the IMF
in their use of conditionality. For one thing, very little work
has been done on the relationship between the stipulation of
conditions in a nonproject aid package and the carrying out of
those conditions. The operating assumption is that donors have
some "leverage" to make host countries carry out policy and
institutional changes deemed desirable by the donor. While this
makes intuitive sense and there is some empirical justification
for it, the absence of systematic studies of the functional rela-
tionship between conditionality and policy change is a cause for
"caution. - Second, ‘where policy change has been carried- out,. there
is a wide range of criticism on various aspects. of the results,
and there is no way .to systematically "weight" these in any final-
grade. What follows, therefore, is simply an attempt to summar-
ize practices and goals of these institutions and to note the
"main criticisms directed thereto. No judgment is made on the
comparative quality. of the programs.

Current thinking among major donors is that market-oriented:
conditions attached.to nonproject assistance will lead to badly
needed policy reform.and structural change. in developing coun-
tries. Nonproject assistance is thought to be more useful for
this purpose than is project assistance, mainly because the
threat of withholding disbursemerits until reforms are implemented
.1s credible with program aid but is not credible-with project '
assistance. Also, the World Bank; and to a lesser extent the
United States, has been able to concentrate assistance in such
large amounts in single, quick-disbursing programs that it has
been able to "buy a place" at the recipient government’s "policy-
making table." Critics suggest, however, that if the nonproject
aid is very large, this probably represents a political commit-
ment on the part of the donor that cannot be rescinded.
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It is useful to note initially the current trends in condi-
tionality among donors. A.I.D. perhaps has the most difficult
assignment because its conditionality (described below) encom-
passes the whole range of possible policy changes that may be
recommended. The World Bank bases 1ts conditionality essentially
on the two-gap model and its variants® and stresses market rela-
tionships within a strategy of export-led development. The IMF
takes a narrower view of conditionality, concentrating largely on
financial programming based on a clearly defined conceptual model
of nominal financial flows.

Current trends in thinking in the three agencies diverge
somewhat. Within A.I.D., policy conditionality is still on its
ascendancy path, with the number of conditions attached to indi-
vidual nonproject assistance very large, and possibly growing.®
Tt seems reasonable to suggest that current emphasis on policy
conditionality within A.I.D. will continue, but perhaps with
increasing attention devoted within a policy framework to benefi-
ciary impact (see Section 5).

The World Bank seems to be emerging as the main multilateral
institution stressing conditionality, with its expansion of stru-
ctural adjustment lending, although not all within the Bank think
this is a positive development.

In the IMF, the new managing director, Michel Camdessus,
faces several increasingly intense problems that are now part of
public discussion on the IMF’s future.’ For one thing, continu-

*The original works on the "gaps," which were prominent in the
acceptance of this concept, were by McKinnon (1964) and Chenery
and Strout (1966). .This line of thought was associated with the
growth theory popular in the 1960s that emphasized capital inputs
and their relationship to domestic savings and investment, on the
one hand, and to exports, imports, and foreign economic assis-
tance, on the other. 1In effect, planners would .identify two. .
"gaps," the domestic investment gap and the foreign exchange gap,
which ‘would be determlned on the ba51s of progected rates of

' economlc growth

6There is no hard evidence on whether the number is growing, but
conversations within A.I.D. suggest that there remains widespread
belief in the possibility of adding additional conditions to meet
multiple objectives.

’For example, see "IMF Role May Change Under Camdessus As Nations
and Banks Exert New Pressure," The Wall Street Journal, April 6,
1987. The remarks here summarize this article.
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ing tensions between banks in the more developed countries and
those in debtor countries have brought into question the effec-
tiveness of the current global debt strategy. At the same time,
there is increasing concern about the rather drab growth rate of
the global economy, and growing questions about the current
drifts in major exchange rates. All of these problems are wor-
sened because the IMF’s three largest members--the United States,
West Germany, and Japan--face very large trade and payments im-
balances. Some economists suggest that these problems could
bring on a global recession, if uncorrected.

2.1 Types of Conditionality in A.I.D. Programs

Policy reform has several central goals: moving toward
market-clearing prices (including exchange rates), correcting
urban bias, rationalizing the public sector, promoting private
sector investment and competition, and implementing institutional
changes to support these goals. Policy instruments designed to
achieve these goals vary widely, depending on donor interests and
developing country institutional and political capacity.

A.I.D.’s approach to conditionality is more eclectic than
that of either the World Bank or the IMF. Essentially, it empha-
sizes all government policies that reduce efficiency, employment,
equity, or growth, while recognizing the extent of trade-offs
- among these variables. ' -Several recent studies reveal the pattern
and effectiveness of A.I.D. condltlonallty Highlights of these
studies are prov1ded in Appendlx A. 'The w1de range of A I.D. ’
conditionality is presented in Table 1.

In 1985, at the request of the Chairman of the House Foreign
Affairs Committee, the General Accounting Office (GAQO) completed
a study of conditionality in Bangladesh, Costa Rica, Egypt, Hon-
duras, the Philippines, and Sudan (GAO 1985). (A brief descrip-
tion of each project or program and its conditionality provisions
is provided in Table A-1 in Appendix A.) The internal A.I.D.
transmittal memorandum on this report concluded that it is posi-
tive in tone and is a good compilation of. A. I.D.'s policy dia-
logue efforts since FY 1982, and the efforts and results of nego- °
tiating policy reform ‘in thesé s1x countries. .

Briefly, the GAO report found that only 6 of the 19 Develop-
ment Assistance (DA)’ projects studied rYequired governmerit action



Table 1. A.I.D. FY 1986 Conditionality Provisions by Policy Area and Country

FISCAL

Tax Reform
Jamaica
Senegal

Improve Tax Admlnlstratlon
Haiti

Honduras

Jamaica

Senegal

Reduce Expenditures
Chad

Costa Rica .
Dominican Republic °
El Salvador

MONETARY

Limit Domestic Borrowing
Costa Rica

El Salvador

Honduras

Limit External BorrOW1ng
El Salvador

Permit Interest Rates To Rlse to
Market-Clearing Levels
Ecuador

Enhance Private Sector Access to
Commercial Credit )

Costa Rica

Togo

EXTERNAL TRADE

Limit/Reduce Export Taxes
Dominican Republic
Zaire

Reduce Import Tariffs -
Ecuador )
Kenya
Senegal
Zaire

Promote Exports
Belize

Require Purchase or Attribution
of Equivalent amount in U.S.
Commodities (code 000)
Bolivia

Costa Rica-

Dominican Republic

Ecuador

Guatemala

Israel

Jamaica |

Mozambique

Panama

Somalia

Tunisia

Require Purchase or Attribution
in Code 000, 899, or 941
Countries Only

El Salvador

Egypt

Grenada

Honduras

Sudan

Enhance Private Sector Access to
Foreign -Exchange

Costa-.Rica.

Honduras -

Mozambique

Somalia

Reduce Restrictions .on Exports
Belize

Reduce Administration of
Restrictions on Exports
Belize

Kenya

Haiti -

Senegal

Foreign Exchange (general)
Zaire
Zambia

Reduce/Eliminate Difference
Between Official and Market
Exchange KRates

Costa Rica

PRIVATE SECTOR

Derequlate Price and/or Controls
Belize

Ecuador

Grenada

Kenya

Mozambique

Togo

Decrease Administrative
Controls/Regulations
Kenya

Enhance Access to Markets and-
Productive Resources
Dominican Republic

El Salvador

Mozambique

Somalia

Enhance Entrance Into Selected
Activities

Somalia

Togo

Reduce Price or Market Controls
Belize

Kenya

Togo

Increase Access to Domestic
Credit
Somalia

Increase Private Sector Access to
State Agricultural Holdings
Dominican Republic

PARASTATALS

Divest Parastatals
Costa Rica
Grenada
Panama

Restrict Parastatal Activities
Belize
Grenada

Source: A.I.D. (1986).
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as conditions precedent or as covenants.! Three of these were in
Bangladesh "where A.I.D. is a relatively large donor, and where
policy dialogue is not affected by overriding U.S. security con-
cerns." (Bangladesh did not receive Economic Support Fund [ESF]
assistance.) Of the three other projects containing conditional-
ity provisions--one in Honduras and two in Sudan--two focus on
sectoral policy and the third focuses on trade policy. In gener-
al, where "A.I.D. did not use conditionality extensively in proj-
ect assistance--Costa Rica, Honduras, Sudan--A.I.D. has signifi-
cant. ESF programs in which conditionality is an integral part."

Of the eight ESF projects studied, the four with policy
conditionality were in Egypt. "In most cases, ESF projects
finance activities within A.I.D.’s six development accounts and
usually have the sectoral policy orientation of DA-funded proj-
ects. In Egypt, A.I.D. has attached some conditionality to its
ESF project assistance focusing on Egypt’s need for major econom-
ic adjustments. However, the political nature of the Egypt pro-
gram limits the extent of the conditionality which A.I.D. can

apply."

ESF conditionality in the projects studied related mainly to
macroeconomic reform. However, the extent and success of
A.I.D.’s conditionality varied in each program reviewed, as the
following quote suggests.

For example, U.S. political and security interests in
Honduras and the Goveinment of Honduras’ reluctancé to

.t

°The GAO report states: "A condition precedent is an action
A.I.D. requires the recipient government to take before assis-
tance funds can be disbursed. A covenant is an action A.I.D.
requires the recipient government to take before, during, or
after assistance is provided, but is not required for disburse-
ment. Covenants could involve actions that continue over a peri-=
od of time, such as maintaining free market prices.. Conditions
precedent and covenants are found in both ESF [Economic Support
Fund] and DA agreements. - Self-help measures, which are unique to
‘the PL 480 program, are similar to .covenants; they are .actions-
the recipient government agrees to undertake, but are not re-
quired prior to the delivery of food commodities. A.I.D. policy
guidance suggests that conditions precedent, covenants, and self-
help measures be as explicit as possible, though not necessarily
quantifiable, to facilitate monitoring and evaluating progress."
It is noted that "the summary of Costa Rica includes discussion
of several conditions known as Prior Actions which were not part
of formal agreements, but which were identified by A.I.D. as
significant policy conditions" (p. 3).
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undertake reforms has affected A.I.D.’s ability to en-
force and require difficult policy changes. 1In Egypt,
where U.S. political interests are also an important
factor, A.I.D. has not required the Government of Egypt
to undertake extensive policy reform, although policy
dialogue is a part of A.I.D.’s program. In Costa Rica,
on the other hand, A.I.D. has béen more successful be-
cause of effective donor coordination and the Govern-
ment of Costa Rica’s commitment to ec¢onomic adjustment
(GAO 1985, 4).

Legislation requires that the PL 480 Title I programs "con-
tain self-help measures aimed at improving the efficiency of the
agriculture sector," but "the policy focus of the self-help mea-
sures differed in each country" (GAO 1985, 2).

In summary, the GAO report contains information of a gen-
erally positive nature on A.I.D.’s attempts at policy dialogue
and policy reform. At the same time, the report cites many vari-
ations that relate both to the funding source (ESF, DA, or PL
480) and to the political and strategic place of the country in
A.I.D. programming. As a result, it is difficult to define all
of the conditions for future programming under which success
might reasonably be anticipated. One is tempted to say that
conditionality seems to work under some conditions and not to
work under other conditions.

“A-different perspective is provided by  a:November 1986 re-
port on A.I.D. conditionality that examines the types of condi-
tionality applled to ESF Cash Transfer and Commodity Import pro-
grams as seen in the original project proposals (the Program
Assistance Approval Documents [PAADS], for nonproject assistance)
for 1986.° The study is limited in three ways: (1) it examines
data for only 1 year and thus does not indicate trends, (2) it
excludes Titles I and III PL 480 programs and includes only one
DA-funded project to which conditionality was attached, and (3)
it does not reflect what actually resulted from A.I.D. condition-
ality, since that. would become .evident only in the loan agree- .
ments that were eventually concluded. Although these are signif-
icant limitations on the general applicability of the report,
"A.I.D. has until recently devoted very few resources -to evalua-

’Interoffice memorandum from Kenneth Kauffman (Associate Assis-
tant Administrator, Office of Economic Affairs, Bureau for Pro-
gram and Policy Coordination) dated November 25, 1986, with an
attachment entitled "A.I.D. Conditionality: A Review of Recent
Conditions Contained in FY 1986 Program Assistance Approval Docu-
ments (PAADS)." This discussion is based on that report, which
is quoted and paraphrased.
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tion or understanding of its policy-conditioned programs; this
report is an important step in that direction.

The November 1986 report offers three general observations
on A.I.D. conditionality. (See Tables A-1 through A-6 of Appen-
dix A for details on conditionality.) First, conditionality was
employed with greatest frequency in the Latin America and Carib-
.bean region, but is scarc¢ely used at all in Asia and the Near
East. Sub-Saharan Africa fell in between these extremes. Sec-
ond, where conditionality is employed, it tends to become more
comprehensive and detailed as the amount of resources devoted to
the program increases. Third, while A.I.D.’s use of conditional-
ity is increasing, the total amount of resources conditioned on
macroeconomic performance still constitutes a comparatively small
proportion of total U.S. bilateral economic assistance. 1In FY
1986, for example, only 20 percent of ESF resources had some
conditionality of this kind attached.

The economic policy conditions contained in the 1986 PAADs
examined fall into four categories of policy reform: nonfinan-
cial public sector policy, monetary policy, foreign trade and
exchange rate policy, and private sector policy.

‘Nonfinancial public sector policy. Policy conditions in
this area included efforts to reduce public sector expenditures,
promote tax reform, dismantle price and market controls, and
divest or restrict the activities of parastatal enterprises.

In recent years, severe budget deficits have characterized
the economies of. €had, "Costa Rica, the Domminican Républic,  and E1
Salvador. Conditions were stipulated for those countries that
called for reducing the budget deficit as a percentage of GDP by
lowering expenditures. A.I.D. allowed the countries to choose
which programs to cut and by what amounts. The Costa Rica con-
ditionality was somewhat different in its approach. USAID/Costa
Rica divided the disbursements into tranches, releasing some
funds for a Government commitment to accept the targeted reduc-
tion as official public policy and releasing the remainder upon
statistically verified achievement of the objective.

Reform of the existing tax structure was established as a
condition for balance of payments assistance in Honduras, Jama-
ica, and Senegal. In these countries it was argued that marked
reductions in the tax rates, together with an expansion in the
tax base, would encourage thée efficient allccation of resources,
improve equity, and lead to a more flexible and responsive tax
system. The programs in Honduras were restricted to municipal
and local taxes, while those in Haiti and Senegal also required
additional improvements in the administration of revenue collec-
tion.
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Deregulation of price and/or market controls was a condition
of the assistance provided to the sub-Saharan African countries
of Kenya, Mozambique, and Togo, and the Latin American countries
of Belize, Ecuador, and Grenada. The requested deregulation was
usually related to a narrow range of relatively important com-
modities--petroleum in Ecuador, fertilizer in Kenya, a limited
number of cereal grains in Mozambique, ‘and corn in Togo. Only in
Belize and Grenada were more general reforms required. Belize
was to reduce by half the number of items subject to price con-
trols, and Grenada was to submit a plan for decontrolllng prices
that would be acceptable to USAID/Grenada.

Divestiture of parastatal enterprises was a condition em-
ployed almost exclusively in Latin America (Malawi was the only
exception). Costa Rica, Grenada, and Panama were all required to
continue an ongoing process of identifying state enterprises for
divestiture. No parastatal enterprises were specifically identi-
fied for such action at this time, however. The Government of
Belize wvas required to restrict the parastatal marketing board’s
operations to a much narrower range of activities.

Monetary policy. Reducing the public sector’s capacity to
borrow domestically or abroad, decontrolling interest rates, or
channeling more credit to the private sector were the goals in
this area of policy conditionality.

Relatively few conditions were established in this area.
"Most of “them related-to limiting the borrowing. authority of the-
public sector, permitting interest rates to rise to market-deter-
mined levels, or enhancing private sector ac¢cess to commercial
bank credit. ' '

Because limiting the public sector’s capacity to borrow was
clearly a matter for concern for some Missions in Central Ameri-
ca, Missions in Costa Rica and Honduras proposed conditions that
"would restrict the host ‘government’s ability to finance budget
deficits through continued domestic borrowing. PAADs for both
countries expressed concern for the .extent to. which the practice
unduly restricted the private sector’s access to credit and for
the potential of deficits to fuel inflation and increase the
domestic. debt burden. Moreover, .Costa Rica and Togo were re-
quested to -increase private -access to credit. .Concerns in El
Salvador were similar, but conditionality there was targeted at
the Government’s foreign borrowing operations.

Foreign trade and exchange rate policy. Conditionality in
this area involved reducing tariffs or administrative controls on
imports and, less commonly, eliminating export taxes, loosening
administrative requirements for exports, and reducing the gap
between official and market rates of foreign exchange.
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Conditions for reducing tariffs on imports appeared in sub-
Saharan Africa (Kenya, Senegal, and Zaire) and Latin America
(Ecuador). In addition, Kenya and Senegal had to reduce adminis-
trative red tape associated with applications for permission to
import. Belize was to substantially reduce the number of items
for which importation was prohibited. The Dominican Republic and
Zaire were subject to conditionality provisions requiring the
reduction or elimination of taxes on exports. ..In Belize, a re-
duction was required in the amount of paperwork required to
export.

Conditions for three countries--Costa Rica, Zaire, and Zam-
bia--related to reducing or eliminating the difference between
their official and market-determined exchange rates. Mozambique
and Somalia in Africa and Costa Rica and Honduras in Central
America were specifically required to make a larger amount of
foreign exchange available to the private sector.

Private sector policy. Elimination of price controls and
enhanced access to productive resources and markets were the
conditions for this policy category. :

Many of the measures included under this heading are either
identical or similar to those discussed above under foreign trade
and exchange rate policy. Their distinguishing characteristic
under this category is that they are linked explicitly to mea-
sures to be taken on behalf of the private sector. Measures
designed to reduce regulatory controls in .one form:or another. - -
were employed fairly frequently, especially in sub~Saharan Afri-
ca. Conditions for both Kenya and Togo required fewer price
controls and greater leeway for price determination at or closer
to levels that would clear the market. Conditions for Kenya also
required fewer or simpler administrative controls over market
transactions.

Enhancing private sector access to' productive resources and
markets appeared as a condition in the programs of the Dominican
Republic, . El -Salvador, .Grenada, Mozambique, Somalia, and Togo. .
In some cases, the conditions specified a fairly restricted area
of activity. In Mozambique, .for example, the conditionality was
limited to private sector involvement 4in.the import and distribu- -
tion of commodities financed under the program. Likewise,  in’ N
Kenya the conditionality applied only to the importation of fer-
tilizer. 1In other cases, however, the requirements were more
sweeping. In Guinea, they applied to the sale and distribution
of all agricultural inputs. In Somalia, the conditions were
phased to permit the establishment of private sector financial
institutions, the exportation without license of the principal
export commodities, and a general opening of all economic activi-
ty to private enterprises, in that order. Likewise, the Domini-
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can Republic and Grenada had to permit private sector access to
state agricultural holdings for a variety of agricultural pur-
suits.

Beyond these four types of conditionality, there were other
procedural conditions attached to nonproject assistance. For
example, there was an administrative requirement tying the sta-
bilization/structural adjustment program to the ‘purchase of an
amount of goods equivalent in value from the United States or a
restricted group of developing countries. This requirement was
widely imposed to reflect U.S. interests rather than the reform
of policies in the host countries. 1Indeed, it was so frequently
employed in th“e Latin America and Caribbean region that it is
simpler to note that Haiti was the only country in which the
requirement was not used. Furthermore, the rationale for the
omission of the requirement in Haiti’s case was that the country
already acquired such a large proportion of its imports from the
United States that a formal condition would not be necessary.

Note, however, that two of the Central American countries,
El Salvador and Honduras, were permitted to make some purchases
in other countries. This was done because the programs in both
countries had become so large relative to the size of their econ-
omies that requiring them to purchase an equivalent amount of
imports exclusively from the United States would severely disrupt
the structure of their international trade. As members of the
Central American Common Market, both are treaty-bound to purchase
“from other mémbers. They were also permitted to meet ‘some of K
their requ1rements for _imported petroleum with purchases from a
non- -U.S. source. oo .

The situation in Sub-Saharan Africa was markedly different,
however. Fewer than half of the countries in that region were
subject to tied aid. Moreover, two of those countries (Kenya and
Sudan) received their ESF funds exclusively in the form of Com-
modity Import programs. Finally, 'in the Asia and Near East re-
gion, only Egypt and Israel were subject to the requirement and
then only for certain components of their nonproject- assistance
programs.

It is clear, then, that condltlonallty varied 1n many ways
in those programs studied. Variations by region were as follows.
The countries in'Asia and the Near East, including the leading
recipients of U.S. economic assistance, were subject to negli-
gible conditionality. Conditionality prov131ons in the Africa
region were relatively more concentrated in the external and
private sectors. In the Latin America and Caribbean region,
A.I.D. employed a wider variety of conditionality provisions with
greater frequency than in the other regions (the conditionality
provisions also appeared to be relatively more evenly distributed
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among the four functional areas). Conditionality was rarely ap-
plied to only one area in either Africa or Latin America. Simi-
larly, it was also rare for a recipient to be subject to condi-
tionality in all four areas simultaneously (the sole exceptions
were Costa Rica and El Salvador, both of which had comparatively
large programs).

Flnally, the. November 1986 report summarized the relative
size of programs contalnlng conditionality prov1s1ons. . In recent.
years, the overwhelming majority of nonproject a381stance pro-
grams have been funded through the ESF account. Occasionally,
however, DA resources also have been employed for the same pur-
pose. In FY 1986, for example, $10 million in DA funds were
obligated for Malawi to support the divestiture of several para-
statal enterprises. In that fiscal year, $724.9 million was
devoted to nonproject assistance programs containing condition-
ality provisions other than requirements relating to the source
of imports. This was 27.6 percent of the total obligated for
Commodity Import and Cash Transfer Programs, 20.2 percent of the
$3,581.6 million contained in the entire ESF account, and 15
percent of the $4,822.4 million contained in the total DA and ESF
accounts for kilateral U.S. foreign economic assistance.

Studies completed in early 1987 of programs designed to
improve the agricultural sector in Mali (Wilcock, Roth, and Hay-
kin 1987), Somalia (Goldensohn, Harrison, and Smith 1987), and
Zambia (Weideman, Koropecky, and Thomas 1987) provide further
evidence of the-nature of A.I.D. conditionality. - The programs
studied represent sector approaches to condltlonallty . These ,
- studies were concerned with the effects or consequences of policy
reforms, including those independent of conditionality. They do
not address the question of the effect of conditionality on pol-
icy reform.

In Mali (see Wilcock, Roth, and Haykin 1987, 8-23), coadi-
tions were directed toward the restructuring of state participa-
tion in marketing of staple cereals (Table 2). Major reforms
were undertaken, mainly under three IMF -Standby Agreements .in--
effect since 1981. These agreements resulted in the restriction
of domestic. credit expansion and Government borrow1ng abroad;
abolishment ‘of the Central Bank of Mali and establishment of its

. participation in the. West- African Monetary. Union beginning in

June 1984; reduction of Government debt, especially from reduc-
tion of Government employment; the restructuring of public enter-
prises; and curtailment of state intervention in the private
sector.

In this context, A.I.D. developed the Cereals Market Re-
structuring Program (PRMC) "to assist Mali to achieve food secur-
ity on a self-sustaining basis. Its purpose is to achieve mar-
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keting policy reform in the cereals subsector with the coordinat-
ed support of Mali’s largest donors. PRMC Phase I involved three
distinct but interrelated stated objectives: market liberaliza-
tion; the improvement of cereals production incentives; and a
reduction in subsidies to the state grain marketing system"
(Wilcock, Roth, and Haykin 1987).

The following major policy actions (see Table 2) were car-
ried out under the Mali program.

Table 2. Major Policy Reforms Made Under
Cereals Market Restructuring Program in Mali,
by Impact Area

Private Trade Producers OPAM/ODRs*® Consumers
Ended confisca- Raises official Reduced Allowed private
tion; reduced floor prices OPAM man- cereals trade
harassment date
Made existing Legalized pri- Increased Regulated con-
trade in grain vate trade marketing sumer price;

and rice legal margin increased con-
o ; h L c.oe i .. - sumer price

Legalized private - o Improved °  Provided food

cereals imports efficiency; security "safe-
reduced ty net"
subsidies

0OPAM/ODR is the State Cereals Marketing Lgency/Rural Development
Organization ’ ' T

Source: Wilcock, Roth, and Haykin (1987).

" Liberalizing the grain market. The Government agreed in
March 1981 to give private merchants, producers, and government
agencies (including parastatals) the legal right to purchase and
sell foodgrain. Specific action taken included continuing the
practice (begun in mid-1980 before the liberalization program) of
not restricting grain shipments on the main roads, opening all
grain trade to licensed merchants, and legalizing grain imports
by private merchants without taxing the imports, applying quotas,
or restricting access to foreign exchange.
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Improving cereal production incentives. This included two
actions: (1) periodically increasing Government-set floor prices
for sorghum/millet, maize, and paddy to stimulate more planting
or intensification of production, and (2) legalizing grain sales
from farmers to private merchants for resale.

Reducing subsidies and improving public sector performance.
A-major intent of this change was to ‘reduce subsidies needed for
the operations of state buying and marketing agencies. This was.
to be accomplished by increasing the allowed margin for state
grain marketing in the official price schedule and by decreasing
the role of state agencies in grain marketing and improving their
efficiency.

Evaluation of this program concluded that

Policy reforms had not have the desired effect in three
critical areas. First, no link has been established
between increases in cereals production and policy re-
forms. Second, although farmers’ incomes probably
increased, it is not possible to disentangle the incen-
tive effects of policy reforms from improvements caused
by the weather. Third, variability in domestic cereal
production overwhelmed the public sector. It was bare-
ly able to stabilize consumer prices as expected during
the drought years. When cereals output rebounded, the
public sector was unable to sustain .its buying oper- - -
ations (Wilcock, Roth, and Haykin 1987, 29).

In Somalia (see Goldensohn, Harrison, and Smith 1987),
A.I.D. and other donors tried to convince the Government to un-
dertake a series of liberalizing reforms of economic and agricul-
tural policy. Since 1981, several important changes have been
made:

The exchange rate has been freed to float to a more
realistic level; domestic cereal and livestock market-
ing has been privatized; a stabilization program has

. been adopted to curtail demand expansion; certain gov-
.ernment and parastatal monopolies have been' abolished
including those ... to import - consumer goods, the Ba-
nana Board to purchase and export bananas, the Live-
stock Development Agency to purchase and market animals
for export, and the Agricultural Development Corpora-
tion to purchase and sell domestic cereals; imports of
most goods, including most agricultural inputs, have
been liberalized; civil service reform has begun and
the [government] has ceased acting as an employer of
last resort; the [government] has reoriented its basic
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strategy from an urban/industrial to an agricultural
one (p. 1).

(These changes are presented in detail in Table A-6, Appendix A.)

It is interesting to compare A.I.D.’s efforts in Somalia
with those of other major doneors, as shown in the policy inven-
tory matrix presented in Table 3. A.I.D. conditionality provi-
sions often touched '‘all major areas of policy change. Other
donors, in contrast, were more selective in their efforts.

The evaluation team thought that the Somalian economy had
"responded well to the increased opportunities for private sector
activities." They noted, among other changes, the following
results: (1) grain production has dramatically increased, accom-
panied by rising farmer income; (2) herder income has kept pace
with rises in consumer prices, and may have risen faster; (3) the
private sector has reacted to decontrol and increased disposable
income in many sectors of the population by expanding dramatical-
ly; (4) small- and medium-scale enterprises seem to have prolif-
erated spectacularly; (5) production inputs are becoming more
readily available through the private sector, including some vet-
erinary drugs, medicines, fertilizers, agricultural chemicals,
and seeds; (6) exports from the privatized banana sector have
risen, and exports from the privatized livestock export sector
have begun to capture new markets and to approach the level of
exports enjoyed by the country before Saudi Arabia banned imports
of Somali cattle; (7) a reverse rural exodus has begun, with "-.
urban dwellers returning to the countryside to farm, either as
permanent residents or.as transhumant farmers; and (8) consumer
welfare in the cities has improved, because legal prices for
domestic foodstuffs are relatively lower than they were under
socialism, when almost no food was available officially and the
black market supplied small quantities at excessive, speculative
prices (pp. 1-2). :

Despite the successes, problems remain in Somalia’s economy.
The evaluation notes a large external debt burden and poor bal-
ance of payments situation, staggering annual budget deficits, an
agricultural sector still vulnerable to catastrophic drought, and
an expensive and inefficient public administration. The evalua- .
tion lists the following as "among the most urgent remaining '
reforms": (1) remaining state or parastatal monopolies and mon-
opsonies must be rationalized; (2) civil service reform must be
pursued; (3) Government expenditures must be reduced to the level
of potential revenues and budgeting improved; (4) the Government
must begin assuming responsibility for recurrent costs of projec-
tized activities; (5) the orivatization of key economic sectors,
such as banking, insurance, and petroleum imports, should be
encouraged; (6) the official exchange rate should reach a realis-



Table 3. Arcas of Policy Reform in Somalia, by Donor

co . Liber- Liber-
Exchange Exchange Civil . alized alized
Rate " Rate -~ Service  Privatization Recurrent = Interest  Market- Input Bank Surrender  End Price
Donor Unification . Freedom .  Reform  of Parastatal Costs .~ Rates ing Supply Privatization Requirement  Control Food Aid
AlD. Yes Yes Yes Yes Yes Yes Yes Yes Yes Low as - Yes Yes
’ possible
World Bank Yes Yes Yes Only when  Yes Yes, but Yes Yes Yes Ok as tax at Floors, No
: : appropriate ) - might ac- these rates  ceilings
. cept subsi-
. dies fo1
© some sec-
- tors
IMF Yes Not neces-  “Yes Yes Yes . Yes Yes Yes Yes Necessary Floors, No
sary : ' ceilings
Germany Yes, support Not neces-  Yes Yes No Yes, weakly Yes Yes Yes - Floors, No,
IMF sary, but . . ceilings UNHCR
encouraged. ’ only
Italy Yes, weakly Yes, weakly Yes, weakly Ambiguous Italy will Yes, weakly Yes Yes, weakly No hope -. Slow, No
. : pay them . gradual
France Favor, but  Yes " Yes stmng-' Yes, lead to Not much  Yes Yes Yes Yes, but Eliminate Yes No
don't expect ly, but no investment ’ not French  if possible;
it . " action | A bankers useful as
. . tax
U.N. Not inter- Not inter- Yes, but Where Yes, but not Not inter- Yes Yes Not inter- Notinter-  Floors, Yes (WFP)

Agencies viewed viewed  only push-  appropriate  pushing viewed viewed viewed ceilings
ing

Note: The donor opinions reproduced in this table are drawn largely from interviews with representatives in Somalia. Exceptions are the World Bank, whose Somalia Agriculture
Projects Officer in Washington, D.C.; received the team and provided them with his policy options documents, and the IMF and A..D., which also provided the team with
policy option papers. "While the IMF the World Bank, and A.LD. have active stances on all of the policies mentioned in the table, the other donors usually do not. The
French, German, and United Nations agencies do not attach any conditionality provisions to their aid and thus engage only indirectly in policy dmlogue They say they are
the country to help the Government of Somalia or for humanitarian and or.political reasons. The Italians are the most important bilateral donor in Somalia, but their progn
coordinated very little if at all with those of the other donors. Most of the Ttalian assistance is outside of the Public Sector Investment Program and was conceived in reac
to the pressures of the Govemment of Somnha requests and Italian commercial interests.

Source: Goldensohn, Harrison, and Smith (1987). .
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tic level; (7) rules, codes, and regulations governing land use
and tenure, foreign and domestic investment, taxation and incen-
tives, and customs must be simplified and codified; and (8) ef-
fective decentralization of governance and revenue generation and
use must be studied and implemented (p. 4).

However, in general, the evaluation of the Somalia program
is very positive.

In Zambia (see Weideman, Koropecky, and Thomas 1987), the
main thrust of the program in agriculture has been deregulation
of producer prices, the freeing of marketing from some state
intervention, elimination of fertilizer subsidies, and establish-
ment of free market exchange rates. At the same time there have
been efforts to reduce or eliminate subsidies on consumption,
marketing, transport, and handling of maize. Finally, *there have
been moves to rationalize tariff structures and remove import
barriers and to allow interest rates to seek free market levels.

The more important policy changes in Zambia since 1979 are
summarized in Table A-7 (Appendix A).

The largely successful results of the program were assessed
by the evaluation team in summary form as "lessons and implica-
tions" and are worth citing verbatim because they touch on the
most important aspects of agricultural reform in most countries.
(This record should be read in the context of Zambia’s 1987 repu-
diation of many aspects of the structu. -1l reform package to which
the country was committed, which is discussed below.) The les-
sons and implications are as follows (pp. 42-44)7

1. The turnaround in Zambian agriculture and agricul-
tural exports suggests that it was the policy envi-
ronment, and not the physical environment, that
until recently acted as a constraint on agrlcul—
tural productlon

2. A basic and monumental change has been taking. place
in the roles of the Government and the private
sector in the Zambian economy. . Zambia is changing
from a very inrterveritionist and controlled economy
to a more liberal, mixed:-eéeconomy, while at the same |
time preserving the philosophy of humanism.

3. The display of political will in carrying out the
restructuring of the economy has been impressive in
the face of some very high costs in terms of dis-
ruption and loss of income for critical groups.
Among Zambians there is nowhere near unanimity of
opinion on "staying the course" in carrying out
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reforms, however, and there has been some equivoca-
tion.

Changes are beginning to show positive results
after an initial period of floundering. Prelim-
inary results are beginning to be felt in increases
in agricultural and manufacturing income, reple—
nlshlng of manufacturing capital stock, rising
agricultural exports, and a general shiftihg of the.
terms of domestic trade in favor of agriculture.
However, there have been costs in terms of real
income losses in urban areas, increased inflation,
and political disruptions.

The economic restructuring that is underway gener-
ally seems to be regarded by most Zambian officials
as heading in a laudable direction. However, they
will frankly admit that mistakes have been made in
the implementation and management of some programs.
Many of the complaints about the restructuring are
directed at implementation and management, rather
than toward the contemplated change.

Small farmers with marketable surplus in particular
have responded to changes in the incentive struc-
ture by adjusting the level and mix of inputs,
altering cropping patterns, and increasing levels
of 'output. "The increased output has placed strains
on the storage and marketlng 1nfrastructure.

The groups that most clearly have beneflted from
the economic restructuring are the small farmers
and traditional farmers and, to a lesser extent,
the large commercial farmers, manufacturers, expor-
ters, and the private sector in general. The
groups most favored under the old system (formal
sector wage workers, Government employees,- and pub-
lic enterprises) have been hit hardest by the .eco-
nomic restructuring.

Smallholder farmers. constltute a high proportlon ‘of

" the populatlon and are. among the "poorer ‘'segments of

society. Since the economic restructuring favors
this group, income distribution in Zambia is becom-
ing more equitable. Because the economy was in a
long-term decline, it is not clear whether groups
that have not yet directly benefited (such as urban
consumers) are presently better off or worse off
than they would otherwise have been under the old
policies.
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9. The economic restructuring in progress is a long-
term undertaking. The first significant steps in
this restructuring process were taken 4 years ago
and the process is still not complete. There is
evidence that the economic decline that started in
the mid-seventies is slowing and perhaps has bot-
tomed out. The recovery process is anticipated to
require as much as 10 years to allow the changes to
work fully through the economy.

10. The IMF and World Bank have taken a lead among
the donors in requiring and supporting economic
restructuring. Donors are generally aware that
the economic restructuring places tremendous
pressures on the social and economic fabric of
the country and that there are likely to be
mistakes, delays, and slippage. An important
question is whether the donor community is suf-
ficiently aware and committed to "stay the
course" with the additional resource transfers
necessary to ensure the success of the restruc-
turing program.

In brief, according to the evaluation report, the Zambian
economy is changing from a very interventionist and controlled
system to a more liberal, mixed, and decentralized one. The se-
quencing or phasing of policy reforms is central to success. 1In -
Zambia, change began with a strong statement by the Government in
- 1979 emphasizing agricultural development. .In 1980, producer -
incentives were improved, followed in 1981 by another round of
timely price increases and a reduction of the maize subsidy of
more than 50 percent. 1In that year, the importance of the mar-
keting parastatal was also reduced. 1In 1982, retail prices were
decontrolled for all major products except wheat, maize, and can-
dles. 1In 1983, - the kwacha was devalued 20 percent and allowed to
float. And so it went, with further decontrols and greater reli-
ance on market prices, reduced subsidies, and a freer exchange.
rate. The full list of important policy changes over the 1979-
1986 perlod is prov1ded in Table A-=-7 (Appendlx A).

In general A I.D.'s experlence ‘with pollcy condltlonallty
in Africa (primarily in Mali, Somalia, Zaire, Zambia, and Zim-
babwe) falls into the following categories of 1mpacts (Haykin
1987, 32-38).

Agricultural sector impacts

~-—- Farmers responded to changes in incentives. There is
clear evidence that farmers responded to freer markets
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and price signals and made choices that maximized their
welfare.

Reforms led to significant increases in food production.
In the presence of adequate rainfall, donor-assisted
policy reform programs were the dominant causes of in-
creased food output in Somalia, Zaire, Zambia, and Zim-
babwe. o

The major beneficiaries were small farmers.

Agricultural policy reforms had a quick impact on output
and income. This supports the view that the quickest
way to lift African agriculture from its current stag-
nation is to support reforms in the producer’s incentive
structure.

Policy reforms had the greatest impact where other con-
straints were less binding.

Policy reforms promoted private sector development in
rural areas.

Economywide impacts

Distributional equity has improved: these countries
reduced the urban bias of their economi¢ systems. This -
improvement in distributional equity is consistent with
fundamental U.S. goals in supporting policy reforms.:

Market structure and spending reforms helped African
governments in their efforts to cut budget deficits.

Reform programs had favorable effects on balance of pay-
ments. . : . : : .

Macroeconomic progress has been .slow due to bad weather,
falling export prices, and large debt service payments.

Implementation

Policy reform implementation failures can defeat the
best program (of the three countries studied, Zambia was
most seriously affected by theése problems).

Price interventions are extremely difficult to manage.
In general, supporting high prices in the face of supply
gluts is too much of a drain on government resources.
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-—- There has been insufficient donor assistance to keep
import levels from falling and inflation from increas-
ing.

Role of donors

-- In some cases, the combination of financial necessity
and common sense will lead to structural adjustment even
without reform programs.

-—- At the same time, external assistance has been critical
to adoption of policy reforms by African governments.

-—- A.I.D.’s role has been both catalytic and supportive.

Continuing emphasis on policy reform

-— Policy reforms are not the only answer to Africa’s eco-
nomic problems, but they are an important part of the
answer.

-- Policy issues stretch beyond the purview of African
governments (e.g., African debt and future world trade
are international issues).

-- It is important that the United States and other donors

maintain their commitments to reform programs if these
programs are to succeed.

2.2 Operating Characteristics of Nonproject Assistance

Nonproject assistance can be viewed in terms of its various
operating characteristics. ' a :

2.2.1 Effectiveness Issues

There are effectiveness issues specific to various forms of
aid. These issues, which are common to nonproject assistance
from all donors, include the following':

“This section is based on reported discussions concerning conces-
sional flows within the Development Assistance Committee of the
Organizatzion for Economic Cooperation and Development in 1983.
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The relationship between the effectiveness of nonproject
assistance and its accountability (Is nonproject aid as
accountable as project aid? If not, how can it be made
more accountable? Will this make it more effective?)

The fungibility of nonproject assistance (How can the

- effectiveness of. such assistance be ascertained if. this

form of aid is particularly vulnerable to being preempt-
ed for other than agreed-upon uses?)

The effectiveness of structural adjustment assistance as
a vehicle for encouraging policy reforms at the sectoral
or country level

The effectiveness of the linkages between nonproject
assistance and other flows, including the IMF and pri-
vate financial flows to developing countries

The effectiveness of sector support

In contrast, issues common to project aid include the
following:

The advantages and disadvantages of rate-of-return
analysis in assessing project contributions

The effect of government policies on project achieve-
ments

The effectiveness of project lending as a vehicle for
promoting policy reform, institutional reform, and
improvements in efficiency and management in recipient
countries

Issues in project design
The. effectiveness df<“poverty oriented". projects in

alleviating both rural and urban poverty in developing
countries : - :

"The impact of contextual factors on project effective-

ness, including the domestic context (such as local
sociocultural and political features) and the interna-
tional context (such as movements in international
prices) :

The effectiveness issues related to the conditionality pro-
visions often attached to nonproject assistance may be divided
into two parts: issues internal to program conditions and issues
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external to program conditions. For example, a reduction in
overvalued exchange rates will not have the salutary effects
intended if the state budget deficit is expanded, resulting in
further inflation.

It is also the case that while appropriate policies may be a
necessary condition for growth and improved equity, there are
other external conditions that must be fulfilled if the policy
reforms are to be effective. External conditions could include
the following (from Richardson and Ahmed 1987):

-~ A favorable international environment for developing
country exports

-- Appropriate levels and types of external economic assis-
tance, including debt relief

~-—- Development of effective regional markets that reduce
scale limitations for the smaller economies

-- A stable and predictable political environment

-- Increased legitimacy of leadership in developing
countries

-- Existence of an institutional and legal environment
conducive to private sector development

-- A population that does not pose an insurmountable
"dependency" burden

-- At least the rudiments of an environmental policy inhib-
iting debasement of the natural resource base through
deforestation, desertification, and overgrazing

-- Adequate manpbwer and skill availabilities, with appro-
-priate -attention directed toward the "brain drain," . :
especially in the smaller developing countries

-- " A resilient institutional structure

In brief, there are both internal and external "enabling
conditions" important for effective policy reform. In the ab-
sence of such conditions, the efficacy of policy reform is much
in doubt.
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2.2.2 Country Size and Institutional Capacity for Policy Reform

Do poorer developing countries have the institutional basis
to apply the free market model? In many such nations, much of
the economy is a nonmarket subsistence economy. How much can be
expected from price and market policies when so much of the econ-
omy is outside the modern price/market economy? Policies and
prices work through markets for capital, labor, raw materials,
imports/exports, and final products. If such trading markets are
thin and represent only a small share of GNP, how much impact can
macroeconomic policy changes have? Does more work need to be
done to improve skills, markets, and institutions before empha-
sizing policy reform? These are some of the questions that must
be addressed in the design of conditionality.

Significant political differences between small and large
countries add an additional note of uncertainty in the applica-
tion of policy conditionality. As Nelson (1986) has stated:

There are no neat and realistic "models" available to
predict and analyze the interactions of politics and
alternative stabilization packages for a specific coun-
try. Even if such theoretical models existed, most of
the country-specific data needed for such a model would
not be available. Indeed, some of the crucial informa-
tion is closely held, especially information on goals
and perceptions of key factions and individuals in the
highly personalistic -politics of many small, poor
countries (pp. 984-985).

In sum, the necessary political analysis of likely outcomes from
stabilization policies may be more difficult in small countries
than in larger countries,

A case can be made that any difference in IMF treatment of
small and large countries is most Jikely to be related to the
nature of the current exchange rate system. Erb (1986) argues
that the current system permits countries that can borrow to do’
so freely, while those with limited borrewing capacity are- sub-
ject to external pressures. "This means simply that small coun- .
tries must meet more external rules than large countries. Simi-
larly, it might be alleged a country can run a large surplus
without being subjected to pressure to adjust. Here again, this
is more a function confusing asymmetry under the current system
with the process of surveillance per se, and it is really a func-
tion more of the structure of the exchange rate system than of
surveillance" (p. 4).
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2.3 Measuring Progress in Carrying Out Policy Reform

Twenty years ago Hirschman (1967, 160-188) argued for what
he called "the centrality of side-effects" in project appraisal.
His essential point was that "some of the so-called side—effects

turn out, a bit surprisingly, to be inputs essential to the
realization of the project’s principal effect and purpose" (p.

161). A single example will illustrate his point:

A recent publication argued strongly that in evaluating
investment in highways (as an alternative to railways)
considerable attention should be given to the indirect
benefit consisting in the enhancement of entrepreneur-
ship and upward social mobility that the trucking
industry brings with it. Now if the matter is put in
this way, one can just see the hard-boiled, no-nonsense
transportation economist shrug off this unquantifiable
advice and stick to his usual, difficult-enough-as-it-
is estimate of transport cost savings, supplemented at
most by a forecast of new transportation generated by
road, or alternatively, railroad (Hirschman 1967, 162).

The secondary effects (growth of entrepreneurship, in this
case) become essential inputs (or traits) that would further
stimulate truck transport. "In other words, while their presence
brings benefits that are perhaps difficult to evaluate, their

absence inflicts penalties that are anything but nebulous" (p.
163) . ' ' '

Hirschman, in brief, makes the case for including side
effects along with rate of return in project evaluation. Fur-
ther, the indirect effects are so varied that they do not lend
themselves to evaluation by standard criteria uniformly applied
to all projects. Thus, Hirschman suggests that "the search for a
ranking device that would presume to aggregate the direct and
indirect effects of projects" be abandoned. Moreover, the ana-
lyst "cannot even pretend to classify uniformly, for purposes of
decision-making, the various properties and probable lines of

. 'behavior of projects, .as either advantages or drawbacks, benefits .
. or costs, assets or liabilities" (p. 188). He concludes: -

But this modesty with respect to generalized evaluation
and quantification is in reality the necessary counter-
part of the large and free-swinging ambitions [that]
projects must entertain and cultivate in countries
where they are called upon to make a contribution to
progress that goes far beyond their immediate produc-
tion tasks (p. 188).
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All of this calls attention to the difficulty of establish-
ing with certainty the economic impact of program lending. In
effect, policy conditionality is designed on the basis of an
essentially market-oriented behavioral model of the economy. The
changes implied in the conditionality are intended to move the
economy of the developing country closer to the kind of economy
found in the model (i.e., toward greater reliance on market-
clearing prices and the free play of market forces). Even enter-
prises within the state sector will be expected to act on the
basis of such forces.

Several difficulties are common to evaluating the effects of
pulicy reform:

-- While standard economic theory guides conditionality
among Western donors, the precise links between policy
change and expected change in the performance of the
economy need far greater understanding, which in turn
will rest on new research.

-- Program lending is associated with policy dialogue. The
latter, however, goes much beyond policy conditionality
and includes a wide array of institutional reforms.
Systematically separating the effects of each is not
possible.

—-— It is sometimes difficult to separate the effects of a
.specific ‘policy ‘¢hange from .effects resulting from. poli-
cy changes stipulated in other programs (the IMF or the
World Bank, for example).

-- It is difficult to distinguish the effects of a given
policy condition from external factors, such as the
decline in' export markets resulting from the recession
in developed countries in the early 1980s.

-- Major 1nterna1 events such as drought or espec1ally good
weather affect the results of policy changes.

-- Often a pollcy change is intended as merely the first in
a series of changes, so that understanding the effects
of the change will depend on when the evaluation is
carried out.

In reviewing World Bank lending in adjustment programs,
Constantine Michalopoulos (1987b) of the Bank summarizes the
difficulty of measuring the "impact" of such lending:
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[This review of policy issues] ... should not be viewed
as an evaluation of the "impact" of past World Bank
SALs [Structural Adjustment Loans] and SELs [Sector
Adjustment Loans]. Such an analysis lacks a credible
counterfactual, e.g., it is impossible to determine
what would have been the recipients’ policies and per-
formance in the absence of the programs. This is a
familiar problem, which reduces most analyses to con-
trasting country performance after the assistance to
performance before .... Such "before compared with
after" analysis is dangerous because: (i) it assumes
that countries would have made no policy changes to
improve their situation in the absence of the World
Bank program, while in fact their policies may have
been unsustainable and (ii) it does not take into ac-
count changes in the international environment or other
exogenous events that influence country performance.

In addition, it is difficult to isolate the effect of
World Bark programs from those of the IMF, whicn has
been actively working in almost all the countries which
the Bank is assisting through SALs or SELs .... Final-
ly, the analysis also does not address a number of
implementation issues, such as the size of SALs,
tranching, the scope of conditionality and the 1like,
all of which have a bearing on the question of program
effectiveness (pp. 32-33).

In brief, although standard economic theory suggests the
chain of events to be expected from a given policy change, there
is no way to establish a causal relationship between the policy
change and the subsequent changes hypothesized. 1In most cases,.
evaluators can cite with certainty only specific policy changes.
The direct effect of these changes will be indeterminate. At
most, the evaluators will be able to argue only that the policy
changes pnssibly were a factor contributing to observable im-
provements in the sector. Their quantitative effects are uncer-
tain, will work themselves out over the lorg run, and.are proha-
bly part of other changes being made in the economy or occurring
in the international economy. The most that can be done system-
atically is to determine through benchmarks the pollcy and 1nst1—~
tutlonal changes that were in fact carried out.

Appendix D contains methods for future policy reform assess-
ments that were suggested by the evaluation team studying agri-
cultural reform in Mali. This team believes the lessons of their
evaluation to be generally applicable to French-speaking coun-
tries of the Sahel that have an ecological setting and institu-
tional and policy heritage similar to that found in Mali. What-
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ever else they may indicate, the team’s remarks are a reminder of
the many difficulties impeding sound evaluation practices.

2.3.1 Evaluating the Relationship Between Conditionality and
Policy Change Through Performance Disbursement Benchmarks

This section focuses on the extent to which conditionality
leads to policy change. Within A.I.D., some prog:ams provide for
detailed, ongoing performance evaluation. In its most developed
form, ongoing monitoring of nonproject assistance occurs through
the establishment of performance disbursement benchmarks that
accompany the tranches. Funding in this instance is divided into
a series of tranches, which are disbursed on the basis of satis-
factory progress in implementing policy and institutional re-
forms. Policy and institutional changes are similarly divided
into a sequence of revisions. Benchmarks are established to
track progress toward achieving ultimate policy and institutional
objectives. 1In effect, because the program is evaluated through-
out its life, a final evaluation would include a summary and
analysis of previous tranche benchmarks and an update relatlng
program results to the original program purposes.

Chris Hermann (1986a; see also Hermann 1985 and 1986b) of
A.I.D.’s Center for Development Information and Evaluation has
examined the principal information requirements of policy reform
programs. within A.I.D. and summarizes them as follows (p V- v1)

Compliance data. Central to program implementation are
data which demonstrate host country compliance with the
conditions for disbursement. A range of data can be
used for this purpose. Qualitative data describing
changes in organizations and processes are often suffi-
cient. Quantitative measures, such as budgetary data
or operational statistics, also can 'be used to track
compliance. - A checklist consisting of the reforms to ..-
be made, the date when action is taken, and supporting
evidence of actual 1mplementat10n is. a simple means for
monitoring compliance. ' For .the most part, .the informa-

-"tion requirements for compllance are contalned in the
program agreement.

Performance of public sector institutions. Policy
reforms are often intended to improve the performance
of public sector institutions. As reform measures are
enacted, data are needed to monitor improvements in
performance. Data collection should concentrate on
readily observable changes in government institutions
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which result directly from the reforms, rather than on
more global measures of public sector performance.
Operational records and statistics will be very useful
in this regard.

Program implementation and context. Joint review com-
mittees involving host country and USAID representa-
tives are established to assess implementation progress
and the short-term effects of reform measures. The
committees meet prior to the release of program funds
to determine whether conditions for disbursement have
been satisfied. Compliance data and institutional
performance data are necessary for these reviews. An
important consideration in assessing progress is the
economic and political context in which the program is
being implemented. Changes in these conditions during
the course of the program can significantly affect the
implementation of reforms and their effects. Data that
monitor contextual factors, therefore, are needed to
determine whether mid-course adjustments to the program
are required to expedite program implementation.

Policy reform impact and private sector response. The
objectives of many policy reform programs include
reducing government control over market operations, de-
creasing the operating costs of public sector institu-
tions, lowering government expenditures while increas-
ing public sector efficiency, and stimulating private
sector development. Therefore, in addition to the
categories of data cited above, information is also
needed on the private sector’s response to reform meas-
ures. This often requires conducting special evalua-
tion studies during the latter stage of the reform
program. A broad range of studies varying in complexi-
ty according to program resources and other constraints
may be necessary. In general, the studies should exam-

. ine whether the business community has reacted to the
reform program as expected, and the likely effects of
the reform measures on private 'sector growth. These

+ studies can also generate information for ‘planning .
subsequent programs to stlmulate prlvate sector devel-
opment .

While policy reform programs often relate to the entire
economy of a developing country, they possess several character-
istics that help to delimit the information requirements neces-
sary for their evaluation, according to Hermann (1986a, 22):
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First, the conditions for disbursement establish the
basic data needs for monitoring program implementation.
Second, the degree to which program funds are directed
to specific uses influences the scope of program infor-
mation requirements. Third, the degree to which policy
reforms can be linked empirically to macroeconomic and
.sectoral conditions sets parameters on program "
evaluations. : - ' '

On this last point, Michalopoulos (1987b) addresses the
question of appropriate indicators of progress for programs with
medium- to long-term objectives in his review of the limitations
of the conceptual framework of World Bank program lending. He
notes that all Bank programs contain commitments to specific
actions by the recipient that can be monitored. However, "these
have usually involved government commitments to specific policy
steps at different points over time. Until recently ..., there
was little effort to use quantitative performance indicators of
progress that could form a framework for monitoring the effects
of policy reform" (p. 41). For example, in a recent Bank pro-
gram, target figures were cited for changes in GNP and the export
growth rate.

Work is currently underway in A.I.D.’s Center for Develop-
ment Information and Evaluation to develop guidelines for estab-
lishing the necessary database on which to design policy reform
programs. Among other things, this database will address such
questions as the number of reforms that can feasibly be handled,
the theoretical base of such réforms, and the timing  of fund
obligations relative to agreement on the reform package. Current
practice on these points varies widely within A.I.D.

2.3.2 Monitoring and Its Data Requirements

There are obvious advantages in.monitoring -progress in quan-.
titative rather than qualitative terms (although both are neces-
sary in practice). Yet, as Toh (1984) suggests based on his
experience with the Niger sector program; "the formulation of
quantitative targets as -conditionality. in a policy-oriented sec-
tor assistance program is more difficult than for macro-economic-
ally oriented quantitative targets for economic and financial
stability (such as credit ceilings and overall government spend-
ing)". This follows for two reasons.

First, the stabilization theory at the macro level is
more developed and there is more evidence in support of
the relationship between stabilization and the vari-
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ables chosen as conditionalities. Accordingly, more
confidence can be placed on conditionality. On the
other hand, the association between the policy factor
and the eventual goal of agricultural growth and devel-
opment is fragile. It can easily be upset by external
shocks or factors which are difficult to predict, such
as the closure of the Nigerian borders or the drought .
as in the case of Niger. Both of these are likely to
impede or delay achievement of the policy objectives.
Second, the contribution of appropriate policies to
economic growth is indirect. Getting the policy right
is only the necessary condition; external resources for
technological transfer and institutional development
are also required. The two reasons mentioned here
suggest that flexibility would be required to deal with
policy reform at the sectoral level. Conditionality
must be viewed in relative terms; interpretation of
whether certain conditions are met has to be reviewed
in the context of specific circumstances and decisions
made based on informed judgment (p. 10).

In sum, evaluation of the effects of nonproject assistance
remains an undeveloped art. In part, this is because behavioral
models linking policy changes with expected outcomes are still
underdeveloped. Similarly, our increasing knowledge of "rational
expectations" suggests that major economic actors will, in their
actions, anticipate such policy changes so that in effect such
policy changes are aimed at a "moving target." Another evalua-
tion problem results from the long . .time required for .the effects.
of policy to work out, and the degree of dependence for the suc-
cess of such changes on institutional reforms and on such random
events as weather. All of this suggests that evaluation of non-
project assistance will continue to rest heavily on various per-
formance indicators measuring the extent of a.government’s com-
pliance with the conditions stipulated.

2.3.3 Outcome Indicators for Adjustmentvdf Progrém Loans

- As noted above, there are atcepted ways to. establish bench-
marks for the fulfillment of various conditions. A different and
far more difficult problem arises in Jjudging whether adjustment
should be made in the conditionality depending on the short-run
changes occurring in an economy. For example, while conditions
may stipulate a series of changes expected to result in a 5-per-
cent annual increase in exports over a 4-year period, should the
conditionality be adjusted when it turns out that the value of
exports in fact begins to fall by 2-percent for the first 2 years
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of the loan period? In effect, should outcome indicators (export
value in this case) be used to adjust other conditions, and
should such indicators be stipulated in the original conditions?

The problem is extraordinarily difficult. First, it is
recognized that weak data usually form the base for conditional-
ity. Second, the behavioral link between policy and expected
" outcomes is often obscure, in part because of random events out-
side the control of policymakers (e.g., weather). Third, those
stipulating the conditions cannot fully anticipate the reactions
of major actors in the economy to the new conditions, so that
every new condition that is imposed, or that might be imposed in
light of various outcome measures, may be outdated when
promulgated.

It is probably for these reasons that almost no attempt is
made to specify in original program documentation the outcome
indicators for mid-course corrections in conditionality. Al-
though such changes often will be desirable and will appear nec-
essary, it is unlikely that they can be anticipated with the
degree of knowledge necessary to ensure that they are in fact not
only new conditions but are at the same time appropriate condi-
tions to justify adjustments to program conditionality.

2.3.4 Appropriate Time Frame for Measuring Benefits

It is often suggested that policy reform sets in motion. -
forces that will have a "payoff" only in the long run. Certainly
this is the case for programs in which institutional change is an
essential ingredient of the reform. For example, establishing an
economically competent cadre of managers, for example, requires
years, and the effects of the managers’ increased competence will
in turn be felt yet years later. Similarly, in industry the long
gestation period for new investment will delay for years any
final outcome of policy reform. The . .picture is .made more complex
by the fact that much capital will need to be imported and its
availability will rest in turn on an adequate supply of foreign
exchange. . Foreign capital availability may be.influenced by
suitable policy reform, but it is a separate consideration.

In contrast to the relatively longer payoff times for policy
‘reform in institutional change and industry, the results in agri-
culture appear rather quickly. The results of policy reform
depend first on farmer awareness--for example, of increases in
farm-gate prices. On the basis of this awareness, farmers’ ad-
justment in planting and marketing often occurs in the following
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season, depending of course on the availability of necessary
inputs and weather conditions."

3. ADVANTAGES AND DISADVANTAGES OF CONDITIONALITY:  IN
A.I.D. PROGRAM ASSISTANCE

There are widespread suggestions among proponents and crit-
ics alike that policy-based loans and grants have on the whole
been appropriate and beneficial even in those areas in which
suggested policy changes have been resisted. This view is held
generally in donor agencies and in developing countries.

At the same time, profound and growing questions exist on
the efficacy of "policy reform" based on policy dialogue. Cassen
(1986) has coordinated a major intergovernmental study of aid
effectiveness, and his conclusions reflect the importance of
policy-based aid flows as well as their limitations. His major
findings are as follows.

-- Experience with policy dialogue ranges from the reason-
ably successful to the conspicuously unsuccessful. 1In
effect, it is easier to identify common faulty policies
(overvalued currencies, unsatisfactory price structures,
and the like) than to design a strategy that is appro-
priate to each country’s capacities and likely to suc-
ceed in contemporary conditions.

"wIn Zambia, cotton and maize production rose by 20 percent dur-
ing 1983-1985, and the amount marketed rose by 55 percent during
1984-1985, following price increases. Similarly, cotton produc-
tion in Togo doubled during 1984-1985. While it is difficult to
separate the effects of weather conditions from the price effect,
the clear correlation between the level of commodity prices and. .
the amount of agricultural output is too dramatic to ignore.
Cross—-country comparison reveals the same pattern.  For both
Tanzania.'and-Kenya, coffee ‘is the major export:earner. In .Tan-
zania, the farmers’ share of the export price of coffee was only
40-50 percent in 1984, while it was 90 pércent in Kenya. Coffee
production in Tanzania has remained stagnant over the past dec-
ade, with significant deterioration in quality. Meanwhile in
Kenya, it thrived even during the international recession of the
early 1980s and severe drought in 1984; coffee deliveries grew 7
percent per year over the 1979-1984 period and actually increased
sharply during the drought of 1984" (Richardson and Ahmed 1987,
16-25) .
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-—- Sometimes inadequate consideration is given to the rela-
tionship between short-run programs and the requirements
for future development. For example, exchange rate
reductions will need longer term support in poorer coun-
tries than in middle-income countries. Similarly,
higher prices to farmers must be supported by provision
of essential inputs such as credit, fertilizer, approp-
riate plant varieties, and transport. Particular atten-
tion must be paid to effects on the poor as food prices
increase. Improved World Bank and IMF cooperation will
be important in coordinating the short- and long-range
policy effects.

-- The success of policy reform rests heavily on the insti-
tutional capacity of the developing countries. This
includes the political commitment of the leadership and
adequate negotiating strength and analytical capacity,
which may require technical assistance. In the absence
of these criteria, the policy reforms will be viewed
locally as having been imposed. In short, the recipient
should play a full role in negotiating policy reforms.
As Cassen puts it, "‘dialogue’ should not become ‘mono-
logue’ with money.’"

-— In their policy recommendations, donors should avoid
what Cassen calls "asymmetrical liberalism," that is,
donor’s encouragement of liberal trade policies and

. domestic market forces in déveloping countries, while
donors increase their own trade protection and employ
aid conditions f{especially tied aid and mixed credits)
that distort the competitive process.™

Cassen’s list of cautions is useful. Nevertheless, the
theory of markets remains a powerful tool of analysis and the
market remains a strong driving force in policy formulation
throughout the world, for it answers questions at what might be
called the "strategic level," the level at which government must

“Erb (1986) rejects the contention that IMF surveillance is es-
sentially asymmetrical and that it is applied mainly to devel-
oping countries. 1In part, he suggests that this contention can
be traced to a confusion between conditionality and surveillance,
two separate activities of the IMF. Conditionality, which the
IMF associates with the use of its resources, is applied in lend-
ing. A surveillance discussion, in contrast, carried out under
Article IV of the IMF charter, is more frequently focused on the
major economies of the world.
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consider its actions. Government can, after all, help establish
functioning markets, free the exchange rate, and privatize para-
statals. At the same time, the market model by implication lim-
its the possibility for some kinds of positive government action
by stressing that government lacks both the knowledge of local
market situations and the ability to act in those situations. 1In
a word, both theory and experience suggest an important but lim-
ited role for government.

There is, however, an important qualification. The condi-
tions that underlie market efficiency are very stringent and
unlikely to be found in practice. These "efficiency conditions"
are said to be met when the economy is in such perfect "balance"
that no one can be made better off without making someone else
worse off."” They include, for example, the necessity that prices
reflect full social costs and that producers and consumers alike
adjust Lneir consumption and input decisions precisely in accord
with such prices.

Because these conditions tax credulity, economists have
explored the significance of policy recommendations in their
absence (i.e., in the real wecrld of market imperfections of vari-
ous kinds) (see Lipsey and Lancaster 1957). In this "“second '
best" real world it is recognized that if even one of the effi-
ciency conditions is not met, then all consumption and production
decisions become economically ambiguous. This means that if
there are, for example, important elements of monopoly in the
economy, then the welfare effects of this or that policy recom-
"mendation can never be fully understood.: '

-PWhen economists mention "efficient," they usually have in mind.
the line of thought developed by Vilfredo Pareto, a 19th century
JItalian economist and socieologist.. One condition is that the
marginal rate of substitution (in consumption) between any two
goods, or between any good and leisure, should be thé same for
all consume ~ in the absenceé of externalities. .This provides
for efficie.. allocation of goods.' 'A second ‘condition is that
the marginal rate of substitution (in production) between any two
inputs should be the same for all producers, whether producing
the same or different goods. This provides for efficient alloca- '
tion of resources. Income distribution is taken as given, and
there is the further assumption that the welfare of each indivi-
dual depends solely on his own consumption and is not affected by
the consumption of others. 1In this model, prices must reflect
full social costs (no externalities).
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K. Toh of A.I.D. explored this possibility in a paper pre-
sented to A.I.D. economists in 1984. His central point summar-
izes well the significance of second-best solutions. Because in
practice it is very difficult to trace the complicated effects of
one change on the rest of the economy, he suggests that three
implications follow: :

First, it is unwise. to ‘advocate any particular policy
without understanding the particular circumstances
under which the policy operates. Second, the argument
for government controls in order to correct the fail-
ings of unregulated markets is generally not valid.
Government is not omnipotent. - It 'is not only markets
which fail; there are government failures too '
Thlrd, given the facts that market failures are rela-
tive and not absolute, and the continuing presence of
the second-best problem, one practical solution is to
compare the relative efficiency between public and
private sectors and allow each to do those things which
it can do better than the other (p. 4).

In sum, the central lessons taught by the second-best prob-
lem are that global policy suggestions are inappropriate and that
within a national economy small steps may be better than large
ones until the full implications of a policy change become
apparent.

3.1 Need for a Strengthened Analytical Framework

In his review of World Bank adjustment programs, Michalopou-
los (1987b) cites the limitations of the present analytical model
guiding adjustment program conditionality. His comments are rep-
resentative of questions being raised in the field about the
intellectual underpinnings of program conditionality that seeks
to achieve significant structural change and stimulate growth.

The ([Woxld Bank’s] analytical framework ... provides a
good basis for the design of adjustment policies in.
most countries. But it falls short of providing a
quantitative structure for linking inputs (policy ac-
tions) and outputs (macroeconomic performance). The
Bank uses a quantitative framework to ensure consisten-
cy in its projects of financial "requirements," but
this framework has very few behavioral relationships
linking proposed policy steps to future outcomes....
Indeed, the framework has little to say about the quan-
titative impact of key components of policy reform
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(e.g., trade reform, improvements in pricing, public
investment reviews and the like) on medium-term econom-
ic performance (on which the Bank usually focuses).
Thus ..., one can be more confident about the long-term
outcome of policy packages than about the precise dy-
namic profile of results following the introduction of
specific reforms (p. 40). o

The problem is compounded, of course, by the growing know-
ledge economists have of “rational expectations." As this view
suggests, "there are endogenous changes in the behavior of eco-
nomic agents in response to changes in policy actions, and these
changes cannot be readily captured by models built on previous
experience" (p. 41). Michalopoulos concludes that these and
other

uncertainties about the quantitative impact of specific
policies and developments in the international environ-
ment mean that flexibility and willingness to adjust
objectives should be a key element in all programs.
Second, in parallel, additional analytical work is
needed if we are to continue to strengthen our under-
standing of the sequencing and timing of particular
policies and to improve the quantitative framework for
projecting economic performance in the medium term (p.
42) .

3.2 The Role of Policy Dialogue in''Program Assistance

In general, policy dialogue is a process that "involves
negotiation, compromise, and usually a gradual movement toward a
desired policy change." Such a process gains force through "con-
ditionality," which "refers to policies which a donor or lender
expects or requires the recipient government to follow or avoid
in order to receive the donor’s resources" (GAO 1985).

Cne level of cuestion relevant to nonproject assistance con-
ditional.ty is whether it is an appropriate vehicle for -stimulat-
ing change in a developing country. The answer varies with 'the
type of program assistance provided, as follows (GAO 1985, 1-2).

Economic Support Fund (ESF) assistance is provided for
the economic stability and development of the economy
as a whole and depends for its effectiveness on the
soundness of a recipient country’s overall macroeconom-
ic policies, thus providing a natural link between the
program and its conditionality relating to taxation,
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exchange rate policies, and the like. ESF can also be
used to fund specific development projects and thus can
be used to influence policies in a specific sector such
as agriculture or health. However, where there are
overriding polltlcal and securlty interests 1n the
country, A.I.D.’s leverage is not as strong

Development Assistance (DA) sectoral emphasis (e.qg.,
agriculture, human resource development) has a policy
component. A.I.D. has recently increased the focus of
DA on improving host government economic analysis to
support policy change. Negotiations with the host
government about a project can be a forum to exchange
views on how the economic policy environment may affect
a project and can also serve as a vehicle for discus-
sion on broader policy issues. One limit to the use of
DA for this purpose can be the relatively small size of
the program.

Public Law 480 (PL 480) since 1967 has been explicitly
linked to development objectives, and recently A.I.D.
has placed greater emphasis on the use of this assis-
tance to promote more effective agricultural and rural
development policies. PL 480 can serve as a vehicle
for discussion of either or both macroeconomic and
sectoral policies because it carries general balance of
payments implications. Title I loans are made on the
condition that the recipient countries undertake self-
help measures to improve agricultural production and o
marketing. Title III provides multiyear food aid com-
mitments and loan forgiveness as incentives to low-
income countries to undertake development- orlenfed
economic policy reforms.

“Note that "a principal element of U,S..macroeconomic condition-.
ality often has required the recipient country to enter into an
IMF agreement or, if an arrangement is-in place,. to comply with
the performance criteria:of the arrangement. The Congress -amend-
ed the FY 1985 Forelgn Assistance Continuing Resolution. and FY
1984 supplemental appropriation (Kemp-Kasten Amendment) to pro-
hibit the withholding of U.S. bilateral assistance from obliga-
tion or disbursement ‘... solely as a result of the policies of
any multilateral institution.’ AID has reviewed its policy and
has issued worldwide guidance on the amendment. This guidance
emphasizes that the U.S. Government must make independent jndg-
ments on appropriate conditions to govern particular obligations
and disbursements" (GAO 1985).
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In summary, large nonproject assistance programs appear to
provide considerable leverage for conditionality, but this is
reduced somewhat where security considerations dominate the Uni-
ted States-developing country relationship. PL 480 programs are
evolving as an increasingly important tool for encouraging policy
reform in agriculture and rural development. DA-funded projects
may or may not be appropriate vehicles for conditionality,
depending mainly on their size relative to the economy as a whole
or to a particular sector.

3.3 Speed Versus Accountability of Program Assistance

A.I.D. has used nonproject assistance, chiefly in the form
Commodity Import and Cash Transfer programs, for rapid response
to balance of payments crises. All foreign economic assistance
is fungible, meaning that it is difficult to trace final effects
of the funds in an economic sense (whereas it is easy to trace
funds in an accounting or audit sense). Sometimes the criticism
is made that it is even more difficult to trace these quick-dis-
bursing funds and that there is a trade-off between the need for
quick action and the need for economic accountability. However,
this criticism is largely based on an illusion, given the fungi-
bility of all assistance, and therefore cannot be considered a
problem only with program assistance. (See Development Associ-
ates, Inc. 1985.)

3.4 Sustainability of Structural Adjustment Programs

There are serious questions about the economic and political
sustainability of structural adjustment programs associated with
nonproject assistance (Nelson 1986). Political sustainability
rests on three factors: . (1) the strength of political. leaders’
commitment. to the program; (2) the capacity of the government to
implement the program and manage political responses; -and (3) the
.pOlltlcal responses to the. program by  various. groups within the .
political. system. 'This listing is a reminder 'of the great com- W
plexity encountered in political assessment. Because these fac-
tors are interrelated, that complexity rises exponentlally with
the number of factors at play.

Economic sustainability is related to the more severe struc-
tural and institutional rigidities encountered, especially in
smaller countries. Nelson suggests that these "delay supply
responses longer than in more advanced and flexible economies."
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At the same time, "the welfare implications of demand constraint
measures are particularly disturbing for populations living very
close to the margin of survival."

However, there is an aspect of sustainability that cuts
across both its political and its ecorniomic aspects. As Nelson

. notes:

A number of analysts have argued that stabilization
measures, because they impose hardships on many groups
within society and challenge the position of vested
interests, are most readily carried out by authoritar-
ian regimes. More disturbing, they suggest that advo-
cating stabilization measures, and more generally urg-
ing market-oriented policies of decontrol and liberali-
zation in nations characterized by extensive "populist"
state intervention, implicitly encourages and endorses
authoritarian political tendencies (p. 986).

The present study does not explore the efficacy of authoritari-
anism in policy reform. Further, the author has not encountered
any statements on this matter in official documentation of either
bilateral or multilateral lending agencies. '

3.5 Arguments in Favor of Policy-Based Program Assistance

1. The policy setting- in many developing countriés inhibits
growth and the achievement of equity. In many cases, the policy
environment has become a hodge-podge of regulations, prohibi-
tions, bloated and dysfunctional state sectors, and worsening
international positions, with the result that growth has stopped
while population continues to increase. The support that had
once existed for statism began to erode in the grim light of .
reality--poverty, ignorance, and corruption. A solution was’
needed, and because the policies favoring state-led growth- have -
come to be viewed as parts of the problem rather than as solu-
tions, greater reliance on market forces is necessary. No matter
- what the imperfections of ‘the markét might be, both market and
government failures must be addressed:

2. 2olitical stability is the key to economic growth and
economic growth is the key to political stability. While the
evidence on the relationship between good policies and good
growth can be debated in some cases, there is no case for the
idea that a nation can have good growth without good policies.
Similarly, while the evidence on the relationship between growth
and political stability can be debated in some cases, there is no
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case for the idea that political stability can exist in the pres-
ence of economic chaos and decline. A semblance of stability
might appear, but only at the cost of great repression of common-
ly accepted liberties. Finally, economic growth in which the
bulk of the gain goes to a minority is not growth for the majori-
ty, so it does matter that the growth be shared somewhat equita-
bly, which, in turn, further enhances political stability.

3. While random external events will affect development,
economic growth and welfare depend primarily on domestic poli-
cies. External events can have an uplifting as well as a depres-
sive effect on a nation’s economy. Further, some economies are
heavily export and/or import dependent and appear therefore to be
"vulnerable" to world markets or to their chosen trading part-
ners, as in the case of trade with Eastern Europe. How such a
country adjusts to this apparent disadvantage in the long run
depends on the policy set chosen in ihe short run. Even the
poorest country in the world can choose a set of policies approp-
riate to its condition. To the extent that local leadership is
less interested in growth than in its own perquisites, then this
generalization does not hold, and policy reform seems of rather
academic interest. The result under this circumstance is econom-
ic stagnation and growing immiserization.

4. Conditionality may help developing country leadership
accomplish its own goals. In some cases, policv changes that

create economic losses for particular groups threaten the politi-
cal strength of leaders and would not be made unless nonproject
assistance were conditioned on the change. It is folklore in-"~
development circles that A.I.D. and other donors give advice to
countries (either indirectly through dialogue or directly through
conditionality) that their own leadership would like to give.
While competent explanations of the dysfunctional policy and
institutional settings often are available locally, there are
indeed cases where outside advice-has been helpful. Of course,
in some cases, if the conditions are made public, the incumbent
government may-be threatened. This-is obviously -a delicate pro-
cedure. Nevertheless, outside advice can sometimes strengthen
the political hand of those local leaders who propose pollcy
reform, provided the - donor engages in true dlalogue that is sup-

'aportlve rather than ‘imperious.

3.6 Arguments Against Policy-Based Program Assistance

1. Limited knowledge base. The gap between policy and its
expected results is enormous even in developed economies. In
developing countries undergoing rapid structural change, and for
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which the database is seriously limited, it is fantasy to suppose
that any policy planner can "manage" economic development by
changing interest or exchange rates, stipulating budgetary limi-

tations, and the like. 1In effect, the operational mechanism
through which policy changes affect reality is something of a
"black box." Moreover, prices in such developing countries

sometimes are unreliable indicators for rational investment dec1-
'sions among projects, sectors, and regions. At best, policy -
recommendations should be limited to such critical issues as
developing technical competence among the developing nation econ-
omists and others dealing with the economic problem, establishing
local and international institutions for the ongoing review of
problems and policies, providing for coordination among donors
who express interest in. providing assistance, and. so forth.

Thus, the limitations of our knowledge suggest a wider attempt at
building local technical capacity and institutions capable of
addressing policy issues on a continuing basis. Finally, the
emphasis on market-oriented conditionality may represent wishful
thinking, for in the very countries held up as examples of such
growth, governments have exerted a strong influence on the shape
of the economy (e.g., South Korea, where the Government has di-
rectly and 1nd1rectly influenced capital allocation for three
decades) .

2. Inherent ideological bias of policy-based lending.
For various reasons, some economically emerging countries have
chosen a development strategy emphasizing equity and growth as
co-equal goals. This has often led to dysfunctional expansion of
the state sector, corruption and the elevation of "politics over’
economics," and economic collapse. In urging standard policy
reform measures, however, donors are in effect substituting their
own version of "the good life" (growth before equity) for that of
the developing country (growth and equity). If the elimination
of absolute poverty is a major objective, then the strategy of
development must be designed to achieve this, based on conditions
indigenous to the country. If a tendency toward egalitarianism
is important, then policy conditionality must reflect this
reality.

3. "Getting the prices.right" is only the beginning. Al-
though donors are concerned with the short-run costs of ad-- 4
justment programs, the compression of consumption following ap-
plication of conditionality still does not receive sufficient .
attention. Equity may depend in part on current policies (direct
aid to the poor, for example), but it also depends on who owns
the economic assets and who controls the system. When there are
wide disparities in asset ownership, the market widens rather
than lessens income differentials. 1In effect, the ascendancy of
policy reform lending is a return to a trickle-down strategy of
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development that ignores the lessons of history that led to the
movement away from such theories and toward a "basic human needs"
approach. Similarly, even with market-determined prices, there
remain problems of structural rigidity, provision of "public
goods, " widespread training problems, and institutional con-
straints. These problem areas are as important as prices; in
fact, a case can be made that without attention to these prob-
lems, a market system will be difficult to create or maintain.

4., Asymmetrical policy conditionality. While stringent
policy conditionality is applied to many developing countries,
major lending countries engage in some of the very practices they
condemn in developing countries. The difficulty of coordinating
policy among Western Europe, Japan, and the United States dwarfs
the policy problems of most developing countries. Further, the
disarray in the agricultural policies of most developed countries
surely matches the agricultural policy miscalculations in devel-
oping countries, although with different results. Growing trade
restrictions in developed countries against exports of developing
countries gives the game away as one of continuing attempts at
exploitation of developing countries. (The limitations imposed
by the United States in its Caribbean Basin Initiative are viewed
among developing countries as symbolic of the real difficulty
faced when a developed country proposes "helping" a developing
country.) The basic difficulty with this asymmetry is that it
reinforces within developing countries a climate of suspicion
that assistance to them is a game among developed countries
played out largely for internal political reasons, with the in-
terests of the developing countries taking a distant second place.
to developed countries’ concerns with their own economies. In
the long run this approach has two effects: (1) it makes cooper-
ation more difficult around mutual interests that surely exist
between developed and developing countries, and (2) it fuels
acceptance of radical thought from Eastern Europe, the Soviet
Union, and China that suggests that the only safe course for
developing countries is allgnment with world socialism (Sov1et—
or Chinese-type). S : :

3.7. Balancing the Advantages and Dlsadvantages of Policy- Based
' Assistance L

There is no easy way to balance the advantages and disad- .
vantages of policy-based program lending. A case can be and has
been made in favor of each argument. In one sense, a balanced
judgment will rest on two factors. First, much more analytical
and empirical work is required on all aspects of the effects of
conditionality. Second, the way one approaches the questions
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that need to be asked of conditionality, and indeed the questions
themselves, will be affected by the researcher’s world view, that
is, whether the researcher "believes" that developing countries
can prosper in the world economy in a positive sum game or that
developing countries inevitably will lose in their struggle with
more developed countries in a zero sum game.

Is there any consensus on conditionality? 1In general, there
is widespread belief among major donors that policy-based assis-
tance is not only appropriate but necessary given the crisis
proportions of the development problem today. Among major recip-
ients there is a record of such assistance being associated with
economic growth and the alleviation of poverty. A few recipients
have repudiated the agreement backing policy-based lending (e.g.,
Zambia). There has been no serious suggestion, however, that
policy reform in those countries be repudiated as a principle.
Instead, there are suggestions that in some cases policy reform
should be carried out more slowly and that conditionality should
be accompanied by greater economic assistance to ease the transi-
tional costs, especially among the poor.

All of this suggests that while policy-based lending is
controversial, more frequently than not it has been associated
with ecoromic success. It may be expected, therefore, that pol-
icy-based assistance will remain a permanent part of major
donors’ portfolios for the indefinite future.

4, BENEFICIARY IMPACT OF PbLICY—BASED'NONPROJECT ASSISTANCE

What has been the effect of policy-based nonproject assis-
tance on developing country beneficiaries? Are the poor doing
better with nonproject assistance than with project assistance?
These questlons are at the heart of both the current empha31s on
and growing criticism of nonproject a381stance

The basic 1ntent of policy reform is to "unleash" non-gov-
_ernmental forces to do the kinds of development jobs that cannot
be done well by government. The evidence of a correlation be-.
tween hich growth rates and large private sectors is clear, al-
though there is question about the reasons for the correlation.

In Sub-Saharan Africa, the countries that have shown
the most impressive performance are those in which the
private sector predominates (Kenya, Malawi, Mauritius,
and Cameroon). In countries where the public sector
dominates, economic activities have shown a negative
perZormance (Ghana, Senegal, Madagascar, and Somalia).
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The same holds in other regions (Asia, South Korea and
Thailand have done better than Indonesia and the Phil-
ippines) (Richardson and Ahmed 1987, 19).

These and similar comments affirm the importance of policy-
based growth. Nevertheless, crucial questions remain about the
precise behavioral links between policy change and its expected
outcomes. Equally important is the question of who gains and who
loses in the process of policy reform.

Among major donors using policy-based nonproject assistance,
the IMF perhaps has received the most criticism. In turn, it is
the IMF that has defended its programs most intensively and most
frequently. For this reason, the IMF defense is presented below
in response to the criticism that the poor suffer unduly under
structural adjustment.

Perhaps the best way to understand IMF conditionality is to
examine the major conditions attached to IMF-supported adjustment
programs and to describe the logic underlying such conditions.

An IMF study (1986)'" examined the policy measures adopted as part
of 94 IMF-supported programs from 1980 to 1984 and highlights the
effects of such programs on different socioeconomic groups. The
study’s general conclusion is that while there may indeed be some
reduction of consumption as a result of such programs, this may
affect all groups rather than just the poor. In any case, the
study stresses that this compression would have been greater in
the absence of the adjustment programs and the financial support
they provide. The reasoning presented in the study-is as fol-
lows, by policy area.

Exchange rate policy. The distributional impact of exchange
rate devaluation and of tighter controls on money and credit
creation is mixed. Devaluation, for example, benefits labor and
capital employed in sectors favored by the devaluation; in most
developing countries this improves the lot of the agricultural
- sector at the expense of the urban population.. Because-those
living in the urban sector often have benefited from an income
distribution skewed in their favor, and have been heavy importers
of luxury goodds, devaluation would lead to a more equitable in-
come distribution. Although it is true that devaluation often
results in an initial windfall for the small and wealthy urban
class with assets abroad (with farmers and other small business-
men who invested domestically suffering), improved efficiency in

¥The discussion presented here is from a summary of IMF 1986
published in IMF Survey, November 17, 1986.
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the long run will stimulate growth and employment so that all
groups will share in higher levels of national income.

Monetary policy. Appropriate policies on money creation and
credit tend to curb inflationary pressures, which should help the
poor who usually do not own assets that would increase in value
with inflation. Also, increased allocative efficiency resulting
from improved access to credit markets, the limitation of insider
loans, and promotion of the ability of each sector to compete for
available credit will probably tend to improve income distribu-
tion. It is true, however, that large and well-established firms
in the urban sector may be in a better position to compete for

.credit than smaller firms -in the rural sector. The result there-

fore may be that the distributional benefit from appropriate
credit policies is not as great as might first appear. At the
same time, however, interest rate decontrol provides smaller
firms in the rural sector greater access to credit.

Fiscal policy. The distributional impact of fiscal policy
is also mixed and certainly the results are often not discernable
within the time frame of an IMF program. On the government rev-
enue side, while the effects of changes in direct taxation (e.g.,
personal and corporate income taxes) may have little effect on
the distribution of wealth and income in the short run, they will
almost certainly in the longer run imprnve equity. The effects
of indirect taxes are less clear. Some indirect taxes (e.g.,
excise taxes on alcohol and tobacco) may worsen distribution
while others may improve it.. Taxes that improve distribution
include- (1) the more '‘general and broad-based taxes on goads and
services; (2) higher differential tax rates on those goods and
services typically consumed by higher income households; (3) .
import duties that replace such quantitative import restrictions
as quotas and licencing systems; and (4) reduction of export
duties that are borne chiefly by small farmers.

In addition to concern with ‘raising revenues, IMF-supported
programs also typically recommend reducing -government. expendi-
tures such as wages and salaries of public sector employees, food
and petroleum subsidies, and transfers to cover the losses of
public enterprises. 'While noting that such policies are among
the most important aspects of IMF-supported adjustment programs,
the report also notes that they are among the most controversial.
The report also suggests that policies have had the most obvious
success in improving income distribution. For example, freezing
civil service positions and remuneration, especially where public
service is paid well in relation to the private sector, will
obviously and immediately improve income distribution.
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Subsidies to keep prices of basic goods and services below
their market levels typically strain the budget, and most IMF-
supported programs require reduction in subsidies through in-
creases in the prices of food, transportation, and petroleum.
This leads to an increase in employment, and thus a reduction in
income inequality, because improved price flexibility strengthens
the overall adjustment program by transmitting exchange rate
movements throughout the economy, restructuring incentives, and
improving resource allocation.

It is frequently asserted that food price increases have
their most devastating effects on the very poor and that food
subsidies  are needed to protect this sector of the population.
The IMF report argues, in contrast, that most food subsidies are
directed toward the urban population, while the "really poor"
usually live in rural areas. At any rate, to benefit from a
subsidy one must have the purchasing power to buy subsidized
goods; thus, the very poor are excluded from the benefits of the
subsidy program. To ensure that the lowest income households are
the sole beneficiaries of such subsidies would require that the
funds be targeted more accurately than they have been in the
past.

In sum, the IMF report provides a strong conceptual defense
for the kind of nonproject conditionality now common among major
donors in the areas of exchange rate, fiscal, and monetary poli-
cies.

"A-related but differént perspective on- gainers and losers is
provided by the analysis of Michalopoulos (1987b, 42-46) on the
distributive effects of World Bank program lending for structural
adjustment and growth, an analysis applicable as well to A.I.D.
programming. He notes initially that several issues get confused
in this discussion:

The first is the question of whether the programs un-
dertaken produce a short-run decline in output and
incomes which is somehow excessive, e.g., whether,
given the. amount of financing available, alternative
programs would have permitted more gradual adjustment
‘over time and required less demand restraint, which is
inimical to growth. Second is the issue of whether the
poor have suffered disproportionately in the adjustment
process, in the sense that their incomes have fallen by
more than those of other groups. A variation on this
issue is the suggestion that the adjustment process has
resulted in significant absolute declines in the levels
of income of the poor, and has meant that many more
families’ incomes fall below a "poverty" standard.
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Third is the issue that government policies and, in
particular, patterns of reduction of government expen-
ditures, have disproportionately affected the poor (pp.
42-43) .

Good data on income distribution over time are generally
lacking. It is nevertheless true that in- some countries, includ-
ing those with Bank support, the absolute levels of income of the
poor have declined (Michalopoulos 1987b), and it is now widely
recognized that the transitional costs resulting in higher unem-
ployment or reduced subsidies to the poorest members of a society
require special attention.

From a different perspective, development studies suggest
that the only economically and politically adequate defense of
policy-based nonproject assistance that will hold up in the long
run is that the poor do in fact benefit from such assistance. To
ensure this, it is necessary to view policy reform and poverty
reduction as complementary, not contradictory, goals. This
means, in turn, that poverty must become a policy focus in any
policy reform program seeking to enhance overall economic growth.
In effect, a "growth with equity" model is the appropriate ana-
lytical framework by which to design policy reform. The impor-
tant point is that economic crises will force adjustment in some
form. Policy-based program lending provides the opportunity for
an orderly transition away from the problems. However, without
adequate attention to the poor, the transition itself is threat-
ened, as is the likelihood of permanent improvement.

In brief, if the claims of poverty alleviation are seen as
opposed to the needs for structural adjustment, the claims of
poverty might be ignored in a crisis situation. Therefore, ac-
tions taken to alleviate poverty must become an integral part of
the policy reform package; such actions must be seen as contrib-
uting to increased productivity and growth and not merely as
income transfers that will reduce growth ‘

The Overseas Development Instltute (ODI) in London (Addison
and Demery 1986, see also ODI 1986) notes the following kinds of
actions taken in recent World Bank lending (cited with permission
of the Bank) to (1) enhance the access of the poor to productive
assets through land reform that is associated with structural
adjustment, as was done in Thailand; (2) increase the rates of
return on assets held by the poor, as done in Coéte d’Ivoire,
where positive income distributional effects resulted from higher
agricultural prices; (3) improve access to gainful employment
through assistance to retrenched public sector employees (as in
The Gambia and Guinea-Bissau) and through emergency employment
schemes (as in Chile); (4) maintain or increase the rate of human
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capital accumulation of the poor through protection of social
expenditures, particularly health and education, as done in Bra-
zil and Indonesia; (5) target income and consumption transfers to
the poor whose incomes are not increased by structural adjust-
ment, as in the case of food subsidies in Morocco and Jamaica.

The central point of citing these examples is that positive
programs enhancing the contribution that the poor can make to
structural adjustment can be built directly into policy~based
programs and will be acceptable as parts of the growth process.
The few remaining instances where transfers are required for the
poor will be seen as a relatively small part of such programs.

Attesting to the growing interest in growth-oriented adjust-
ment programs, the first joint IMF/World Bank symposium on this
topic was held in February 1987. Among other important issues
raised, was the view that there are narrow limits on the extent
to which structural adjustment can be traded off for growth. At
the same time it was recognized that in the short run a growth
slowdown may be unavoidable for successful stabilization (Corbo,
Goldstein, and Khan 1987; summarized in IMF 1987). 1In a word,
this symposium calls attention again to the central problem in
adjustment--maintaining consumption in the face of necessary
policy changes.

A study of the impact of Zaire’s economic "liberalization
program" casts some light on how women fare under policy reform
(Sines et al. 1987). 1Its coinclusions are as follows (pp. E-6 and
E—7) . s . . . ’ :

-~ In Zaire, women provide a major source of labor
in food crop production. The accrual of the
gains made under policy reform by women depends
to a large extent on intrahousehold decision
‘making. To the'extent that'this process is
inequitable to women in individual houscholds,
women- will not share equitably in any produc-
tion or income increases.

-- Women account for only a.small proportion of
-thoge involved in plantation agriculture. Pol-
icy reforms which favor this sector will not
have as large a rositive impact on women as
those favoring the traditional sector.

-- Women are impnrtant in all aspects of the food
marketing chain. Women farmers appear to be
selling more as a result of price liberaliza-
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tion. The impact on their nutritional status
is unclear at this time.

-- Price liberalization has had a positive impact
on the number of women traders. Abolition of
prohibitions on interregional trade has had a
positive 1mpact on women as they are free to
benefit from price differentials between
regions. '

-- Policies which require a husband’s permission before
women can obtain bank accounts and sometimes credit have
a negative impact on married women’s access to banking
services. -These policies. have had a negative impact on
the operations of women traders.

While the Zaire experience may not be a guide to expecta-
tions elsewhere, the differential impact on women of various
kinds of policies does suggest strongly that this impact must be
an important consideration in program design.

More generally, an A.I.D.-commissioned study (Hood McGuire,
and Starr 1988, 50-51) suggests that

significant variation [exists] between countries in the
degree, duration and distribution of hardship associat-
ed with the transition. With respect to the degree and
~duration of hardship, three important factors are:

-—- The magnitude of the adjustment problem. In
general, the larger the magnitude of the ad-
justment problem, the larger the initial con-
traction required to stabilize the economy.
Countries with heavy debt burdens and signifi-
cant terms of trade deterioration have been
particularly likely to undergo pronounced--and
.sometimes prolonged--recessions.(e.g., Chile)..
This includes many of the heavily indebted mid-
dle-income countries, as well as low- 1ncome
countrles in Sub Saharan Africa. - :

- The "deep rootedness" of the adjustment prob-
lem. 1In general, the longer the period of
postponing adjustment via ad hoc measures, the
more deep-rooted the problem becomes in the
sense of producing a distortion-driven economic
structure. Large divergences between the pat-
tern of investment, production and employment
and underlying international competitiveness
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tend to produce large jinitial contractions in
inefficient sectors and long periods before
growth resumes. In contrast, some countries
developed large cyclically induced macro imbal-
ances in the early 1980s that had to be ad-
dressed through stabilization; but because
their underlyinc economic structures were basi-
cally competitive, growth resumed, unemployment
fell, real incomes returned to normal levels,
etc., with world economic recovery (e.g., Costa
Rica).

-- The level of development and degree of economic
dynamism. The speed at which benefits of ad-
justment materialize depends on countries’ lev-
el of development and degree of economic dyna-
mism. For example, the medium-term impact of
devaluation on encouraging efficient import
substitution and non-traditional export promo-
tion is likely to be much greater in a context
where a dynamic group of industrial entrepre-
neurs already exists. Higher food prices raise
small farmers incomes and induce a supply re-
sponse only if they are integrated in to the
market via a system of decent roads. Reorient-
ing government services to target the poor may
take an unacceptably long time if the bureau-
cracy does not work well to begin with. 1In
other words, while adjustment may be a neces-
sary condition for sustained growth and devel-
opment, it is not necessarily sufficient.

5. CONCLUSIONS

In many developing countries, poverty has outpaced growth
over the past 30 years, and inequities in income distribution
have widened. -'In all countries, the worst and most widespread
"poverty is found in rural areas. While poverty is worldwide,
‘countries in Sub-Saharan Africa-are perhaps the most seriously
affected in the world. In most places worldwide, poverty has
worsened sharply since the second o0il shock of 1979. Poverty has
resulted in part from natural disasters, but more generally it
can be traced to two factors: internal policies that dis-
criminate against the poor, and external factors over which deve-
loping countries have little influence. 1In the 1980s in Latin
America and in Africa, outflows of interest and amortization have
exceeded inflows of new capital, thus forcing enormous adjustment
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problems on developing countries and, symmetrically, on more
developed countries. In sum, developiilg countries now face a
challenge of unprecedented proportions, and policymakers must try
to meet this challenge with a kit ¢f analytical tools that seem
dwarfed by the problems.

The major new approach to development in.the 1980s has been
* structural adjustment and policy reform based on donor condition-
ality. As with so many other approaches to development, the con-
cept is not really new, but its widespread application among
major donors is new. Early in the decade, conditionality related
largely to a mixture of market and institutional reforms affect-
ing both supply and demand conditions and demand. restraint was
common to all donor programs. In the last half of the decade,
greater concern is being expressed for the distributional effects
of the adjustment/reform package.

A voluminous body of literature has emerged on this topic,
in which rationales can be found for defending almost any posi-
tion on the efficacy of adjustment/reform programs. However,
most observers agree that while such programs cannot ensure eco-
nomic growth, policies that inflate economies and distort re-
source allocation are inherently suspect as inappropriate to eco-
nomic growth.

Cornia and Stewart {(1987) have ventured to sum up the fol-
lowing "general lessons worth distilling" from the adjustment
experiences of 10 countries':

1. The shocks to which the majority of the countries
had to adjust were exogenous (i.e., the results of
changes in the international environment or in:
climatic conditions, both factors beyond the con-
trol of national authorities).

2. 'Adjustment is necessary. Whatever the nature of
the shock affecting the economy, countries have to
adjust to a changing environment. Failure to do so
normally entails huge losses of output and human .
welfare. - o . ' :

“The countries are Botswana, Ghana, and Zimbabwe in Africa; the
Philippines, South Korea, and Sri Lanka in Asia; and Brazil (Sao
Paulo), Peru, Chile, and Jamaica in Latin America. These case
studies are examined in detail in Vol. 2 of the Cornia and Stew-
art study.
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3. Growth-oriented approaches with structural adjust-
ment have been successfully adopted. While several
of the 10 countries analyzed followed predominantly
contractionary policies, others adopted more
growth-oriented approaches incorporating elements
of structural adjustment, and in some cases of
human protection.

4, Growth-oriented adjustment is necessary but not
sufficient to protect vulnerable groups.

5. In the short-to-medium term, the well-being of
children and other vulnerable groups can be pro-
tected and even improved with the adoption of ap-
propriate targeted programs, even during periods of
economic decline.

6. Most programs aimed at protecting the poor are
relatively inexpensive in terms of total government
expenditure and GDP.

7. Foreign finance is important in facilitating a
smooth program of adjustment. While the availa-
bility of medium-to-long-term finance in sufficient
amount allows the investment necessary for struc-
tural adjustment..., external assistance (often to
meet foreign exchange costs of imported inputs) for
specific programs designed to protect the poor also

" proved an important element for the successful’
protection of human conditions.

These conclusions point to serious problems but ‘also provide
a basis for optimism. Some strategies for growth and poverty
alleviation do exist. The point is that there are known strate-
gies that can generate growth. What kind of growth occurs--
whether it improves the lot of the poor or not--depends on the
kind of strategy chosen. :

The general lessons of structural adjustment and policy re-
form outlined above can be given prbgrqmmatic.definitioq, as sug-
.gested by Adelman (1986) and others.”’ First, some asset redis-
tribution is necessary. One approach is that of Hollis Chenery
(1974) and others who advocate "redistribution with growth," by
which a larger share of any economic growth is directed toward
asset accumulation by the poor or to investments that are comple-
mentary to assets owned by the poor such as nutrition and educa-

"The comments here are based on the Adelman article.
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tion, irrigation, and credit programs or input subsidies, all
directed exclusively toward the subsistence farmer. Adelman
calls her suggestion in this regard "redistribution before
growth." This suggestion follows from her studies of newly in-
dustrializing countries~-notably South Korea and Taiwan--that
combined accelerated growth with relative stability in the in-
comes of the poor. On this basis she advocates. " (i) tenurial
reform in agriculture before implementation of policies designed
to improve the productivity of agriculture, and (ii) massive
investments in education before rapid industrialization" (p. 57).

A second complementary strategy is to increase the relative
and absolute demand for unskilled labor, which should be accom-
panied by the strengthening of institutions that ‘improve labor
mobility and access to jobs. Adelman suggests "reliance upon
export-oriented growth in labor-intensive manufactcures and reli-
ance upon agricultural-development-led industrialization"

(p. 58). Such measures would include education, reduced barriers
to migration, and reduction of discrimination in hiring. Growth
must be based on labor-intensive, high-productivity activities.
If the emphasis is on manufacturing, then demand creation will be
important, and this will mean external demand for the smaller
economies. On the other hand, if agriculture or services are the
focus, then existing demand can be taken initially as a given
with emphasis placed on increasing labor productivity in these
sectors.

Both strategies imply yet a third strategy to move prices
closer to clearing levels. An open-market strateégy requires
elimination of overvalued exchange rates ‘and tariffs, while an
agricultural strategy requires improvement in the internal terms
of trade for farmers. As Adelman notes, "price-increasing poli-
cies can operate through factor or commodity markets, and/or they
can increase the productivity of the assets owned by the poor"
(p. 61). In a relatively free labor market, labor-intensive
development can increase wages if unemployment and underemplcy-
ment- are relatively small. .- In commodity markets, an increase-in - .
the price of agricultural products will help the farmers. The
productivity of labor--the major asset of the poor--can be raised
:hrough investment in human capital, increasing the availability
of 3ssets complementary to labor power (land, capital), or tech-
~icval change (land-intensive innovations). -

A study of World Bank experience by Demery and Addison
+1987) gives added weight to the suggestion that adjustment can
e carried out while still protecting the poor. They examine
attempts of more than a dozen developing countries to assist the
poor while undertaking structural adjustment. Basically, Demery
and Addison found that the effort must be made to increase the
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participation of the poor in activities that are expanding under
adjustment and to maximize their ability to generate income, so
that transfer payments may be targeted to the most vulnerable
groups. They "distinguish five broad approaches to assisting the
poor under adjustment: (i) increasing their access to productive
assets; (ii) raising their return on assets; (iii) improving
their employment opportunities; (iv) ensuring their access to
education and health services; and (v) supplementing: their
resources with transfers" (p. 3). The authors provide examples
of each approach by drawing from a variety of programs undertaken
with Bank assistance. In short, there are many specific examples
of the possibility of protecting the poor during adjustment.

There is nothing magical in this list of strategies. On the
contrary, considerable controversy surrounds each suggestion.
Moreover, these suggestions must be matched against the require-
ments and potentials of individual countries and their external
environments. In all cases, however, as both economists and
political scientists recognize, the adjustment/reform package is
basically political because some groups gain and some groups lose
as the conditions are carried out, particularly in the short run.
From this perspective, perhaps the main problem encountered in
encouraging policy reform is to convince the leadership that they
will be able to survive, and even prosper, while power and
authority are redistributed under the adjustment/reform package.
This is why policy reform cannot be imposed from the outside if
it is expected to be of lasting value. Policy dialogue requires
patient, long-term (a decade or more) collaborative efforts among.
" donors and recipients alike if it is-not to become ]ust another
promising, but failed, development fad.

Today, after two "successful" development decades in which
growth of GNP in developing countries rose briskly at 5 percent
in the 1960s and 6 percent in the 1970s (while poverty simultane-
ously became more widespread), the strategy being sought is that
found in the theory of markets, and market-based development. At
the same time,. the best that any .government can do in formulating.
economic policy is to try to achieve and retain an optimal bal-
-ance between regqulation and other forms of government interven-
tion and the free play. of market forces. Sometimes, advocates of -
policy reform. appear to be suggestlng that the market will solve
all problems. Both theory and experience (as,  for example, the
Japanese model) suggest that a vital and growing economy requires
both a strong private sector and a strong, active government.

There is yet another perspective on specific interventions
that support policy-based structural adjustment. In a sense, the
essential problem of development in developing countries is not
that the potential of the market is not understood. Rather, it



_67_

is that changes that took centuries to achieve in developed coun-
tries are being collapsed into decades in developing countries.
In many cases, there has not been enough time for the institu-
tional and cultural development that underlies market-led devel-
opment to occur. -Some common features of societies integrated
through markets are a system of laws protecting property and con-
tracts, acceptance of the rule of law in the area of civil liber-
ties, broad-based capital markets and a reliable system of public
accountancy, the concept of relatively equal opportunity, a spir-
it of rationality, and the like. From this perspective, a devel-
opment strategy must combine broad-based policy adjustment with
projects that help developing countries overcome the institution-
al and cultural deficiencies that impede market development and
require more time to change.

A.I.D. supports policies that stimulate rapid economic
growth. In doing so, it emphasizes both individual projects and
nonproject assistance as embodied in structural adjustment and
policy conditionality. Policy dialogue underlying policy adjust-
ment emphasizes open trading regimes, market forces, and
strengthening of the private sector. At the same time, it is
recognized that some adjustment measures may restrict incomes of
the poor, which in turn will require positive counterbalancing
action by government. On the whole, A.I.D.’s experience with
policy conditionality has been positive, as shown in several
cocuntry evaluations, although many difficulties remain. Current
A.I.D. evaluation efforts will be devoted to estimating the im-
pact of policy reform on lower income groups. Prellmlnary
results for Africa will be- avallable by- m1d—1989

There is little doubt that the effort at policy reform is
overdue and appropriate. Evaluating the effects of such reform
remains difficult because there is no simple quantitative ex-
pression by which to judge success or failure. However, wildly
out of balance budgets, overvalued exchange rates, inefficient
government restrictions on the sale of agricultural products, and

. a host of -similar economic.aberrations .usually produced the oppo-. .

site of growth--economic chaos, stagnation, and poverty. Under
these conditions, real development is unlikelv. to occur and the
poor are unlikely to benefit except from the random largess of a_
leader trying to buy political support.

Nevertheless, there are already signs that policy reform
based on this strategy may be promising too much. There are
standard technical arguments for a go-slow approach on reform.
Just as our knowledge base is limited (particularly in those
areas with the most serious problems) so too are the data on
which policy will be based. Also, ambitious donors often pile
condition on condition so that the complexity of meeting any con-
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dition is tied in with meeting the others. Moreover, a behavior-
al model that more clearly relates policy change to expected out-
comes is lacking. The connection between these two elements
often is impenetrable to rational, empirically based analysis.

Finally, as with other "strategies" that have gained ascen-
dancy at different times in development thinking, policy reform
raises expectations. 1In this case, however, the expectations go
beyond the limited hope that good results will be forthcoming
from the program. Policy reform requires extensive restructuring
of economies, sometimes to the short-run disadvantage of large
numbers of the poor. 1In turn, this requires that donors accept
the responsibility not only for sufficient assistance for the
"reform," but for the costs that must be borne by those "losing"
from the changes, and hence for political stability over the me-
dium term. In other words, donors, as well as developing country
leadership, must be willing to stay the course. The repudiation
by Zambia in May 1987 of the major conditions of the adjustment
package of the World Bank and the IMF, and other donors, is a
case in point. Perhaps another dozen African countries as well
will be unable to repay their external debts. It is widely
agreed that the reforms initiated but now abolished by Zambia
were basically sound, and that donors should have been aware of
the extra funding requirements they implied over the medium term.

The role of developed countries in policy reform efforts in
developing countries bears special emphasis. As currently prac-
ticed, policy reform generates cynicism among some observers, who
‘note that developing countries are expected to run a "tight
ship," while the more developed countries are permitted prof-
ligate domestic practices as well as restrictive international
practices. Policy conditions bear heavily on borrowing countries
under our current international economic system, while industrial
countries appear to have fewer conditions imposed on them. This
asymmetry in policies can and often does have severe adverse ef-
fects on developing countries undertaking reforms. This is yet
another dimension of the earlier statement that policy reform is
fundamentally a political act. Some developed countries urge
policy reform that may depend on increased exports from develop-
ing countries while, for domestic political reasons, adoptlng
restrictive trade practlces that .inhibit those potentlal exports.
This problem is well known among all observers arnd brings <into
question the seriousness of the proposals by representatives of
developed countries for policy reform in developing countries.
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CONDITIONALITY AND PROGRAM ASSISTANCE IN THE AGENCY
FOR INTERNATIONAL DEVELOPMENT

Source:

Table A-1 GAO, "A Study: Conditionality in the Agency for
International Development's Economic Assistance
Programs in Six Countries," February 27, 1985,
Xerox, pp. 6-15.

Table A-6 A.I.D., "A.I.D. Conditionality: A review of

through A-9 Recent Conditions Contained in FY 1986 Program
Assistance Approval Documents (PAADs), xeroxed
interoffice memorandum from Kenneth Kauffman
(AAA/PPC/EA) dated November 25, 1986.

Table A-11 Wesley Weideman, Orest iforopecky, and E. Scott
Thomas, "Zambian Agricultural Sector Policy
Impact Assessment,”" Office of Development
Planning, Bureau for Africa, A.I.D., March, 1987,
Appendix C.



TABLE A-1
Conditionality in AID Economic Assistance in Five
Countries (Costa Rica, Honduras, Egypt, Bangladesh,
(Sudan)

Basic information each project and program is given as well as, if applicable,

the nature of the policy conditionality (macro stands for macroeconomic and micro
stands for microeconomic), a summary of the conditionality and a general statement
about whether the conditionality was met from AID's point of view. "Type of Assist-
ance" refers to the funding source. The funding account for each DA project is
given as follows: A/RD/N, Agriculture, Rural Development and Nutrition; PP, Popu-
lation Planning; HE, Health; EHR, Education and Human Resources; and SDA, Special
Development Activities.
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Costa Rlca

Fiscal : Pollcy Hoture Type Were con- See the tol-
Type of ear condl=- of condl- ot condl~- dltlogs lowlng pages
Project/Program asslstance Inltlated Amoun t tlonallty tionallty tlonallty® matl tor detalls
(3 mITiVons)
Campesino Unlon A/RD/N 1982 A 0.5 grant No - - - 17
Strengthening
(515-0180)
Private Sector A/RD/N 1982 10 loan to - - - 17
Export Credlt
(515-0187)
Nocthemm Infrastruc- A/RD/N 1982 (4.7 loan No - - - 17
ture Development and grant
(515-0191) _
Tralning tor Private ER 1964 5 grent No - - - 18
Sector Daevelopment : -
(515-0212) : '
Health Service Support HE 1983 10.3 loan No - - - 18
(515-0203) ~ and grant °
Faml ly Planning PP 1983 2,5 grant - *No - - - 18
Selt-Reflance
(515-0168)
Economlc Stablllza- ESF 1982 20 loan Yes Hacro Negotlate with Yas 20
tlon Recovery | : and grant IMF; banklng/
(515-0185) :

currency jegls=
lation; export

development
Economlc Stabl ilza- ESF 1983 64.5 loan Yos Macro Exchange rate ad- Ygs 22
tion Recovery 1 and grant Justment; private
(515-0186) sector development;
IMF stand-by; credlt
pollcy; banklng/
currency leglsiation
Flrst Amendment ESF 1983 . 9.2 loan : 24
and grant
Second Amendment - ESF 1983 5 grant ’ v ~ v 25
Third Amendmant ESF 1983 . 45 loan Yes Mecro Credlt pollcy; Partlalily® 25
. and grant export pollcy

8This Is not an exhaustive listing of conditlons. For a tull tisting, reter to the specliic country section,
oierminatlons sbout compllance are based on examination of AID documents and dlscussions with ALD otticlals,
C“Partialiy* Indlcates that the reclplent governmont has complled with some of the conditlons In the agreement,



s,

Pro|oct/Progran

Faurth Amendment

Economlc Stabl|lza=-

tlon Recovaery

(Loan) 111
(515-0192)

First Amendmant

Economlc Stabli=-

lzatlon Recovery

(Grant) 111
(515-0192)

Flrst Amandment

P.L, 480

Fiscal
Typoe of year
assistance Inltlated
ESF 1983
ESF 1964
ESF 1984
ESF 1984
ESF 1984
Title 1 1982-85

Costa Rlca (contlnued)

Amount

($ mITTTonsg)

32 loan
and grent

12 loan

23 Joan

35 grant

60

94

Pollcy MNature Type
cond|=- ot condl=- of condl-
tlonaltlty tlonallty tlonallty®
Yos Macro Nagotlate IMF
stand-by; com=
morcial bank
crodlt
Yes Macro Banklng/curren=
cy leglslatlon;
Import/export
management; IMF °
) compllance
Yeos Macro Compllance wlth
previous condl=
\ tlons
Yes Macro Banklng/curren~
cy leglslatlon;
economic pollcy
strategy
Yos Macro Malntaln compll=
ance wlth prevl-
ous condltlons
Yes Mlcro/ Graln storage
Macro ond hand{ing;

research ex-
tenslon; agrl-
cultural poll=-
cy; export
promotlon

Were con= See the tol-
dltlogs lowing pages
matl tor detalls

Partlally 25
Partlally 26
Partlally 30
Partlally 30
Partlally 33
Partlally 33



Honduras *

Fiscal Pollcy Nature Type Were con= See the tol-
Type of ear cond}- of condl=- of condl=- ditlons lowling pages
Project/Program asslstance Initlated Amount tlonallty tlonallty tlonallty motl for detalls
($ wlTTTons)
Export Development SDA, 1984 22 loan Yos Macro Import/export Partlally 40
and Servicaes A/RD/N and grant | teglslatlon;
(522-0207) establish ex=-
port fund
Development Admlin= EIR 1982 2,5 groant No - - - 40
Istration
(522-0114)
Small Farmer Titl=- A/RD/N 1982 12 loan No - - - 41
Ing Sarvices and grent
(522-0113)
Teguclgalpa Power ESF . 1982 1.8 gr&nf No - - - 41
Restoration
(522-0026)
Small Farmer Llvesfock A/RD/N 1983 12 foan No - - - al
1522-0209) and grant
Small Buslness SDA 1984 0.6 grant No - - - a2
Development
(522-0205)
Economlc Recovery ESF 1982 35 loan Yos Macro IMF stand-by Yes 43
Program
(522-0192)
Flrst Amendment ESF 1983 3 loan Yes Macro IMF stand-by Yes 44
Second Amendment ESF 1983 15 loan Yos Macro IMF stand-by; Yas 45
and grant tax policy;
debt renego-
tlatlon
Third Amendment ESF 19a3 8 losn and Yas Macro IMF stand-by; Walved 45
grant (not tax pollcy;
dlsbursad pollcy studles;
due to non- export pollcy
compllance)
Fourth Amendment ESF 1983 30 toan and Yes Macro IMF stand-by; Partlally 46
- grant (not ’ pollcy stud‘es;
dlsbursed

due to non-
compllance)

export pollcy

B ‘a4



Project/Program

Flfth Amendment
Sixth Amendment

Saventh Amendment

Elghth Amendment

P.L. 480

P.L, 480

Flscal
Type of year
asslstance (Inltlated
ESF 1984
ESF 1984
ESF 1984
ESF 1964
Title ) . 1984
19682-83

Titie 1t

Honduras (contlinued)

Pollcy " Nature Type
condi- of condl- of condl-
Amount tlonallty tlonallty tlonallty®
(s mlTTTons)
0 (alter con- Yes Macro Tax pollcy;
ditlons to economic
Third Amend- pollcy dis-
mant) cusslons
0 (alter con- Yes Mlcro/ Tax pollcy;
dlitions to Macro economlc
* Fourth Amend- pollcy dis-
ment) cusslons
30 loan Yes Macro External debt
and gront payments
1G loan and Yes ' Macro Export/import
grent (not feglslation
dlsbursed) and regula-
tlons; exter—
nal debt
payments
22 Yos Hlcro Agriculture
. policy changes;
tnvestment
promot lon;
forestry
reforms
10 Yes Mlcro Agriculture

pollicy changes; -

water resource
reform; tarmer
training

G-\

Here con= See the fol-
dltlogs lowlng pages
mat? for detalls

Yes 47
Partlally 49
Partially 50

- 5
Partially 52
Partially 53



Project/Program

Aswan High Dam
Rahabllltation
(263-01060)

Energy Pollcy and

Renewable Enargy

Fleld Testing
(263-0123)

Satana Grala Sl{os
(203-0i65)

Faml |y Planning 11
(265-0144)

Ismallla Thermal
Power Plant
(263-0009)

Calro Sewerage 11
(263-0173)

1982 Commadity
lmport Program
(263-K=-604)

1983 Commodity
Import Program
(263-K=-606)

1984 Commod|ity
lmpart Program
(263-K~-6017)
1984 Program
Cash Transfer
(263-K-608)

P.L, 480

P.L, 480

Flscal
Type ot year .
asslstance Inltlated Amoun t
(s mllllons!

ESF 1982 100 grant
ESF 1982 32,6 grant
ESF 1982 80 grant
ESF 1983 102,6 grant
ESF 1983 109 grant
ESF 1984 See p, 58
ESF 1982 350 grant
ESF 1983 301,01 grant
ESF 1984 300 grant
ESF 1984 101.9 grant
Title 1 1982-84 160

Title 144 1982-83 30

Egypt

Pollcy Nature
condl=- ot condl-
tionallty tlonallty
Yes Mlcro
No -
No -
Yes Mlcro
Yes Micro
Yas Mlcro
Yas Macro
Yos Macro
Yes Macro
No -
Yes Mlcro
Yas Mlcro

—

Type Were con=-
ot condl- ditlons
tlonallty met?

Electriclty No
pricing

Acceptance of No
tamlly planning
Electriclty No
ericlng

Water/Waste~ - Yes
water pricing

Economlc Yes
pollcy

dlalogue

Economlc Yes
pollcy :
dlalogue

Economlc Yes
pollcy

dlalogue

Agricultural Partlally
pollicles

Agricultural Partlally

policles

See the tol-
lowing pages

tor detalls

55

56

56

57

57

58

59

59

60

o



Project/Program

Rural Flnance
(388-0037)

Fertlilzer Disirl-
butlon Improvement 11

{384-0060)

Family Planning
Services
(388-0050)

P.,L,. 480

flscal

Typs of year
asslsteance Inltlated

A/RD/N 1983

A/RD/N 1964

PP 1984
Title 141 1982-85

Amoun t

(8 mlTTTons)
15 grant’

65 grant

26 grant

2684

Bangladesh

Pollcy Nature

cond|- of condi-~

tlonallty tlonallty
Yes Mlcro
Yos Mlcro
Yos Mlcro
Yos ' Mlicro

Type
of condl-

1Ionalltx

Rural savings;
Interest rate
pollcy

Harket!ng pol-
lcy, private
sector partil-
clpation

Voluntary
sterllfzatlon
program moni~-
toring

Agricultura}
policles

Were con=-
ditlons
mat?

Yes

No

Yos

Yes

See the fol-
lowlng pages

for detalis
= _calatis

65

68

69

70



Project/Program

Southera Agricultural
Davelopmont
(650-0046)

Energy Planning
and Hanagement
(650-0059)

Modal Family
Plannlng
(650-0063)

Southern Reglon

Road Halntanance

and kehabltitatlon
(650-0043)

Pollcy Analysls
and Implemsntation
(650-0071)

wostern Sudan Agri-
cultural Marketlng
Road

(650-0069)

1982 Commod |ty
lmport Program
(650-K-603)

1983 Commod|ty
Import Program
(650-K-604 )

1583 Program Grant
(650-K=605)

1984 Comnodlty
Import Program
{650-K-6006)

1984 Program
-~ Grant
(650-K-607)

Fiscal
Type of year
asslstance Inltlated
A/RR/N 1982
SDA 1982
PP 1982
A/RD/N 1983
ESF 19835
A/RD/N 1984
ESF 1982
ESF 1983
ESF 1983
ESF 1984
ESF 1984

Sudan
Pollcy Nature
tcondl~- of condl-
Amount tlonallty tlonallty
( mITTVons) '
10,1 gract ' Ho -
8.5 grent Yes Mlcro
1.8 grant - No -
19,7 grant No 'oa
5 grant No -
60 grant ' Yes Mlicro
100 grant Yos Hacro
60,25 grant
20 grant
102 grant (82,5
not dlsbursed) v v
Macro

18 grant Yos

Type Were con~
of cond|- ditlons
tlonallty met?

Donor coordina- Partl
tlon, priclng

and private

sector parti-
clpatlon In the
energy sector

Transportation
sector regula=-
tlons and donor
coordination

Economlc policy Part
changes Includ-

Ing private sec-

tor partlclpa-

tlon, exchange

rates, Imports,

price controls,

etc,

Economlc reform Yes
Involving budg-

efary reduc-

tlons, taxatlon,

and decontral-
fzatlon,

ally

See p, 117

ally

See the fol-
loWling pages

for details

14

16

76

n

80

82

83

84



QY

Project/Program

P.L, 480

P.L, 480

Flscal

Type of year
asslstance Inltlated
Title 1 1982~-85
Title 114 1982-84

Sudan (contlnued)

Pollcy Hature
cond|=~- of condl-~
Amount tlonallty tlonallty
($ miTiTons)
115 . Yes Mlcro
60 _ Yes Mlcro

Type Were con-
of condi- dltlons
tlonaflty mot?

Agricultural Partlalty
pollcles
Agricultural Partially

policles

See the fol-
lowing pages
dor detalls

85, 90

68

0T-V
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Table A-2

AID FY 1986 Conditionality by Country

Tax Reform

Senegal

Jamaica

Reduced Expenditures

Chad
Costa Rica
Dominican Republic

E1l Salvador

Improved Tax Administration

Senegal
Haiti
Honduras

Jamaica

Derequlation of Price and/or

Market Controls

Kenya
Mozambigue
Togo
Belize
Ecuador

Grenada

Divestiture of Parastatal Enterprises

Costa Rica
Grenada

Panama

Restricted Activities for Parastatals

Belize

Grenada
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AID FY 1986 Conditionality

Monetary Policy

Limit Domestic Borrowing Limit External Borrowing

Costa Rica El Salvador

El Salvador

Honduras

Permit Interest Rates to Rise to Market Clearing Levels

Ecuador

Enhance Private Sector Access to Commercial Bank Credit

Togo

Costa Rica



A-13
AID FY 1986 Conditionality

External Trade

Limit/Reduce Export Taxes Reduce Restrictions on Exports

Z2ire Belize

Dominican Republic

Recuce Import Tariffs Export Promotion
Kenya Belize

Senegal

Zaire

Ecuador

Reduce Administrative Restrictions on Imports

Kenya
Senegal
Belize

Haiti

Recuire Purchase or Attribution of Equivalent Amount in U.S.

Commodities (Code 000)

Mozambique Dominican Republic Israel
Somalia Ecuador Tunisia
Bolivia Guatemala
Costa Rica Jamaica

Panama



AID FY¥ 1986 Conditionality

Extarnal Trade (continued)

Reauire Purchase or Attribution in Either 000, 899 94
’ or 941

countries Only

sudan

El Salvador
Grenaca
Honduras

EgyPt

Foreian Exchange (General)

Zalre

Zambia

Reduce or Eliminate Difference Between Official and Mark
arket

Exchange Rates

Costa Rica

enhance Private Sector Access to Foreiagn Exchang
e

Mo=sambique
somalia
cuuata Rica

Homiuras

A



A-15
AID FY 1986 Conditionality

Private Sector

Increase Access to Domestic Credit

Somalia
Fewer Administrative Controls/
Fewer/Lower Price Controls Regulations
‘Kenya Kenya
Togo
Belize

Enhanced Access to Markets and Productive Resources

Mozambigue
Somalia
Dominican Republic

El Salvador

Enhanced Entrance into Selected Activities

Somalia

Togo

Allow Enhanced Access to State Agricultural Holdings

Dominican Republic

Grenada



Calegory

Frojecl-Type Asslslance
Percenlage of Tolal

Cos. lap. Frg./Spec, Procureaent
Activilies

Percenlage of Tolal

Cash/Balance ol Paymenls
Percenlage of lolal

Tolal
. Tolal Percenlage

Table A-6

CATEGORIZATION UF ECOMOHIC SUPFORT FUND GNLIGATIONS - FY 1901-1987
IDULLARS 1N HILLIONS)

FY 1501 FY 1902 Yy 1963 Fy 1984 fY 1905 FY 1906
fctual fictual “fclual ficlual Aclual Eslinaled
$50.400 £04.950 ual. 127 944.718 1,043,133 1,055.413
29.501 2411 29,65 30,031 22. 181 22.441
370,500 991,500 497.250 563.0595 436,062 475,953
16,052 21,511 16,731 i17.907% 9.27} 10. 121

I, 178, 200° 1,487.614 1,992,005 1,618,194 1,224,290 3,172,120
93.971 5L 53,614 2,00 MA 67.44%
2,099,300 £,770.2LY 2,000,482 31560167 4,707,465 4,703,606
T 00,067 100, 0 100,081 100,007 100,007 100.06Y

Fy 1907
Proposed

1,309,748
3301
341,500

8. 161

2,532,052 s
62,911 ¢

-

1,183,300
100,902,



TABLE A-7
Trends in Economic Support Funds by Categorization, FY 1981-1987
(obligatinns, millions of dollars)

---------------------------- FY 1902 Atk tiaabiat et 3 B 11 ) EECETE
Proj-lype - CIpt Cash/ “Proj-Type cip/ Cash/

Bureay Assl. Sp.Prc. bop lotal Assl, Sp.Prc. Bop Tolal

Alrica 51,810 187,500 5.4 29401 b8.882 131,25¢ 82.000 285,112

Asia/Near Easl 583,080 110.000 1,153.000 2, 148,600 111.840 360,000 1,107,000 2,184,840

Latin Aserica/Cazitbean 39.760 0.000 289.1v0 328.8b4 16,215 0.000 104.085 300, 3L0

Other 0.500 0.000 0.000 0.500 0.150 0.000 0.000 0.150

lotal 684.350 397,500 1,481.814 2,170,254 861,127 197.250 1,593,083 2,91.482
" Percentage ~f Taolal .73 21,51 sh.an 100.001 21,651 18,731 S.a1n 100,001

e FY 1904------ e FY 1905 ommmmmmmme e
Proj-Type Cips Cash/ = Proj-Type Cip/ Cash/

Bureau Assl. Sp.Prc. oop Total fsst, S5p.Pre, BUP Total
Mrlca 92.110 170,000 11,000 . 115.110 85.112 156.000 175,400 117.852
lsllI'Hur Easl 799.384 “393.053 1,195,394 2,347,013 847,320 331.200 2,413.000 3,831.520
Latin Aserica/Caribbean 92.116 0.000 112,090 184,118 143,325 0.000 841,500 985.025
Other . 1.100 0.009 0.000 I.i00. 1.000 ' 0.000 0.000 1.000
lu;al : 944,718 53.055 1,630,394 3,146, 141 1,108,017 513.200 3,831.180 5,011
Percenlage of Tolal ' 10.031 17.901 52.001 100.001 ' 21.021 9.181 b9.201 100.001

LTY



Bureau

Mrlca

Asla/Near East

Lalin Aserlca/Caribbean
Other '

Talal |

Percenlage of folal

Proj-Type
Rsst.

59. 304
841.320
127.324
15.385
1,043,313

a2.181

cirs Cash/
Sp.Frc. BOf

115. 468 13.910
291,130 2,519.192
0.000 S31. 188
28.804. 0.000
36,002 3,220.290
.21 £8.551

Tolal
280,102
3,712,242
£58.512
W.229
1,703.407

100.001

Praj-Type
Asst,

88.448
1,089,300
151,000
1.000
1,309.748

i

181.500

160.000

0.C00

0.000

J41.500

8.181

FY 198]-==c-emccmmcemecmmaccccen —

Cash/
80P

140,552
1,591,500
191.000
0.000
2,312,082

60.531

Talal
416,360
2,125.8%
713.000
|.odo

4,183,300

100.001

g81-v



- Table A-8

CATEGORIZATION OF FY 1986 ECONOMIC SUPPORT FUNDS OBLIGATIONS
AS OF  SEP ¢ 198
(DOLLARS IN NILLIONS)

PROJECT- COn. IMP. PRBS. CASH/ TOTAL
TYPE ¥ SPEC. PROC. BrLANCE OF FY 1984
REB10N/COUNTRY ASSISTAHCE ACTIVITIES PAYMENTS 0Ys

FY 1986 New Obligational Authority:

AFRICA
sctswana 7.623 0,000 0.000 7.623
Chad 2.519 0.000 7.009 9.319
Pivbouti 2.950 0.000 0.000 2.950
fuinea 0.000 0. 000 10.000 b/ 10.000
Kenye 0.000 5.355 0.000 14,335
Liberiz 0.000 0.000 28.203 28.203
Madacascar 0.844 2.000 0.000 2.844
Mauritius 0,000 1.914 0.0C0 1.914
Moz aaoigus 0.0C0 0.000 9.370 9.570
Nicer 0.000 0.000 4,373 4,373
Seneqal 1.000 0.000 25.484 b/ 25.484
Sevenelles 0.000 .94 - 0.000 1.914
Scealla 1.000 0.000 21.011 22.011
Sudan 0.000 25.162 ## 0.000 25. 162
Teao 0.000 0.000 7.850 b/ 7.830
laire 9.327 0,000 15,000 b/ 24.527
latdia 0.000 0.000 15,000 15.000
lishaowe 2.000 0.000 0.000 5.000
Sanel negional 0.678 a/ 0.000 0.000 0.4678
Sc. Afr. Resudlic 4.738 0.000 0.000 4.735
3G, Afr. Reg'l 28,314 a/ 0.0C0 0.000 28.814
alrics Resicnel 0.977 a/ 0.000 0.000 0.977
Subtotal 65,257 45,25 143.491 . T 294,303
ASIA & NEAR ESST
nlghanistan 14,335 0.000 0.000 o 14338
Caedodia 3.350 0.000 0.000 3.35
Cycrus 14,333 0.009 0.000 14,35
Eavot 469,364 199.730 110.035 779. 169
Fint 6.957 0.000 0.000 0.957
ireiang 09.900 0.000 S0.000 ¢/ 50,000
feraej 0.000 0.000 1,148,400 1,146,400
Jardan A 323 4.549 0.000 13.872
L2ranon 1.380 0.000 0.000 1.360
Mcrocco ' 11.484 0.000 0.000 11,484
Gm=an 19.554 0.000 0.000 19.536
“ikistan 186.730 52.500 0.000 239.250
Philisaines 0.000 0.000 119.8235 119,625
Partugal 0.000 0.000 76,487 76.487
Sauth Pacific 0.957 0.000 0.000 0.957
Sgaln 11.484 0.000 0.000 11,484
Thailand 0.000 0.000 3,000 5.000
Tunicia 18.974 0,000 0.000 18.974
Turikey 0.000 0.000 119,823 119,825

n31g Near East Reg'l 14.308 a/ 0.000 7.000 d/ 21,308



A-20

ESFCATES
Disk 3 . . CATEGORIZATION OF FY 1986 ECONOHMIC SUPPORT FUNDS 0BLIGATIONS
AS OF .. SEPT 1986
(DOLLARS IN MILLIONS)
PROJECT- COM. IMP. PRBS. CASH/ TOTAL
TYPE & SPEC. PROC. BALANCE OF FY 1984
REGION/COUNTRY ASSISTANCE ACTIVITIES PAYMENTS 0Ys
LATIN AMERICA
Belize 0.000 0.000 1.914 1.914
Bolivia 0.000 0.000 1.177 7.177
Costa Rica 0.000 0.000 120,582 120.582
Dosinican Repunlic 0.000 0.000 40,000 40,000
Ecuador 0,000 0.000 20.110 ey 20.110
El Salvadar 30,045 0,000 147.000 177.04S
Buatesala 0.500 0.000 37,350 47,850
Haiti 3.321 0.000 18.000 21.321
Hondur as 0.000 0.000 61.248 81,248
Jaraica 0.000 0.000 98,000 58,000
Panaaa 0.000 0.000 3.742 S.742
Pery 7.000 0.000 0.000 7.000
Uruguay 0.3335 0.000 14,000 14.355
Caribbean Regional 21,172 0.000 4,000 5. 172
LAC Regional 7.583 0.000 0.000 7.983
ROCAP £2.713 0.000 0.000 13.713
Subtotal 113.689 0.000 545.123 $58.812
OTHER
S&T Bur, (Ocean. Res.) 1.4335 0.00 0.000 1,435
Subtotal 1.433 0.000 0.000 1. 433
BRAND TOTAL 957.388 302,124 2,325,806 ° 3,564,316
Percentage of Tatal 26,711 8,431 £4.86% 100.002



ESFCATSS '
Disk § CATE30RIZATION OF FY 1966 ECONOMIC SUPPORT FUNDS DBLIGATIONS

AS OF -SEPR . 1986
(DOLLARS IN KILLIONS)

FROJECT- CoM. [MP. PRBS. CASH/ TOTAL
TYPE % SPEC. PROC. BALANCE OF FY 1986
RESION/COUNTRY _RASSISTANCE ACTIVITIES PAYMENTS avs

a/ Includes local suzocet costs as follows: Sahel Regional-$,.478 aillion (includes Chad
$.26b0 and Niger $.4:20); Africa Regional-$.4601 aillion (includes Diibouti-$.025a;
Madagascar-$.027as Liberia-$.507s; and laire-$.043a); So. Afr. Regional<$.4678 aillien
(for Botswana-$,cJe: liatabwe-$.021n; So. Afr. Reg'l-$.052a); ANE Regional-$1,362 aillion
(for Afghanistan-£.C2ds; Zgypi-3.736a; Jordan-$.247s; Lebancn-$.247s;

Caan-$.014a; Port_22:-5.0738; and Tunisia-s.léen)} and for Latin Aeerica--

Peru-$.035 aillicc; “aiti-s.111 ailliony and Caribbean Regional $.172 aillion,

Africa and Acia/¥=ar East have included local support costs in their Regional

prograss; LAC has «ezt local sugport costs in PDLS projects within those affected countries,

b/ Includes funds fce tie Africa Econoaic Policy Refors as follows: Buinea $10 aillion;
Sencgal $1§ aiilion: Togo $7.95 aillion; and laire $15 aillion. Total: $47.85 aillion.

¢/ These funas are t=e 7Y {985 U.S. contribution for the Internatienal Fund for
Ireland and Northzen lreland in accordance with Public Law 99-190

d/ These funds are fcr the India Defensive Mixed Credit prograa.

e/ Ecuador incluces $3 2illich reprogramsed froa Sosalia deobligations.

*% In process oI rezllocating $15.162 million from Sudan to other programs.



TABLE Aa-9
Country Application of Conditionality in AID

REAS AFFECIED BY CONDILS - .01y
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Reduce espendilures

Reduce curreal espendilures

Redute cagilal/asinlenince expendilures
Increase cevenues

Tas relora I
lapraved tas adeinistration

Secequlation of price and/or aurkel contrals
Parastatal Enlecprises

Qivesliture of paraslalal eanlecprisen
Besleicl aclivilies of parastatal enterprises
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Eahance privale seclor access Lo consercial bank credil
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Require purchase ar atleibdulion In eilher 000, 899 or Y41 counteles only

fareiga Exchange
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Enhance privale seclae access la foreign eachange

Peivale Seclor

1 lacrease privale seclor access Loy :
1.1 Daseslic credil
.2 Exlernal credil
.3 Foreiga eschange N
0 Requice tquivalent aacual ol torelga eschange de sade avallable for I4p Laporl of U.5. goods
and services
Reduce Pudlic Regulalicn
-1 feaer/lower price conlrals, includlng lalecest and eschinge rales
-2 Fewer adainisleative coalrals andfor requlalions
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Eabance Access lo Preduclive Resources/Narkels
.1 Besove probibilicas lo private seclor enlrance
2 Allaw espanded grivale seclar access to public sector agritultural holdings
Olber

Kenya

Roraabique

SUBSANARAN AFRICA

Seneqal

Soaulla

Sudan
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"REAS AFFECIED BY CONDITUONALLNY ASTA AND THE NEAR EASH

Egypt Istael Philippines  Porluga)  lunisla
. Moafinsncial Public Seclor -

Reduce espendilures

Reduce curreal enpendilures

Reduce capilal/adialenance eapendilures
lacrease revenues
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Beregulation of price andior airkel qontrals
Pacastalal Ealerprises

Biveslilure of paraslatal enterprises
Reslrict aclivilies.of parastalal enterprises

e e e e e e -
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Reslricl growlh of eoney supply
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Enbance privale seclor access o counercial hank credil
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Reducing restriclions on enporls

Lisillag/reducing Lases an exparls ar changisg esport laes fron quola o 4d valorua basis:

Other larws al esparl groaclion, e.q., special credit Lines la espaclers
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Reduce larilis ca inporls -

Reduce adainistratlve restriclions on faporls -

Require purchase or allribulion af equivalenl duounl in U.S. conscdities (Code 000) . |
Require purchase ar allribulion In eilher 00 ar 941 counlries oaly 1

Fareiga Eschange

Reduce or elisinale Lhe dilierence belueen Lhe offickal and sarkel eschange rales

Eabaace pelvale seclor access ta lorelgn erchange
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Pelvale Seclor
Increase privale seclar access los

.U Ooseslic credit
.2 Exlernal credit
.1 Foreign eachunge '
4 Require equivaleal anount of larelgn exchange be nade available far Lhe lsporl ol U.S. gonds
and services
Reduce Pudlic Regulalion
-1 Fewerlloser price conlrals, lncluding dalesest and exchange rales

.2 Fewer aduinistralive ccalrals and/or regquialions
-3 lawer, sare equllable laq rales
abance Access Lo Produclive Resaurces/Murbels
-1 Resove prabidilloas to privale seclor enlrance
Allow expaaded privale seclar access Lo public seclor agricullural holdings



€AS AFFECIED BY CONDLTIONALIY

Noalinancial Public Seclor-

| Reduce espendilures

1L Reduce currenl espendilures

1.2 Reduce capilal/aainlenince espenditures

.2 incredse revenues

2.0 Vae eelare

.2.2  laproved lax adsinistralion

3 Geregulalion of price and/or sarkel contrals
A Pataslalal Enlerprises

A1 Diveslilure of parastalal ealerprises

L2 Besleick ecllvilies ol garastalal enlerprises

.
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Hmlm e el
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Reslricl groulh of soney supply

I Lisii public seclor doseslic borrowing

2 Lisil eslernal borroming
Perailling inleresl rates Lo rise lo sarkel clearing levels
Enhance privale seclor access to conserclal bank credil

Exlernal Trade

Exparts

Reducing reslriclions ca exporls

Lisilieg/reducing Lares on exporls ar changing exparl lazes fros quola lo ad vaforus basis
Other foras of esporl proeolion, e.q., special credil Lines Lo esporlers

leparls

Reduce larills oa laports

Reduce aduinistrative reslriclions on feporls

Require purchsse or allribulion of equisalenl asousl in U.S, cousadilies {Code 000}
Require purchase ar alleibulion §n eilher 000 &r 941 counlries anly

foreiga Exchinge

Reduce or ellsinate the dilference belueen Lhe official and sarkel eschange rales
Enhln(n privale seclor access o foreign exchange

- el N e

~N o=

Polvale Sector

.1 lacrease privale seclor access Lo

L1 Doseslic credil

0.2 Exlernal credil

1.3 Foreigs exchinge

0.4 Require equivalenl asounl of lareign eschange be made avallable (or Lhe iwport of U.S. gods
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and seevices
Reduce Public Aegulalioa
Fewerilouer price conlrols, including inleresl and eschange rales
Fener adsinistralive conlrols and/or regulalions
lower, aore equilable lac rales
Enhance Access Lo Produclive Resources/Martels
Resove prohidilions lo privale seclor enlrance
Mlos expanded privale seclor aczess Lo public seclar agricullural holdings
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Policy Intervention

Recurrent Spéndlng

Table A-10
Policy Inventory Matrix for Somalia

Policy Category: Fiscal

Implementing Institution Inpact Assessment Reforms Undertaken

Minletry of Finance,
although constrained by
promises made to the
Politburo.

The GOS is seeking to cut recurrent spending and hike taxes t
reduce budget deficits. In recent years, deficits hade been
excessive, ranging as high as 11 percent of GOP. To reduce
recurrent spending, the GOS:

Production
Goverrment
Revenuasn

1 Imports
Domestic
¢ Consumption

Exports

1 Inflation

- abolished the practice of automatic employment for all hi
achool graduates in 19813.

- has representatives in all spending ministries and agencies
to review all expenditures requests before authorization in
order to limit expenditures within budget allotments and
disallow low priority purchases.

~ reduced civil servant employment two (2) percent in 1985.
Over 2,500 civil servants were retired between January as
October 1985 and an additional 1,600 were awaiting
President's approval for retirement. Alsc, 1,300 were
dismiesed and glven the opportunity to work in agriculture
or flsheries. Slnce October 1985, retired employess are
being replaced.

- was adjusting expenditure ceilings for the remainder of
1986. Those ministries who exceeded budgetary asllocatioc
in the first half of 1986 were reduced by the same amoun
the second half. 1In additlon, there was an acroass-the-bosa:
reduction of five (5) percent in all ministries and non
«llocations. Total savings equivalent to i2 percent of
non-interest ordinary outlays were projected.



Policy Intervention Implementing Institution Impact Assessmant Reforms Undertaken

Taxation Hinistry of Revenue While tax revenues as a share of GDP had fallen from 8.6 to

percent over 1982-85, they ware expected to approach 4.6 pert
in 1986. Tax collections were up 175 percent in the second
quarter of 1986 over the second quarter in 1985 and 72 perca:
over the flrat quarter of 1986. The GOS;:

Production
i Imports

Domestic

1 Consumption

Exports

+ Governmant

Revenues
t Inflation

- 18 altering epecific tax rates to ad valorem basgia;
= 18 broadening the coverage of excise duties already in

- 18 basing the calculation of import duties un a more
realistic exchange rate;

- 18 enhancing revenue collection through extensive staffi:
and administrative improvements;

== Mogadishu has been divided into 13 revenue collectior
districts.

-- A concerted effort is underway to deny exemptions anc
require full payment of all lavies.

~= A survey of all commercial establishments and propert
18 being undertakan.

=- Additional collection posts are to be opened up.

-= Training programs liave Leen fnstituted in various ?
sectors.

- 18 iumplementing new taxes, consisting of (a) an excise
offective 7/85 at ad valorem vates betwezn 5 and 100 perc
on 30 commodities, (b) a 5 percent cascade sales tax, and
(c) introduction of a 20 percent aurcharge applicable to
non-government imports to replace a 50 percent surcharge
imports transacted through external accounts.



Policy Intervention

Parastatal Enterprise

Ioplementing Institution Impact Assessment
[~
: £ S w
Ministry of Commerce and 9 od Ea8
Industry and other IR Q'E E E 0
sectoral ministries. . 3 §'8 g op =
0 c Qb
S HE

Little immediate
jfmpact on any of
the above variables,

Reforms Undertaken

Forty nine parastatal enterprises have been established. The
performance of the enterprises has been poor in recent years.
HMost enterprises operate well below capacity and many are faci
financial difficulties. As a consequence, devolution of
parastatal enterprise is taking place.

- In 1982, an Inter-Ministerial Commission was set up. 1

= conducting financial audits of all enterprises;

= recoumending measures to improve enterprises' operation
- seekling to reduce the number of enterprises; and

- 8tandardizing accounting procedures.

- In 1984, employees of industrial public enterprises were
brought under the labor code that applies to the private
sactor.

- Compensation is row determined by bargaining.

~ The GOS can offer production incentives to individua
enterprises. '

- Parastatal are free to hire and fire.

- In 1984, a number of enterprises were transferred to
workers' cooperativaes.

- Board of Directors are being established for each enter
to enable them to operate more autonomously.

- Foreign rehabilitation of some enterprises, e.g9. a ceme
factory, has tsken place.

- Bome entities that were operating uneconomically, consi
of e.g. a gypsum plant, have been shut down where
rehabilitation was not feasible.

- IBRD has agreed to finance feasibility studies for
rehabilitation and divestiture of public enterprises-:

- Parastatals no longer receive preferential treatment when
acquiring credit.



Policy Category: Foreign Exchange

Policy Intervention Implementing Institution Impact Assessment Reforms Undertaken

Sxchange Controls Cantral Bank o E . Exchange controls are baing liberalired. Exchange controls,
% o S48 which limited access to requisite foreign exchange, had
L8 0 g'“ E B constituted a major impediment to economic growth in Somalia.
a4 LEZ s
E §«g 8 g'g E ] =~ _ External account facilities were opened on July 15, 1981,
adad 8 aH All Somali Nationals owning foreign exchange abroad were
+ + +

allowed to open external accounts in the form of either time
or demand deposits.

- On January 1, 1985, thes opening of export promoting and
import accounts denominated in foreign currencies by Somall
nationals or foreigners was allowad.

-~ HWhile surrender requirements for the proceeds from exports
of goods ware hiked from 35 to 50 percent during 1986, they
are still considerably lowaer than the 100 percent level
existing prior to 1985.

Although the franco valuta aystem under which Bomali niAtionals
could finance imports with foreign exchange abroad was abolished
in 1985, the introduction of the system of fmport and external
accounts, nonetholeas, wmeans that importe financed with foreign
exchange held abroad continue, in effect, to be permitted freely.

txchange Rate Cantral Bank Since 1982, the GOS has sdopted a flexible exchange tate policyj

in the previous eight (8) years the currency had bsen pegged to
the U.S. dollar at a fixed rate, thereby becoming significantly
overvalued. The official exchange rate was depreciated 140
percent in 1982, 15 percent in 1983, 48 percent in 1984, and 613
percent in 1985. Under the 1985 IMF financial program & freely
floating system was established for most private transactions.
Also, although it was recently suspended by the GOS, an auction
to be held monthly was atarted in September 1986) proceeds from
commodity import arrangements are placed in the auction.

-
-

umption

Revenues

4+ Inflation

1 Governmant

1 Cons

+ Exports

+ Production
+ Impores
Domestic
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Policy Category: Honetary

Policy Intervention 1mplementing Inastitution Impact Aseesament Reforms Undertaken
6 o
Intereat Rates Central Bank 5 g c ° 5 The GOS {s moving toward an interest rate structure designe
g q ﬁ E.g E ] 4 provide for a positive real rate of return to savers and fu
3 U a3 % g 8 : cost recovery on lending operations. Although {nterest rates
3 E. <] E.P £ Y remain negative i{n real terma, they are being hiked. The most
& A g 3 8 &5 recent instance was four percent in September, 1986.
+ - .
. .
Money Stock Central Bank § 3 € [ Inflation, although down conaiderably from the nexrly tripl
Hinietry of Pinance g a ﬁ E‘u E ° % digit levels of sevaral years ago, remains high. Monetizat
Shedt 24 of government budget deficits has been a prinary causal fac
% §.§ 3 E.g g o In order to contxol inflation, the GOS, thus, {8 striving to
& 8 8 3 3 reduce the growth of the monetary atock; the expansion in net
- - 4 -

domestic credit ifs being reduced to eight percent. Also, the
use <f commodity import program (CIP) fundo will be limited to
ES 6,600 million with any receipts in excess of the amount to
deposited to a blocked account at the central bank rather than
at the commercial bank); in limiting the loanable funds of the
commercial bank, this will dampen demand pressures and inflati

Te-Y



Policy Category: Private Sector

olicy Intervention Implementing Institution Impact Assessmant Reforma Undertaken

rivate Sector Activity Various institutions
including the Ministries
of Planning and Agriculture

The GOS is seeking to stimulate private sector activity,

eapecially in manufacturing which contributes but S percent of
GDPI

T8

Consumption

Exports

Governmant

Revenues
Inflation

- In order to gquarantee a minimum level of credit to the
private sector, limite have been placed on Agriculture
Development Corporation (ADC) credit extensions.

+ Producszion
Impo
Domastic

- A quasl-private Chamber of Commerce has been established;
. the private sector also may form trade asaociatlions.

- The operation of private schools and private practice by
phyasiclans are now allowed.

- A revised privates and forelgn investment law has been
approved at the techniclan level and was expected to be put
to the Council of Hinisters before the end of 1987. The la-
will reduce regulations and give incentives to private fimm

- A law allowing the formation of private commercial bankas an
insurance ingtitutions has been prepared and was avalting
the President's signature.

- Private i{importation of all goods is allowed and all
liveastock and bananas are exported privately.

ce-vY



Policy Intervention

Implementing Institution

Policy Category:

Harketing

Ministry of Commerce
and Induatry

Hinistry of Agriculture

Agriculture Beactor

lapact ABBesanent

Consumption

+ Expores
Governmant

Revernues

Inflation

Domestic

+ Production

t lmpores

Reforme Undertaken

Bignificant market liberalization ig taking place. 1In the pas
most agriculture marketing was undertaken by the GOS and this
constituted a drag on agriculture performance.

The Livestock Development Agency (LDA) wag abolished in
April 1981; livestock trade 18 now conducted primarily by
private traders.

After 1981, the GOs discontinued the requirement that
fishermen sell their catch directly to the government agency
SOMALFIE!l at set prices, resulting in closure of the

agency. Fishermen can now gell their catch at Prevailing
market prices.

The National Trading Agency (EHC) had held monopoly import
rights for rice, wheat, flour, edible oil, pasta, sugar,
tea, and most other consumer goods. They operated an
extensive distributfion 8ystem, supplying both public
institutions angd pPrivate shopkeepers with imported
foodstuffa. HWhile continuing to receive donor~funded wheat
wheat flour, oil and rice and sallirg them at below market
prices, the Agency since 1981 no longer {mports other goods
purchases no goods outaide Somalia and only sells to the

private sector when public sector institutional demand ie
satisfied.

1982. The ADC, which had held a monopoly over the domestic
grain trade, is confined to purchasing local production at
pPrevalling market rates and selling to institutions such as
hoepituls. schools, and the military. Therefore, the
organization {s now a marglnal factor in the marketing of
locally produced maize and sorghum with purchases declining
from 30 percent to a very small fraction of domestic
production {in 1985.



Policy Intervention

Impact Agsessment

Pricing

Input Supply

Implementing Institution

Minietry of Agriculture

Minletzy of Agriculture,
Minietry of Commerce and
Industry, Minlstry of
Health

Consumption

Imports

Domestic
+ PExports

Revenues
+ Inflation

+ Production

4+ Government

Consumption

Exports

Governmant
Ravemes

" Production
Imports
Domestic
Inflation

Little Impact in
near term on the
above variables.

Reforumws Undertaken

Prices of major agriculture products are {ncreasingly set by
market forces) support prices are revised periodically.
Artificially low prices had atfected production negatively.
examples

- In 1981, producer prices for most agriculture producte were

increased 30 to 50 percent; for bananas the hike was 100
percent.

- At the beginning of 1985, producer prices of bananas were

doubled, amounting to a real increase of 3B percent. They
were increased again by almost 45 percent at the beginning
of 1986.

Hinimum export prices for livestock now move in line with

current market conditions.

The GOS is encouraging private sector distribution of |
agriculture inputs which consist primarily of tractors, oll,
fertilizers, veterinary drugs and pumps.

The GOS is to permit any private individual, group of
iadividuals, or company to obtain licenses to fmport diese
fuel and lubrjcants and distribute thew through private
channels without additional charges.

ONAT, the state tractor service company, has been
subsidizing tractor rentals, discouraging private sector
distribution. Under the IBRD Agricultural Sector Structur
Adjustment Program (ASSAP), OHAT will be required to achie
full cost recovery for tractor rentals.

The GOS is increasing the number of non-prescriptive
veterinary drugs classified as safe for private imports.

FE-Y



Policy Intervention

1mplementing Institution

Impact Asgessment

Parastatal Enterprises

LY

Hinistry of Agriculture

Consumption

Exports

Government

Production
Revenues

Importe
Domestic
Inflation

Little impact in the
near term on the
above_variables.

Reforms Undertaken

Some devolution of parastatal enterprise is taking place. With
few exceptions, none of the public sector enterprises processing
agricultural products or providing agricultural services had
been able to cover costs and moast were making substantial
losses. In addition to closing the LDA and SOMALFISH and
restricting the operations of the ADC and ENC, the GOS
transformed the Hatlonal Banana Board on Auguat 1, 1983 into a
joint venture company, SOMALFRUIT. The Board is now owned 60
percent by DeNadai -- a multinational headquarterad in Jtaly -
and 40 percent by the GOS. With the help of external
aaslatance, the GOS has rehabilitated the Hogadishu Dairy and
the Juba Bugar Plant and milk and edible otl factories have be
shut down. The GOS also may ratiomalire the operations of the
Hide and Ekins Agency (HASA). A study s underway and agreems
must be reached betwsen the GOS and tl.e World Bank on tha

disposition of HASA prior to release of the second tranche of
the ASSAP. .



A-36"
Table a-11Significant Policy Changes in Zambia Since 1979

The narrative which follows documents the more significant

changes which have affected agriculture since 1979:

1979:

The GRZ began placing increasing emphasis on agriculture with
increasingly strong statements concerning the importance of
agriculture at the 1979 Consultative Group meeting. However,
actions failed to match the intensity of the rhetoric.

Producer prices for maize were increased by 32 percent.

The GRZ continued to improve producer incentives through timely
price increases.

The Ministry of Agriculture and Water Development Planning Unit
was expanded.

An agreement was signed with AID to improve capacity in
agricultural policy analysis, -research and extension.

Price iicreases were announced in a timely manner for maize and
other crops. Increases ranged from twelve to sixty percent.

The subsidy on maize consumption was reduced over 50 percent.

The role of the marketing parastatal, Namboard, was reduced by
decentralizing management control of the cooperatives and
allowing them more freedom in marketing. Certain of the
Namboard storage areas along the line of rail were turned over
to cooperatives.

Changes in tax laws and the tariff structure provided increased
incentives for agricultural production. Income tax was reduced
from over 50 percent to 15 percent for farmers. Equipment was
given accelerated write-off and tariffs and duties on most
equipment were eliminated. Commercial farmers benefitted more
than traditional or emerging farmers since most of the smaller
farmers paid little or no taxes and had little equipment to
depreciate.

-
5.
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Some animal traction equipment was available at a lower price
because of the lowering of tariffs.

The role of the tobacco parastatal was reduced by selling off
land and assets to the private sector.

1982:

Producer prices were increased in real terms between 3 percent
and 15 percent. Purchase prices were announced for cassava and
sorghum. .

Retail prices were decontrolled for all major products except
wheat, maize and candles. This increased the flow of goods into
rural areas because transportation costs could be recovered in
the selling price. This also helped to increase producer prices
with the official producer price becoming a floor price instead
of a fixed price.

An early warning crop forecasting system was established.

1983: . .

The kwacha was devalued by 20 percent and allowed to float
against a basket of currencies of major trading partners. This
was partially in recognition of the need to reduce import demand
and encourage new exports.

Fertilizer subsidies were reduced and the price of fertilizer
was allowed to rise by 60 percent

The consumption subsidy on mealie meal was reduced and prices
allowed to increase by 30 to 40 percent.

Producer prices were increased in real temms by 7 to 20 percent.
The subsidy to Namboard was reduced. | . _

Interest rates on savings and loans were increased.

1984:

The kwacha continued its pegged float and depreciated 40 percent
against the dollar.

Producer prices were increased and for the first time border

prices instead of costs of production were introduced in the
pricing decision for all crops except maize.

Ve \O\F



-- Retailers were allowed to charge for transport costs on mealie
meal hauled over 25 kilometers.

-- Interest rates were increased to 15.5 percent on savings and
17.5 percent on loans.

-- Wheat price controls were eliminated.

-- Floor prices were established for a controlled commodities
except maize. Farmers are free to negotiate for a higher price.

-~ Consumer subsidies on maize were reduced and prices allowed to
increase 22 percent.

-- In October exporters of non-traditional exports were allowed to
retain 50 percent of the foreign exchange earnings generated
from export sales.

-- Restitution payments to cooperatives were eliminated forcing
cooperatives to become more cost conscious.

-- Subsidies on tractor hire units were decreased and rates allowed
to increase by 40 percent.

-- Transportation rates for ftruck haulage were increased by 33
percent.

-- Subsidies to Namboard were increased and Namboard was reinstated
as the primary buyer and seller of maize with cooperatives
acting as agents of Namboard.

-- Consumption subsidies on maize meal were reduced approximately
40 percent and prices were allowed to increase 40 to 50 percent.

-- Interest rates were decontrolled in the economy.
-- A foreign exchange auction system was started.
-- Liberalized procedures for import licenses were established.

-~ Producer prices for maize were increased 95 percent over the
previous season.

-- Steps were taken to reduce the civil service through early
retirement and limited replacement.

-~ Producer prices on processed agricultural items such as dairy
products and sugar were decontrolled.



1986:

———

The foreign exchange auction continued and devaluation in cne
year reached almost 70 percent.

Fertilizer subsidies were decreased further and prices allowed
to increase almost 200 percent in one year.

Namboard's monopoly on maize and fertilizer market.ng was
eliminated as cooperatives and private traders were allcwed to
market maize.

Full cost recovery was allowed on grain bags.

The domestic fertilizer producer was allowed tc charge impsrt
parity on compound fertilizers. .

Consumer subsidies were eliminated on breakfast meal and prices
on lower quality mealie meal were set at K28.31 per 50 kilozram
bag. However, the price increases were partially rescinded in
the face of food riots and a number of large millers wers
nationalized.

Increased transportation rates in rural areas.

1987:

Because of lack of foreign exchange and agreement with tae
London Club to negotiate and consolidate short-term ccmprercial

arrears, payments on the short-term commercial arrears huave been

delayed.



APPENDIX B

WORLD BANK CONDITIONALITY

1. STRUCTURAL ADJUSTMENT LENDING AND ITS RATIONALE

The World Bank began its structural adjustment lending pro-
gram in 1980. Although there was program lending prior to this
within the Bank, this was the first large-scale attempt at at-
taching significant policy conditionality to loans. The discus-
sion in this appendix of Bank practice with conditionality is
based on several Bank publications on the theoretical appropri-
ateness of policy reform and the actual results of such reform.
The discussion is also based on interviews in Washington and
abroad with development economists within and outside of the
Bank.

The Bank’s Operational Manual defines Structural Adjustment
Loans (SALs) as nonproject loans to support programs of policy
and institutional change necessary to modify the structure of an
economy so that it can maintain its growth rate and the viability
of its balance of payments in the medium term. Sectcr Adjustment
Loans (SELs) have policy objectives similar to those of SALs but
are directed toward limited sectors of the economy.

The new SAL program was a response to the sharply worsened
international economic conditions of the time and to the growing
difficulties experienced by many developing countries. These
"included, for example, weakening exports, large current account
defic1ts, high and growing debt service ratios, and declining and
in some cases negative growth rates. 1In effect, the creation of
SALs reflected three new realities. First, many of the economic
problems facing developing countries could not be touched through
individual projects because the macroeconomic environment was
hostile to project success. Second, by the late 1970s there was
greater appreciation that prices are often more effective as
incentives than are government initiatives. Third, it became:

glaringly apparent after the .second.oil shock of 1979 .that devel-.

oping countries needed to adjust their economies to international
prices :

Cons1stent with the nature and urgency of these problems,
SALs have essentially three characteristics. First, they are an
instrument for policy dialogue between the Bank and recipient
developing countries. Second, they are intended to provide sup-
port over several years, often 3 to 5 years. Finally, they carry
provisions for quick disbursement of foreign exchange for imports
not linked in advance to specific investment programs. 1In this
light, it can be seen that SALs are intended to be complementary
to International Monetary Fund (IMF) balance of payments assis-
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tance, because they differ in type of assistance, scope, and time
frame in which the effects of policy change occur.

Initial internal guidelines suggested that program lending
could constitute up to 10 percent of total Bank lending commit-
ments, but this is no longer applicable. In general, the volume
of adjustment lending (both SAL and SEL) is expected to be in the
range of 15 or 20 percent of total lending over the next few
years (see Table B-1 for the structure of Bank lending by lending
instrument from FY 1975 to FY 1986). Current practice does not
limit potential SAL borrowers to those developing countries suf-
fering from any particular kind of problem. While most countries
receiving early SALs were middle-income countrles, today the
pattern of SAL lending is more widely dispersed.'

The question has been raised of why several countries,
despite serious adjustment problems, have not chosen to seek
SALs. Common reasons suggested by Bank staff include the great
multiplicity of conditions, the “high visibility of a SAL" within
a country, the developing country leadership’s fear of having
"surrendered" to the Bank, and the general concern for both so-
cial and political costs associated with structural adjustment.

Table B-2 indicates the kinds of policy and institutional
changes that have been sought through SALs, and the country
application of institutional reform conditions is shown in Table
B-3. These tables are reminders of the wide variety of possible
approaches to policy and institutional change. Perhaps the point
most graphically illustrated is the necessary association in Bank
"practice: between policy: condltlonallty and institutional changeH3
This means that technical assistance is considered to be an inte-
gral part of policy conditionality.

In 1986, SELs were about 14 percent of World Bank loans and
credits, whlle program and Structural Adjustment Loans were only
about ‘5 percent.? Although the focus in this appendix is mainly
on SALs, the importance of SELs, and their similarity to SALs,
must be noted. SELs are. generally medium-term, quick-disbursing .

'World Bank staff report that 'up to the end of FY 1986, 20 coun-
tries had received 38 SALs, and another 25 SALS were beind consi-
dered for 1987-1988. Countries with SAL programs at the end of
FY 1986 are Bolivia, Chile, Costa Rica, Céte d’Ivoire, Guinea,
Guyana, Jamaica, Kenya, Korea, Malawi, Mauritius, Niger, Paki-
stan, Panama, Philippines, Senegal, Thailand, Togo, Turkey, and
Yugoslavia.

Discussion of SELs is based on "Sector Adjustment Lending: Pro-
gress Report" (World Bank 1986c).
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loans (with an average disbursement of 2 years). About 25 per-
cent of all sector lending was in countries in Sub-Saharan Afri-
ca, with minor allocations of SELs to South and East Asian and
Pacific countries. SELs have much in common with SALs: (1) they
support policy and institutional reform, (2) they stress ration-
alization of public sector investment, and (3) their success
requires an appropriate macroeconomic policy framework.

Table B-1. Distribution of World Bank Loans and Credits
by Lending Instrument, FY 1975-FY 1986
(percentages)

Average Average

Lending Instrument FY 75 FY 79-80 FY 81-82 FY 83 FY 84 FY 85 FY 86
Specific Investment Loans 58.5 58.5 44.7 39.4 41.1 49.6 45.2
Sector Investment Loans 15.9 22.5 26.3 "24.6  26.4 27.0 19.0

Financial Intermediary
Loans 16.7 13.1 18.6 20.6 13.3 9.6 12.4

Sector Adjustment Loans 0.0 0.5 0.5 1.4 8.5 10.3 14.0

Program and Structural
Adjustment Loans® 8.8 3.3 8.0 9.6 8.4 1.1 5.0

Technical Assistance
Loans 0.2 0.4 1.7 1.2 2.1 1.4 1.4

Emergency Reconstruction
Loans _ . 0.0 1.2 .0,2 . - 0.2 ,0.3. 1.0 3.1

Total® 100.0 100.0 100.0 100.0 100.0 100.0 100.0

°Includes both program and Structural Adjustment Loans and credits. Prior to the in-
troduction of structural adjustment lending in the early 1980s and in some instances
thereafter, the Bank has provided a small number of program loans and credits with a
similar overall policy focus. .

®May not add exactly due to roundirg.

Source: Michalopoulos (1987b).
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Table B-2. Key Components of World Bank ‘Structural Adjustment Operations Through 1984, by Country and SAL

Céte .
Bolivia Guyana d’Ivoire Jamaica Kenya
. 12 12 12

Korea
12

Malawi
12

Mauritius Pakistan Panama Philippines Senegal Thailand Togo
12 12

Turkey Yugoslavia
1234

Trade Policy
Taritf Reform and Import
Liberalization . . . . . . .
Import Incentives and Improved
Institutional Support . . . .,

XX

XX X

XX

XX

XXXX X

XXXX X

Raesource !obilizntion i
Budget Policy . . o e e et
Interest Rate Policy o« o .
Strengthening of Institutional

Capacity to Manage External
Borrowing . . . . . . . . ..
Public Enterprise Financial
Perlormance . . . ... . . . .

XX
XX

XX

XX

XX

XXXX X
XXXX X

XXXX X

Efficient Use of Rasources
Public Investment Program
Revision and Review of
Structural Priorities . . . .
Pricing Policy
Agriculture . . . e e e
Energy . . . . . . . . . ..
Incentive System
Industry . . . e e e e e
Energy Conservation Measures .
Development of Indigenous
Energy Sources ., . . . . . .

XX
XX

XX
XX

XX

XX

XX

XX
XX

XX
XX

XXX X &

XXX X
XXXX X

XX X
XXX X

XXX

Institutional Reform T
Strengthening of Institutional
Capacity To Formulate and
Implement Public Investment
Program . . . o« o . .
Institutional Efficiency of
Public Enterprises . . . . .
Improved Institutional Sup—'
port to Agriculture (mar-
keting, etc.) + + + . . . . .
Institutional Improvement in
Industry and Subsector
Programs . . . . . . . .- .

XX

XX

XX

XX

XX

XX

XX

XX

XXXX

XXX

XXX

Source: World Bank (1984).



Table B-3. Institutional Reform Components of World Bank Structural Adjustment Lending Through 1984, by Country and SAL

Bolivia

Cote
d’Ivoire
12

Jamaica
2

Kenya
12

Korea
12

Malawi
12

Mauritius Pakistan Panama Philippines Seneqal Thatland Togo Turkey Yugoslavia
12 12

1234

Econcmic and Financial Management
Economic Policymaking Bodlies
(includes SAL monitoring) . . .
Planning Process Mechanisms,
Institutions . . . « . « . . .
Public Sector Investment Pro—
gram Management . . . o o o
Budget Process Institutions . .
Tax Administration . . . . ..
Accounting and Auditing Systems
Debt Management Systems, Insti-
tutions . . . . . L. .. .

- - s

Public Administretion

Government Employment, Pay,

and Incentives . . . . . . . .
Civil Service Management

and/or Reorganization . . . . .

oce

[eel 1

® oOoOee L

oce

Parastatal Economic Performance
Government Enterprise Frame-
WOK & . v 4 v e e e e e e e
Enterprise-Level Reforms . . .

Nonfinancial Sector Institutions
or Ministries
Agriculture . . . . . e o . .
Energy . . .« ¢ ¢ o« o ¢ o o o o =
Industry . .« ¢« « o ¢« ¢« ¢ ¢ o o

o0

o0

(X
oce
o0

(e

o oae (o]
[ L 1

Trade Administration Reforms -
Tariffs, Import Licensing
Procedures, Administration -
of Expert Incentives, etc. . .

ocee ®

Note: e indicates important aspecﬁ of program,
of program, statement of intent without specific action, prepaxatory studies, and so on (in some cases leading to stronger

measures in subsequent SALs) .

Source: World Bank (1984).

specific reform, action plan, or assistance program, and o indicates minor aspect
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The major difference between SALs and SELs is that SELs, by
concentrating on a limited group of policies and activities in a
sector, can be more detailed and pursue reform in greater depth
than is possible with SALs, which address broader economy-wide
policy reforms and therefore are more taxing of the host coun-
try’s policy and administrative apparatus. Two preconditions
. suggest when a SEL is the more appropriate loan vehicle: (1) in
countries that do not have or would find it difficult to draw up
a comprehensive adjustment program, in which case the SEL can be
the first step in that direction; (2) in countries that have
adjustment plans or that have the capability of drawing up such
plans, whereupon lending should begin witlk a series of SALs and
then proceed to the sector level with SELs.

The policy objectives of SELs are similar to those of SALs:
promoting increased resource mobilization and efficient resource
allocation, which will lead to increased growth. As with SALs,
they address four interrelated areas: (1) reform of trade re-
gimes; (2) mobilization of resources through fiscal and financial
policies, particularly measures for rationalizing interest rates
and tariffs; (3) improvements in the efficiency of domestic
resource use, including rationalization of the public sector
investment program and reductions in the level of government
involvement in economic decisions, particularly regarding prices;
and (4) institutional reform.

Essentially, the analytical model followed by the Bank in
its adjustment programs is based in part on standard neoclassical
.economics and variants of the two-gap growth model that stress
. the sav1ng—1nvestment balance and foreign exchange constraints.
Such models emphasize the availability of external resources
(which can close either gap) and the capital requirements neces-
sary to sustain planned growth targets. The focus is on national
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accounts and real variables in a Harrod-Domar model of an open
econony.?

Although frequently cited as stressing an export-led econo-
my, the Bank strategy in applying the model, according to Bank
staff, is strictly neutral, emphasizing an approach that favors
neither export promotion nor import substitution. While the
emphasis on changing relative prices is in the neoclassical tra-
dition, the Bank also stresses institutional change such as
financial and tax reform, revenue collection, limitations on
parastatals, and so forth. This institutional component in SALs
is pragmatic and intended to support the stipulated policy chan-
ges. The Bank generally follows the IMF in monetary and exchange
rate policy (although the Bank has been involved in institutional
changes relating to exchange rate adjustment). (The Bank
approach can be contrasted with the model used by the IMF, which
rests essentially on the monetary approach to the balance of
payments, as discussed in Appendix C.)

In his recent World Bank paper, Michalopoulos {1987b)*
states that it is useful to note what experience suggests con-
cerning appropriate policies for stabilization and adjustment in
developing countries. First, it is clear that prolonged and sig-
nificant aggregate imbalances (with aggregate demand exceeding
domestic and foreign resource availability) is inimical to longer
term growth. Such imbalances are manifest in high and unpredic-
table inflation and periodic balance of payments crises. In this
process, savings are inhibited and resources are misallocated,
and price controls prove ultimately dysfunctional. The remedy
implied by this syndrome is to bring spending in ‘line with domes-

’The Harrod-Domar model, in the words of a standard development
textbook (Herrick and Kindleberger 1983), "shows the dynamic
relationship between a single scarce factor of production (capi-
tal stock) and a single homogeneous output. Its main contribu-
tion lies -in the. recognition that one period’s capital formation
is the next period’s source of output, i.e., that investment
creates the capacity for increased production in the future,
which in turn affects the size of equilibrium output and income.
Like many other intellectual_advanées; this conclusion may seem
less than earth-shaking, but it represented.a considerable step
forward when compared with the unquantified Keynesian theory that
preceded it. Furthermore, it is clear that the framework is more
generally applicable than was first imagined."

‘The discussion here is based on Michalopoulos, but another World

Bank document also describes SALs and is available for public use
(World Bank 19084).

RY
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tic and foreign resource availability by using monetary, fiscal,
and exchange rate policies as the three main instruments of the
stabilization program. The key issue for adjustment and growth
is to find the combination of the three macroeconomic policy

instruments that will, for any given level of external finance,

attain stabilization objectives while also being the most suppor-.

tive of future structural adjustment and the least disruptive to
growth. Of course, how these policies are applied is important.
For example, if the adjustment burden falls mainly on physical
and social infrastructure or essential maintenance activities (as
a means to reduce a government deficit), then future growth will
be jeopardized.

According to Michalopoulos, several policy areas require
attention in attempts to induce structural change and growth.
For example, public savings can be increased and resources can be
mobilized by a reduction in government expenditures and/or an
increase in revenues. Deficits can in many cases be reducea
without adversely affecting growth or distribution objectives.
Public sector performance can usually be improved by increasing
efficiency in enterprises, closing weak parastatals, and pri-
vatizing others. Also, the tax base can be broadened and revenue
collection can be improved.

Second, prlvate savings can be increased by stable and pre-
dictable macroeconomic policies, particularly as they relate to
interest rates and inflation.

Third, the more prevalent types of microeconomic distortions
can be reduced. These include, for example, prlce controls,.
highly differentiated incentives in the trade sector, subsidized
interest rates, credit rationing, and impediments to labor mobil-
ity and adjustment in. real wage controls.

Fourth, allocation of public investment can be improved. It
should be. reduced in commercial sectors such as industry and
agriculture (where private investment is as, or more, efficient)
and shifted to activities for which there are significant, exter-
nalltles,'such as human resource development and physical infra-
structure

‘Fifth; to stimuldate -a shift in- resources and an increase in .-

the supply of tradables, two sets of policy measures are impor-
tant: (1) a macroeconomic policy mix resulting in an appropriate
real exchange rate and (2) a proper incentive structure that is
neutral toward production for the domestic market and production
for the foreign market.
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Against this background, three important issues in the Bank
strategy of economic policy reform can be briefly outlined (as
developed in Michalopoulos 1987b).

The first issue concerns the sequencing of reforms. There
is agreement that economic stabilization needs to precede struc-
tural adjustment. . (It has been shown that failures of trade
liberalization reforms have stemmed mainly from the failure of
the accompanying anti-inflationary programs.) Unfortunately,
economic theory offers little guidance on an optimal sequence for
removing market distortion (e.g., agricultural pricing or tax
regimes first?). Internationally, the usual argument is that the
current account should be liberalized first, leaving the capital
account until much later.

A second issue concerns the speed of reforms. Structural
adjustment is not an end in itself but a means of raising the
efficiency of resource allocation, among other things. Because
allocation depends on price expectations, the credibility of any
reform is very important. This means that timetables have to be
realistic. However, the faster the speed of adjustment, the
higher the transitional costs.

A third issue is the selection of macroeconomic policies-to
be used in adjustment. For example, the importance of an early
devaluation is clear. Also, monetary expansion has to be com-
patible with the devaluation rules adopted. The deficit must be
compatible with domestic credit expansion and available external
resources. Measures toward greater labor market flexibility will
be needed to permit -a drop in real wages in prev1ously ‘protected -
sectors and to allow the shift of labor toward sectors previously
discriminated against. Otherwise, unemployment will result.

Program loans and SALs in FY 1986 constituted 5 percent of
total World Bank loans and credits, and SELs were 14 percent.
Thus, almost .one-fifth of Bank loans and credits are concentrated
in adjustment programs. Sector lending grew relatively faster in
Sub-Saharan. Africa, whlle 'SALs grew more rapldly among the more
highly indebted countries (Table B-4). 1In West Africa, Europe/
Middle East/North Africa, and Latin America, these two kinds of
lendlng were about one-third of total commitments in each region
in FY 1986. 1In East Asia and the Pacific and South Asian re-
gions, in contrast, this assistance accounted for zero and less
than 8 percent, respectively, of the regional totals for that
year.

As shown in Table B-5, SALs and SELs jointly comprise a
rising proportion of total World Bank lending to low- and middle-
income countries, but the increase has been much faster in the
latter group, with an even greater increase for highly indebted
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Table B-4.

(US$ millions and percentages)

Regional Distribution of World Bank Loans and Credits by Lending Instrument, FY 1975-FY 1986

Region/Lending Instrument

FY 75

Average Average

FY 79-80 FY 81-82 FY 83 FY 84 FY 85 FY 86
East and South Africa Total - 656.5 730.4 794.4 1,129.8 1,186.6 786.0 915.9
1. Sector Adjustment 0.0 3.8 3.2 17.3 6.3 8.3 17.5
2. Program and Structural Adjustmenta 9.1 3.8 8.9 11.6 12.2 0.0 4.9
1+2 (% of total)P : 9.1 7.5 11.3 28.9 18.5 8.3 22.4
West Africa Total- 419.2 644.0 1,012.6 664.2 1,181.7 811.3 1,130.6
1. Sector Adjustment 0.0 0.0 - 0.0 6.0 29.4 12.3 4.3
2. Program and Structural Adjustmenta 0.0 27.2 33.6 6.0 21.2 3.4 28.4
1+2 (% of total) 0.0 27.2 33.6 12.0 50.6 15.8 32.7
Europe, Middle East, and
North Africa Total 1,223.7 2,378.7 2,407.5 2,535.6 3,125.8 2,429.2 2,304.8
1. Sector Adjustment 0.0 0.0 0.0 0.0 7.7 16.5 32.5
2. Program and Structural .Adjustment?@ 5.7 7.4 14.1 22.7 12.0 0.0 0.0
1+2 (% of total)b 5.7 7.4 14.1 22.7 19.7 16.5 32.5
Latin America and the Caribbean Total 1, 215.0 2,474.4 3,070.6 3,459.6 3,025.6 3,698.2 4,771.2
1. Sector Adjustment 0.0 0.6 0.6 11.7 21.7 9.7 26.3
2. Program and Structural Adjustmenta 0.0 3.6 1.6 1.7 2.0 3.6 5.2
1+2 (% of total) 0.0 4.3 2.3 13.5 23.6 13.4 31.5
East Asia and Pacific Total 951.4 2,249.3 2,540.9 3,708.6 3,302.0 3,100.6 3,565.2
1. Sector Adjustment 0.0 0.0 0.0 0.0 0.0 12.0 0.0
2. Program and- Structural Adjustmenta 10.5 0.0 11.8 12.9 9.1 0.0 0.0
142 (% of total)P 10.5 0.0 11.8 12.9 9.1 12.0 0.0
South Asia Total .1,189.6 2,256.7 2,827.6 2,979.2 3,700.6 3,559.1 3,631.0
1. Sector Adjustment 6.0 0.0 0.9 0.0 0.0 5.0 1.9
2. Program and Structural Adjustmenta 24.4 2.8 5.4 3.7 4.6 0.0 5.5
1+2 (% of total) 24 .4 2.8 6.3 3.7 1.6 5.0 7.4

2Includes program and Structural Adjustment-Loans and credits.
justment lending in the early 1980s and in some instances thereafter, the Bank has provided a small number

Prior to the introduction of structural ad-

of program loans and credits with a 51m11ar overall policy focus.

May not add due to rounding.



Table B-5. Distribution of World Bank Loans and Credits by Country Group, FY 1975-FY 1986
(US$ millions and percentages)

Average Average

Country Group/Lending Instrument . FY 75 FY 79-80 FY 81-82 FY 83 FY 84 FY 85 FY 86
Total Lending to All Countriés ' ) 5,895.9 10,746.1 12,653.5 14,477.0 15,522.3 14,384.4 16,318.7
Sector Adjustment, Program, and .. .
Structural Adjuistment Loansa 520.0 403.3 1,082.4 2,035.6 2,619.8 1,637.9 3,099.5
Percent. of Total . - ) . 8.8 3.8 8.6 14.1 16.9 11.4 19.0
Low-Incone CountriesP ' : ~ 2,051.2 3,270.2 3,965.4 4,906.4 6,164.7 5,771.5 6,046.1
Sector Adjustment, Program, and B
Structural Adjustment Loans@ B 350.0 122.5 290.0 445.9 447.5 354.5 574.5
Percent. of Total _ 17.1 3.8 7.3 9.1 7.3 6.1 9.5
Middle-Income CountricsP ; 3,844.7 7,476.0 8,688.1 9,570.6 9,357.6 8,612.9 10,272.6
Sector Adjustment, Program, and
Structural Adjustment Loans@ ) 170.0 280.8 792.4 1,589.7 2,172.3 1,283.4 2,525.0
Percent of Total A 4.4 3.8 9.1 16.6 23.2 14.9 24.6

Highly Indebted Middle-Income Countries® 1,803.4 3,403.7 4,428.4 4,668.3 4,398.6 4,558.4 6,070.5
Sector Adjustment, Program, and -

Structural Adjustment Loans2 0.0 98.3  231.6 1,042.8 1,396.1  -745.0 2,105.0
Percent of Total : : . . 0.0 2.9 5.2 22.3 31.7 16.3 34.7
Sub-Saharan Afrlcad f - 1,075.7 1,374.4 1,807.0 1,794.0 2,368:3 1,597.3 2,046.5
Sector Adjustment, Program, and . .
Structural Adjustment Loans? ' 60.0 230.0 429.8 406.5 818.2 192.9 574.5

Percent of Total . . : 5.6 16.7 23.8 22.7 34.6 12.1 28.1

I1-9

@Includes both program and Structural Adjustment Loans and credits. Prior to the intréduction of structural
adjustment lending in the early 1980s and in some instances thereafter, the Bank has provided a small number
cf program loans and credits with a similar-overall policy focus.

bcountries with annual per capita income- less than US$400 in FY 1987 dollars are considered low-income
countries; those above that level are classified as middle-income countries.

CThe 17 countries in this category are Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Céte
d’Ivoire, Ecuador, Jamaica, Mexico, Morocco, Nigeria, Peru, the Philippines, Uruguay, Venezuela, and
Yugoslavia. Lending to this group is also included in that of middle-income countries.

dThis group covers all countries south of the Sahara, except South Africa.
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middle-income countries. At the same time, the share of total
SEL and SAL lending to low-income countries has increased as
well, although much more slowly.

The following are the main lessons of policy reform derived
from Bank experience as noted in the Bank report (Michalopoulos
1987b) .

Domestic resource mobilization. Policy has focused on sys-
tems of new taxation and reduction and reform of parastatals.
Mobilization has been stimulated also by improving the financial
sector and reducing interest rate distortions. The report notes
that "broadly speaking, the key issues that have arisen from the
Bank’s experience ... are the need to ensure an orderly transi-
tion for banking systems saddled with a lot of non-performing
loans, sometimes of public enterprises, and the liberalization of
previously controlled lending and deposit rates" (p. 34).

Improved efficiency and resource use by the public sector.
Here the main effort went to rationalization of public investment
programs, improved public sector enterprise performance, and
rationalization of the size of the public sector, including
divestiture of public holdings. Most Bank reviews of public
investment have recommended changes in investment priorities.
"The key problem usually was that ongoing projects were not ac-
companied by the actions in other fields that were required for
project viability" (p. 35). (In Africa, for example, there was
inadequate financing of maintenance and recurrent costs.) It is
1mportant that developing countries develop their own capacity
for review of the public sector. In many SALs, improved finan-
cial performance of public sector enterprises was a goal with
the focus on better internal management and ralslng prices. More
generally, dlvestlture has been a SAL geal.

Reform of trade regimes. Emphasis has been on provision of
financial incentives (through tax rebates, subsidies on imported
inputs to offset import ccntrols,.and preferential access to
1mports and credit), reform of administrative procedures and the
establishment of better institutional support for exporters, and
real devaluation. The report suggests that “1mplementatlon of
trade reforms is not very successful when it is not accompanied
. by other measures to.assure a shift in the real exchange rate--
which is needed to produce the desired shifts in incentives" (pp.
38~39). Experience also suggests that future reforms ensure that
export expansion programs be accompanied by significant import
liberalization and action on the exchange rate. The report notes
that Bank experience does not suggest the desirability of holding
import liberalization until export reforms have increased the
supply of foreign exchange. "This kind of sequencing is likely
to be self-defeating, since it is extremely difficult to reorient
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producers towards export markets as long as heavily sheltered
domestic markets offer them sizable assured profits" (p. 39).

Other pricing policies. Agricultural and energy pricing
reforms were common features of many SALs and SELs. In agricul-
ture, reforms usually focused on bringing producer prices closer
to international prices and on cutting input and consumer subsi-
dies. Generally these loans, especially in energy, resulted in
"significant benefits to the recipient," with increased agricul-
tural production and improved rural incomes. The key issue here,
the report suggests, is "how to deal with the transition costs
entailed by raising the foodstuff prices paid by politically
powerful urban consumers" (pp. 39-40).

2, EFFECTIVENESS OF STRUCTURAL ADJUSTMENT LENDING

Indirect evidence on the efficacy of Bank structural lending
is provided in the study by Agarwala (1983) on price distortions
and growth in 31 developing countries in the 1970s.

Agarwala found that countries with low levels of economic
distortion generally grew faster (and- in -mary -cases more equi-
tably) than did countries with significant market intervention.
With real GDP growth as the dependent variable, Agarwala classi-
fied seven economic variables (based on empirical and subjective
investigation) by whether distortion was above or below a pre-
specified medium range. The independent variables included:

(1) _exchange rate distortions;. (2) protection of manufacturing;-
(3) distortions in agricultural pricing, including both protec-
tion and taxation; (4) distortions in the pricing of capital; (5)
distortions in the price of labor; '(6) infrastructure pricing
distortions; and (7) inflation. In general, Agarwala’s work-
gives credence to the underlying assumptions of policy-based
lending. Countries experiencing low policy distortion have grown
faster and shared the benefits of that growth -more equitably than
‘have countries experiencing high policy distortion,

Policy-based World Bank lending is not without its critics,
of course. The extreme position on the left suggests that the
problems of developing countries ‘are problems inherent in the
development of world capitalism, which by its nature remains
exploitative and subject to increasing. ¢trises.. In this view, the
World Bank, the IMF, and individual capitalist donors are really
powerless to improve the lot of the poor because they are merely
parts of this exploitative system. One writer suggests that the
Bank as a matter of formal policy simply seeks to promote the
interests of private capital {Payer 1982; 1986). Because this
view would endorse fundamental changes in the system in order to
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stimulate "real" development among developlng countriles, 1t 1s of
interest largely as an analysis of the problems, not as a set of
policy suggestions that a political leader could take to a leglg-
lative body.

More toward the center is the kind of critique raised by
Berg and Batchelder (1985) in their paper prepared for Bank self-
assessment of structural adjustment lending. Writing about the
1980-1983 experience, they cite first the "lack of clear selec-
tion criteria." Rates of return on projects in the past have
provided clear guidance for project selection. Program lending
precludes rate of return calculations, yet criteria for program
selection--"to determine who is and who isn’t eligible"--remain
unclear. Few poor countries were selected initially, and the
tendency to direct such assistance to middle-~income countries
increased in recent years (see Table B-5). Further, SALs have
gone to countries with fairly good growth rates. In their words,
"The SAL selection process, then, has tended to give low priority
to poorer countries, slow-growing countries, and countries suf-
fering from especially poor policies and/or institutional weak-
nesses" (p. 22).

Second, Berg and Batchelder suggest that the "theory of
reform" underlying SALs is weak. To make their point, they pose
two questions: "Why don’t governments change the policies that
are holding back their development? Why don’t they adopt the
reforms that experts tell them will raise both their current
national output and their growth rate, thereby increasing the
economic welfare of their people and brightening their future
economic prospects?" (p. 23). Answers to both questions, they.
suggest, lie deep in the institutional and political structures
of developing countries. The problem with SALs, therefore, is
that perfectly sensible policy suggestions are put forth without
attention to the many and complex reasons explaining why they
were not instituted in the first instance.®

Third, Berg and Batchelder note that although early SALs
carried few. conditions, with time more.and more conditions have.
been loaded onto programs, creating such problems as the follow-

'sBerg and Batchelder suggest, for example, such reasons as vested
interests, "policymakers’ preferences" for things other than
economic growth (fear or loathing of the private sector, or of a
major ethnic part of the private sector, ideology, etc.), absence
of "intellectual consensus on either the nature of the problem at
hand or the likely impact of given policy changes," short time
horizons including, for ezample, "short expected ministerial
tenure," and absence of a sufficient "number of local technicians
to prepare detailed and well-argued reform programs."

Q&Q
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ing. With limited staff assigned to oversee increasing numbers
of conditions, it has become impossible for staff to devote suf-
ficient time to any one condition to ensure its progress. Insti-
tutional reform is certainly appropriate, but is fundamentally
different from policy reform (among other things, it has a dif-
ferent time frame, and is more process-related). "Yet institu-
tional ‘reforms’ are included in SALs as though they are amenable
Lo the same kinds of dialogue and monitoring as policy.
reforms...." (pp. 34-35). 1In effect, the inclusion of institu-
tional reform probably weakens rather than strengthens SALs.
Another criticism is that SALs are so comprehensive and large
that conditionality loses credibility as "cancellation becomes
too strong a sanction to use" (p. 36). And of course, evaluation
becomes extraordinarily difficult because there is.no definitive .
way to weight the various conditions.

Critical empirical studies are emerging that challenge some
of the earlier scholarly findings that helped establish the in-
tellectual case for SALs. For example, Balassa'’s work (1981,
1982, and 1984) suggesting that countries with an export-oriented
development strategy (of the kind stipulated in SALs) have fared
better than those with import-substitution strategies is now
being questioned. Among other things, it is suggested that Bal-
assa’s choice of base periods and form of decomposition impart a
bias favoring the export-led model. Also, critics note that
individual country time-series comparisons yield results differ-
ent from those of Balassa, which were based on international
cross-section regressions. In effect, it is suggested that coun-
try-specific factors largely account for differing comparative
growth rates. As.might be expected, Ph.D. dissertations-are
being written that attempt independent empirical verification or
negation of the Balassa and similar conclusions. For example, in
one proposed study (Stevenson 1986) of sélected countries, a
review of existing critical literature highlights the following:

[Among neoclassical critics] Fishlow [1984] argues that
Balassa’s methodology -(choice of base periods, form of
decomposition,. .etc.) can be interpreted as biasing. the
results against inward-looking countries in the survey.
Furthermore, his reading of Balassa’s 1984 update tends.
to confirm the "advantage of more inward-oriented
development- in limiting susceptibility to adverse ex-
ternal shocks, at a potential cost in average perfor-
mance. The results might have been better still had
the inward-oriented NICs [newly industrialized coun-
tries] not succumbed to the temptations of cheap and
abundant foreign loans. Their problem was not inward-
ness alone, but rather an asymmetric openness built
partially upon the exaggeration of their export poten-
tial ..." (emphasis added) (p. 15).

oy
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A second level of criticism of Balassa‘s and others’
contention that there is an empirical association be-
tween exports and economic growth in the outward-ori-
ented economies is that even where this correlation
exists, "the theoretical causal mechanism linking ex-
ports and economic growth is less clear" [Fransman
1984]. Jung and Marshall [1985] performed causality
tests between exports and economic growth for 37 devel-
oping countries and found results which were "remar-
kable for the lack of support that they provide for the
export promotion hypotheses." They suggest that one
reason that their conclusions differ from those of
Balassa, for example, is that they compare each indivi-
dual country’s time series rather than doing interna-
tional cross-section regressions, i.e., they do not
presume the similarity of different countries. The
thrust of many studies is that the cumulative effect of
country-specific factors over time accounts for much of
the difference in relative rates of economic growth
(e.g., Singer [1984]). Other studies suggest the cor-
relation between export growth and GNP growth has never
been applicable to the least developed countries anyway
(e.g., Helleiner [1986]).

The findings of Agarwala (1983) are being challenged as
well. His work suggests that high growth is associated with low
policy distortions. Bradford (1987) examined Agarwala’s work and
concludes that his data can be interpreted to show that in coun-
tries in which the price of capital was distorted (i.e., kept
below its market-clearing level), investment and growth were
accelerated. 1In brief:- :

. The tilt. of the evidence given here.is of the same
order but in the opposite direction from the World Bank
research on price distortions. That research concluded
that "prices matter for growth, though not only
prices." This research leads in the direction of con-
cluding that policies matter for growth, though not
only policies. It is difficult to see how the NICs
could have achieved the unusual economic and export
performance which distinguishes and defines them as
'NICs without the crucial input of.government policies.

[This work] suggests that the conventional view of
export-led growth deriving from an open economy with .
competitive market prices responding to world demand
may not be the dominant pattern in explaining the surge
of manufactured exports from the NICs. Rather the
evidence here suggests that a supply-push development
model with government playing a key role in stimulating
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capital formation through macropolicies and in accel-
erating structural change through sectoral strategies
affecting the output and export mix may provide a more
accurate framework for capturing the causal elements
explaining rapid transitional growth (pp. 313-314).

These criticisms of World Bank conditionality have also been
subject to criticism. For example, World Bank staff suggest the
following:

-- The criticism of Balassa’s studies (1981, 1983, and
1984) that are alleged to have helped to establish the
intellectual case for SALs in the Bank is not well
founded. Balassa’s studies. of the relationship between
exports and economic growth belong to a different class
of studies from that which has established the case for
export-oriented strategies. There is no conceptual
equivalence between studies that examine the relation-
ship between export and income growth and those that
examine the relationship between neutral incentives and
economic performance.

-—- Even in the case of Balassa’s studies of the former
type, there are several problems with the criticisms
cited. The uncritical acceptance of the Jung and Mar-
shall study (1985) overlooks several deficiencies in
their work: (1) the use of the Granger causality test
without an underlying theoretical model study could
produce spurious results; (2) their statistical test
reveals that for some countries growth causes exports,
but that is not inconsistent with 'a positive relation-
ship between export and income growth (one could argue
that for .a small country pursuing.its comparative advan-
tage that result is inevitable); and (3) as noted above,
even if the conventional statistical test relating ex-
ports to income growth fails, the case for outward ori-
entation is not based on the correlation of export:
growth with income growth. . ., .

-- Many of these critical studies cited as invalidating the
allegedly export-led model have been evaluated and found
to be wanting in several respects. For example, the
Fishlow study (1984) also makes the mistake of equating
the relationship between exports and incomes to one of
providing neutral incentives for exports and import
substitutes.

In summary, World Bank SAL lending is based on a model pro-
viding incentives that are neutral toward production for domestic
use and that for export use (which is technically different from

4
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an export-oriented market model), and is buttressed by consider-
able Bank experience with the structure and sequence of appropri-
ate policy change in this context. Limited evidence suggests
that the Bank’s conditionality is generally appropriate. Diffi-
culties sometimes have been encountered in countries adopting
such policies, and a body of critical literature is growing.
However, in practice, World Bank conditionality is widely acknow-
ledged to be useful. At the same time, there is as yet no intel-
lectually definitive criticism of Bank policy-based lending that
suggests that this approach is fundamentally flawed. The most
useful literature is that which suggests improvements in this
approach, rather than its abolition. Such suggestions concern
the theoretical assumptions underlying policy reform, the manner
in which it is administered, and the methodologies on which fav-
orable past evaluations of conditionality lending have been
based.



APPENDIX C

INTERNATIONAL MONETARY FUND CONDITIONALITY

Essentially, the International Monetary Fund (IMF) approach
to conditionality is derived from the monetary approach to the
balance of payments. The approach uses a flow-of-funds method-
ology and is concerned solely w1th nominal magnltudes, as ex-
plained by Khan et al. (1986). The IMF'’s emphasis is on mea-
sures to reduce balance of payments deficits in the short run,
whereas the World Bank’s conditiorality is directed more toward
raising growth rates to raise living standards and avoid balance
of payments deficits in the medium and long run.

The basic model may be labeled "international monetarism"?
and is based on an accounting identity: the balance of payments
deficit equals the change in international reserves, which in
turn equals the growth in the money supply minus domestic credit
creation. In viewing the balance of payments deficit in this
way, the rate of domestic credit creation is seen as central to

controlling the balance of payments at a given exchange rate. In’

short, both the balance of payments and inflation are viewed as
monetary phenomena, and the model deals with both. This is hard-
ly the full content of the model, but it suggests the power
thought to reside in the model.

Khan et al. note that while cooperation between the IMF and
the World Bank has increased, "there is ... a significant lack of
understanding about how the two institutions formulate programs
that support their lending, and in particular on the analytical
underpinnings of :the Bank and Fund approaches" (p. 1). According
to Khan, IMF programs

are designed to achieve a sustainable balance.of pay-
ments position within the context of improved long-term
growth performance and internal price stability.
Clearly, short-run demand restraint through control. of .
domestic credit expansion, supplemented perhaps by
. exchange rate action, would not be sufficient to ,
achieve the multiple objectives of a program. A typl—
cal Fund program, would, therefore, also call for fis-
cal measures, such as reduction 1n government expendi-
tures and increases in taxatlon, "increases in domestic
interest rates and producer prlces to- realistic levels,
policies to raise investment .and improve: its

'The discussion in this appendix is based on the Khan et al.
paper.

This term and these comments are adapted from Fischer (1987).
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efficiency, trade liberalization, and wage restraint
(p. 2).

In brief, World Bank and IMF programs are complementary,
with the difference being one of emphasis. As stated, the IMF
stresses the balance of payments, whereas the World Bank focuses
more on raising growth rates.

The policy content of 30 IMF-supported programs in 1980 is
shown in Table C-1. Monetary and public sector policies were
stipulated in all 30 countries; various reforms in tax structure,
rates, and administration were stipulated in 27 countries; and
external debt policies were stipulated in 25 countries. In 24
countries, exchange and trade policies and wage and prices poli-
cies were stipulated. Policies related to nonfinancial public
enterprises were stipulated in 23 countries, and overall public
sector policies were stipulated in 22.

The policy content of IMF programs® is summarized by Morris
. Goldstein (1986) as follows:.

A typical Fund-supported program encompasses a compre-
hensive set of measures, with emphasis usually laid on
credit ceilings, restraint of public expenditure (espe-
cially of public wages and salaries), increases in tax
rates and improvements in tax administration, adjust-
ment of tariffs and administered prices, reduction in
the ratio of the public sector deficit to GDP, formula-
tion of an investment plan, control of public or pub-

.. licly guaranteed debt commitmerits and disbursements, . -
exchange rate reform, export promotion, and overall
wage and price policies (p. 8).

The central fact in understanding IMF programs is that the
IMF, in the words of Richard Erb, Deputy Managing Director of the
IMF,* is not an aid agency, in that it does not provide long-term

.. balance of payments financing. The IME’s advantage .over a devel-

"opment agency or development bank is that it can provide a coun-
. try with fairly large-scale, quick-disbursing, and untied resour-
ces in a short period. This gives development institutions time

3section 5 (of the main report) on beneficiary impact examined in
more detail typical IMF programs, with emphasis on the question
of whether IMF conditionality unduly compresses consumption.
This appendix notes some general concerns with the IMF.

‘See Erb (1986). This is excerpted from an interview with Erb.



Table C-1.

C-3

(in number of programs)

Policy Content of 1980 Fund-Supported Programs

Stnd-By Extended Fund Facuity
Policy Armangements Ammangements Total
Mooewry polices 17 13 30
ceast cetlings 17 12 2
Reserve requirements h] 2 s
[nterest rate poucics it 7 18
Other 2 — 2
Publc sectoe policies 17 13 30
Resuaunt of: Expenaiture 14 12 26
[nvestnent 8 4 12
Subsicies b 8 13
Transfers b 7 12
Wages and salanes 10 6 16
Other current cxpenditure b 3 8
Other b} 4 9
Reformyimprovemenos 14 13 n
Reform of ax struciure b 6 11
[ncrease 1n'aax rates 9 8 7
Improvement 1n ax administratioa 10 9 19
Other 3 1 4
Noafinancizl pablic enterprises (NPE) 12 11 23
Curtuimenvratonalizatoa of expenditure 6 2 8
Adjustment of tanfs and adrunistration prices 8 10 18
Employmeat t 1 2
Wages 2 - 2
Other 1 3 4
Overall public sector
Reduction in dedc:t-GDP 12 10 bl
Improvement in NPEs
Reduced bank borrowing (real) 3 3 6
Reduced transfer rom government (real) 6 6 12
Formulauoan of investment plan 6 9 15
External debt policies 15 12 7
Conuol of commuments/disbursements cee :
Publicspublicly guaranteed 14 11 ph}
. Private sector . 3 2 b1
- Improvement of matunties . ..
Pubtic/puolicly guaranteed 6 4 10
Prnivate sector 2 _ 2
Other 2 3
Exchange and trade policies 12 12 28
Exchange rte reform 6 6 12
Fixed rate 2 2 4
Frequendy adjusted rate 3 4 7
Floating rate ' ) 1 - A
Liberalization/reform of exchange system 3 6 9
Liberalizavonvreform of trade system- 4 b] 9
Import subsututon measures - —_— 2 -2
Rationalization of import protection 2 { 3
Export promoton or liberalizatuon . s 6 {1
Reducton of arreary | : ' . B .
. Other, IR U ' 4 3
Wage and price polices : : 15 - b P2
General wage restant policies 10 6 16
Wage guidelines ia sublic sector 9 b1 14
Producer price acjustments 7 3 10
Retad price adjustments 7 b 12 -

Note: The total aumaer of programs is 30, of which [7 are stand-by arrangements and 13 extended arrangements.

Source: MYorris Goldstein (1986, 9).

A,
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to mobilize more resources so as to provide medium- and longer
term financing on a sustainable basis. 1In this context, "the
policy analysis, the policy advice, and the short-term financing
that the Fund provides can be extremely important in helping
countries achieve their development objectives. The Fund’s anal-
ysis ... 1is very much growth-oriented."

In recognition of short-term adjustment costs, the IMF cre-
ated a Structural Adjustment Facility (SAF) in March 1986. 1In
December 1987, the IMF established the Enhanced Structural Ad-
justment Facility (ESAF), which "is expected to provide resources
totaling Special Drawing Rights (SDR) 6 billion ($8.4 billion) to
low—-income developing countries engaged in economic and struc-
tural adjustment. These resources will supplement the SDR 2.2
billion that remained to be disbursed under the SAF" at that time
(IMF 1988, 5-6). Also, to protect countries against sustained
higher interest rates or destructive droughts, negotiations have
been completed on a new contingency lending facility, thus widen-
ing further the IMF’s role in helping debtor countries. The
contingency facility builds on the Compensatory Financing Facili-
ty, which has provided $20 billion to 80 countries since 1962.
Under this program, loans are provided to countries that experi-
ence unexpected shortfalls in exports as a result of conditions
beyond their control.

The IMF has sometimes been criticized for seeming to have a
"cookie cutter" approach to policy reform, making the same recom-
mendations around the world without regard to country differ-
ences. Richard Erb of the IMF denies this and suggests that if
IMF policies appear to be rather uniform "it may be because the-
problems that countries face are very similar." Also, the IMF
focuses on macroeconomic policy, with little involvement 'in
microeconomic problems (partly at the insistence of developing
countries, Erb notes). This means in effect that the IMF can
focus only on a rather narrow range of policy questions. Thus,
it might appear that in making recommendations on exchange rates,
for example, every country hears the 'same message. Aspects of
the microeconomic message would often-be more varied (Erb 1986).

The IMF’s own interpretation of the measurement of program
effects can perhaps best be summarized as follows (Goldstein .
. 1986, 45-47): .

-- Actual results in program countries should be com-
pared with what would have happened in these count-
ries in the absence of Fund programs.

-- In forming a judgment about what would have hap-
pened in the absence of programs, the Fund’s direct
and indirect catalytic role in providing additional
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finance to program countries must be considered;
this means that any compression of expenditure and
imports during the program period needs to be
weighed against the (larger) expenditure and import
changes that are likely to have occurred in the
absence of this program-induced financing.

—- Fund-supported programs should be characterized by
the full range of policy measures included in typi-
cal past programs and not just be government budget
targets, domestic credit ceilings, and exchange
rate changes alone; similarly, given the adverse
initial position of most program countries and the
failures of policy in the pre-program period, it
should be recognized that credibility and confi-
dence may produce a different result from a given
policy package within the context of a Fund program
than without it.

-~ The effects of Fund programs, particularly on
growth, should be assessed in the medium- to long-
term (certainly over more than a year) rather than
in the short run; an excessively short-run frame-
work will almost inevitably exclude any positive
growth effects of supply-side and structural mea-
sures in programs, and will make it very difficult
to distinguish between the adjustment to a sustain-
able internal and external position and that sus-
tainable position itself.

In addition, Goldstein explains the IMF approach in three
critical areas. First, it is recognized

that Fund-supported programs do lead to changes in
expenditure, output, and import volumes in program
countries, [and] one should expect these change to

- induce changes .in.these same macroecconomic.variables in.
the rest of the world and in the same direction. But
perhaps the more telling point is that even with rough-
ly 35 developing countries undertaking programs sup- _
ported by the Fund, the size .of these global trade and..



C-6

economic activity effects is llkely to be relatlvely
small (Goldstein 1986, 45-47).

Second, while "the concern that the simultaneous exchange
rate depreciations by program countries could have serious and
deleterious effects on prices of the exports of program countries
is certainly a reasonable one in theory, ... in practice, how-
ever, the risks of adverse aggregate effects on exports prices
are much reduced...."®

Finally, the IMF puts considerable and systematic care into
its policy advice, which is based on an attempt to assess "the
aggregate effects of that advice, as well as to ... [ensure] its
consistency and feasibility across countries." Goldstein notes:

At the broadest level, these effects are analyzed by
the staff and discussed by the Fund’s Executive Board
at least twice each year during the World Economic
Outlook exercises. Program countries are of course
included in that analysis and discussion, albeit as
part of more structural country-classification groups
(major exporters of manufactures, low-income countries,
or 25 major borrowing countries) rather than as a sep-
arate entity. At the level of individual consultation
missions and program negotiations, cross-country
effects are analyzed as part of normal mission prepara-
tion and of normal program design. The waivers and

*This is because " (1) program countries still account for rather-
small shares (7-8 percent) of world imports and of world exports;
(2) relatively little (8-9 percent)of program countries’ trade is
with other program countries; and (3) the average size of the
initiating changes in import volumes in program countries has
been rather small (3-6 percent) over the past decade" (Goldsteln
1986) . '

®This is the case for five reasons: "(l) primary commodities now

represent a much smaller share of the exports of non-oil develop-
ing countries than they did two decades ago; (2) .non-oil develop-
ing countries now account for -only about 30 percent of world
exports of non-energy prlmary commodities; (3) supply-price elas-
‘ticities for most primary commodltles are rather low in the short
run; (4) the share of program countries of world production of
various primary commodities is much below the share for all
developing countries; and (5) not all program countries change
their exchange rates during the same period, and those that do
will usually not export identical bundles of primary commodities"
(Goldstein 1986).
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modifications provisions in Fund programs also repre-
sent a well-established mechanism for assessing, and if
necessary, redressing the consequences of, inter alia,
unforeseen interdependence effects.

Goldstein concludes his study of IMF programming by noting
that

none of this means that the evaluation of the global
effects of Fund-supported programs within the Fund
staff itself is unerring. But it does suggest that
serious efforts are being made to consider the reper-
cussions of these Fund programs on other countries and
on the operation of the world economy as a whole.

What can be said about country effects of IMF activities?
These have been summarized in an IMF report by Khan and Knight
(1985, 24-25). They suggest initially that while IMF-supported
adjustment programs have been strongly criticized as reducing
growth and employment, very little empirical substantiation of
this position is evident. On the basis of limited available
empirical studies, the report notes the following pattern of
effects.

-— Effects are analyzed as part of normal mission prepara-
tion and of normal program design. The waivers and
modifications provisions in IMF programs also represent
a well-established mechanism for assessing, and if
necessary, redressing the consequences of, among other
things, unforeseen interdependence effects. S S

-- The studies reviewed generally indicated that, while the
size of the effect varied, tighter monetary and credit .
policies would result in a fall in the growth rate in
the first year after they were implemented. Further-
more, if these restraints took the form of a reduction
in the flow of credit to the private sector, then pri-
vate capital formation and possibly the.long-run rate of
growth would be adversely affected.

~- No studles showed any clear emplrlcal relation between
growth and’ fiscal policy. There are close links between
monetary and fiscal pollc1es in developlng countrles,
and it is difficult to measure the 'independent - role ‘of -
fiscal policy.

-— There is some evidence that supply-side policies, par-
ticularly policies to increase producer prices and
domestic interest rates, have favorable effects on pro-
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duction and savings, although the effects of variations
in real interest rates on savings is quite small.

-- There 1s a close relationship between the growth rate
and capital formation. Therefore policies directed at
increasing investment and improving its efficiency will
tend to have a beneficial effect on long-term develop-
ment.

-- Available empirical evidence is consistent with the view
that devaluation would, on balance, exert an expansion-
ary rather than a contractionary effect on domestic
output, even in the short term.

This study suggests that a possible reason for continued
criticism of IMF programs as contractionary is that critics focus
on reductions in aggregate demand through contractionary monetary
and fiscal policies. However, this is far too narrow an inter-
pretation of IMF programs, according to the report, because it
ignores the other growth-inducing measures of IMF programs.

Generally, the report suggests that there are "serious limi-
tations" in existing empirical analysis of IMF-supported adjust-
ment programs and their relationship to -economic growth. The
report concludes that to evaluate the deflationary impact of IMF
programs will require a case-by-case approach. Such studies

would also have to be supplemented by some type of
modeling and simulation analysis so as to handle the
issues that arise in comparing the set- of .policies
included in a Fund program with a hypothetical alter-
native package of measures or in comparing the effects
of' a Fund program with the outcome that would occur in
the absence of a program (Khan and Knight 1985, 25).

The authors further note that it

has to be recognized that a IME program may lead to a .
lower growth in the first year, but can pave the way to
a recovery in succeeding years. The central question
is, would an alternative feasible set of policies that
differed from Fund programs in either the emphasis
placed .on certain instruments or in the choice of in-
struments, or both, ‘have achieved the same objectlves
at lesser cost? (p. 25).

Further effort must be made to address questions of this
type before conclusions can be drawn on the efficacy of IMF-sup-
ported programs versus alternatives that might have been avail-
able to the recipient country.
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Zambia’s repudiation in May 1987 of the reform package that
it had adopted at the insistence of the World Bank, the IMF, and
other donors illustrates a growing concern with IMF and other
conditionality.’” Zambia’s President Kaunda said that debt repay-
ment would ruin his country, although if the debts are not repaid
on schedule or rescheduled, then further IMF or World Bank assis-
tance apparently is barred. Western economists are quoted as
characterizing recent large IMF loans, most of which are to be
repaid in 3 years, as "criminal," "illogical," and "a mission
impossible from the start.'" The IMF is said to h:zve recently
conceded that it made serious miscalculations in determining
Zampbia’s ability to repay the loans. As recently as 1986 the
reform package was cited by the World Bank as a model in Africa.

The irony is that the reforms seemed to be working. Higher
agricultural prices apparently stimulated production. Availabil-
ity of foreign exchange to buy spare parts boosted factory use
sharply. The crux of the problem was that IMF and other donor
requirements essentially required a reduced standard of living
for Zambians whose economy has suffered from a long-run decline
in the world price of copper, that country’s major export. Newly
instituted price controls (which are contrary to adjustment pack-
age conditionality) already have resulted in the disappearance of
such items as soap and cooking oil from stores, although they are
now again widely available on the black market. Several facto-
ries closed in May and June of 1988 for lack of foreign exchange
to buy raw materials. A Swedish economist, summing up the prob-
lem, said, "the IMF medicine was correct, but the dosage was too
strong. The time ‘frame was too short.." T

In summary, the IMF provides short-term balance of payments
assistance under emergency conditions and tries (not '‘always suc-
cessfully) to give the recipient countries time to adjust and
mobilize resources for long-term development. While IMF condi-
tionality attached to such assistance is sometimes criticized as-
harshly compressing consumption, the basic evaluation problem is
in establishing the .counterfactual. conditions:, what would have .
been the situation without IMF assistance or with an alternative
set of policy changes?

‘These comments are based on The Washington Post, June 29, 1987,
which is quoted and paraphrased for this discussion.




APPENDIX D'

METHODS FOR FUTURE REFORM ASSESSMENTS BASKED ON AN NCONOMIC
POLICY REFORM ASSESSMENT IN MAILZX

1. INTRODUCTION

The current effort to assess the impact of policy reform
efforts in Africa, and in this case in Mali, has demonstrated the
difficulty of conducting this exercise given Lhe frequent lack of
necessary data and studies. Here we reflect on some of the meth-
odological lessons which may be gleaned frcem the Malian experi-
ence and help in future assessmznt.

The lessons from Mali will be generally applicable to the
French-speaking countries of the Sahel, which share an ecological
similarity and a common institutional and policy heritage (see
Wilcock 1978). There also may be application elsewhere in Africa
but more caution would have to be exercised.

Attempts to conduct this type of assessment will always face
unusual measurement difficulties in the Sahelian environment due
to two basic factors. One, data collection will always be a
scarce luxury in this environment. Two, extreme variability will
continue to characterize supply and demand conditions in the
cereals subsector because of (a) highly variable, weather-induced
supply conditions for the primary dryland sorghum and millet
crops, and (b) continued instability in world grain prices and
food aid availability. This variability 31mply means Lhat it
will always be dlfflcult to: trace ‘causality.

_Assessment is always easier when there is a clear definition
of reform program objectives, program actions, and predefined - -
impact indicators. These should be carefully defined at the
beginning of the program. In Mali, we have seen that the objec-
tives of the Cereals Market Restructuring Program (PRMC) were not
defined particularly clearly in its first phase. However, the
donors do seem to be making a clear effort to remedy this
situation for Phase II of the joint PRMC program.

Finally, in introduction, the Mali case presents a unique
opportunity to examine agricultural policy reform assessmnent;

... this is the objective of an, on901ng Michigan State Un1ve131ty
' [MSU] Food ‘Security Project micro-level research-effort. In .

fact, the two principal investigators in this effort, Professor
John Staatz and field research supervisor Josue Dione, are plan-

'This appendix is from the A.I.D. report by Wilcock, Roth, and
Haykin (1987).
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ning to produce a book describing this particular experience in
the development of field assessment methods.

2. METHODOLOGICAL SUGGESTIONS BY IMPACT AREAS

2.1 Impacts on Producer Response

In the Phase I period, the effort to assess impacts on pro-
ducers is complicated by the virtual total lack of relevant data.
Second, and more fundamentally, short-term planting and other
production decisions in the highly precarious environment for
dryland sorghum and millet in the Sahel are characterized predom-
inantly by risk reduction survival strategies rather than by
responding to market price signals.

In Phase II a number of improvements could be made in this
situation. First, the overall effort to assess impact would be
substantially easier if the collection of basic, recurrent sta-
tistics were improved. New approaches being tried using very
focused, mobile team techniques in collecting basic production
data on a sample basis would have high payoffs in the Sahelian
environment. These methods place great reliance on simply asking
farmers how much grain (or other crops) they produced. Various
data collection tests have shown these methods to produce results
that are at least- as good or better than the traditional. yield -
plot approach (and much better than the "OfflCP meetlng" estlma—
tion techniques often used in the Sahel). ' i :

Even if no improvement is made in basic agricultural data
collection, there are low cost.ways'to.get a better .picture of
marketing reform impacts on producer ‘incentives. First the prob-
lem needs to be simplified and subdivided by time period and by
crop. By time period we need to distinguish between short-term
reactions to recent prices on the next season’s production deci-
-sions and longer term changes .(over a 3= to..S5-year period) to.
adopt higher yielding technologies. Next, the investigations
need to distinguish among crops: dryland sorghum and millet,
-maize (either traditional compound maize or maize grown with
¢hemical fertilizer for the cash market), and flnally different
types . of rice, productlon (total water control as in the "Office
o du’ nger," ralnfed rice, and- flooded floatlng rice ‘such as ;s
planted along the Niger and which may only produce a crop in 1
year out of 4). Response to market price changes would be only
one of a number of factors affecting technology adoption to be
examined. The following are four types of production response
studies which could be done in Mali (most could be done in other
Sahelian countries as well) in the future.
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Short-Term Planting Intentions for Sorghum and Millet. A
one-shot survey could be done which would directly ask farmers
questions on how they determine acreage of grain to plant, and
how mid-season weeding and post-harvest marketing decisions are
made. The current USAID/Mali farming systems project or the MSU
data collection team cculd do such a small study.

(CMDT) Malian Textile Development Company High-Input Maize
Study. A short study should be done of available secondary data
on CMDT farmers growing and marketing high-input maize. The
analysis of secondary [data] could be followed with a rapid
reconnaissance type survey of a sample of CMDT maize growers
stratified by use of animal traction, whether cotton is grown,
etc. It would be easy to do this in the high extension coverage
area of CMDT in the dry season.

Rice Production and Marketing Study (If this has not already
been done). Basic information [should. be collected] on the major
rice production systems in Mali: total water control irrigation,
rainfed rice (particularly in the Sikasso area), and riparian,
floating rice along the Niger. Existing .information and studies
need to be consulted first (such as work of the WARDA [West
Africa Rice Development Association] group in Mopti), then rapid
reconnaissance survey could be done in the major production
areas. Key questions: rough cost of production and yields,
marketlng patterns, response to market prlces. WARDA might help
'with this on'a low-cost contract basis. S

.. Longer TermfProducer‘Adoption»éf*Igproved Drylénd~86rghuhg-
Millet Technologies. It would be useful to sort out, perhaps
with the help of the A.I.D.-funded ICRISAT [International Crops

Research Institute for the Semi-Arid TrOplCS]/Mall research -team, . -
to what extent Malian producers seem to have adopted any improved

techniques for producing sorghum and millet under dryland condi-
tions. This could involve mechanical technologies (animal trac-
tion-update Shulman/USAID study; different agronomic -‘techniques,
green manuring, etc.); biological technologies. (any improved..
varieties, with or without fertilizer?); and chemical technolo-
gies (including fertilizer and herbicides). If there has been
some. adoption, how and why did producers start.using the. technol—
ogies? (Direct questions to adopter farmers.)

2.2 Impacts on Efficiency in Market Channels .

There are indications of major cost reduction in the market
channels between the farm gate and the consumer due to the liber-
alization portion of the PRMC reform package. These need to be
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examined more systematically, first by the MSU team currently in
the field and perhaps by some well-focused follow-up studies.
These approaches would have wide applicability across the Sahel.
There are two reasons why the impacts occurring in market channel
efficiency have not received much attention. First, there is
almost no reliable information on real costs of grain marketing
through the channels (in Mali, private trade was illegal and
[therefore] could not be studied) and secondly, views of transac-
tions are often just partial: farm gate to wholesale or the cost
of distribution from wholesale bulk stocks to consumers. What is
needed is to look across the whole grain marketing channel over
time (are there changes between deficit and surplus years?) and
over space (do channels serving Bamako, Gao, and Mopti work sub-
stantially differently?).

2.3 Residual Functions for State Trading Agencies

The subsidy reduction impacts within OPAM [Mali Grain Mar-
keting Board] are perhaps the most visible and easiest to quanti-
fy of all impact areas examined in this assessment. As we have
seen, care must be taken in attributing causality, even with
these clearer indicators. For example, it was easier for OPAM to
cut expenses in the first 3 or 4 deficit years when a major func-
tion was to distribute food aid. Once conditions changed to
surplus, the gains made rapidly disappeared. In cther words,
measures of efficiéncy and cost récuction need to be defined with-
respect to alternative market conditions.

Currently, OPAM needs assistance in defining alternative
decision rules and procedures to respond to different possible
supply and demand situations.both within. and outside Mali. . Much
of this can be done on a relatively informal, accounting model
basis, which would simply take.account of production, public and
private stocks, commercial pipeline imports, food aid, and con-
sumption figures. -Obviously close "early warning" monitoring of
the domestic coarse grain production situation and the world .rice
situation would be most important.

At the reglonal Sahellan level, there is a great opportu--
nity to examine the change which has occurred in grain marketing-

.1nst1tutlons and act1v1t1es in the ‘10 years since the Elliot Berg .

group ‘looked at the subject 'in 1976/1977. .We Know already that
major institutional changes have occurred across the reglon and -
there may be opportunities to examine certain data series within
a 10-year perspective.



2.4 Consumer Impacts

In contrast to a developed economy where 3 or 4 percent of
the population feed the rest and where the distinction between
consumer and producer is somewhat clearer, these distinctions are
often blurred in the Sahel. The first question that must be
addressed, therefore, is which consuner groups we are talking
about. The consumers who are also producers? Urban populations:
urban unemployed or relatively well-off civil servant groups?
Next, the relevant performance measures which apply to these
different groups must be more clearly defined. As in everything
else, there are no data. The lack of consumption studies is
perhaps even more chronic than the lack of reasonable agricul-
tural production statistics. Currently in Mali a group from
Tufts University is analyzing data from an urban consumption
survey, which may provide some interesting clues as to individual
patterns of expenditure and incidence of benefits. Further stud-
ies of this kind should be encouraged along with focused studies
of food distribution by consumer cooperatives and other urban
groups.

2.5 Data Collection and Policy Analysis Capability Must Be
Institutionalized

Perhaps'dne“df”thé-gréateét‘Shbftéomingé'df the PRMC ‘pro--
gram, and related donor efforts, ls the ‘lack of institutionaliza-
tion of necessary ba51c ‘data collection and. pollcy analy81s capa-=
bilities. Whilé some progress has been made in improving data
collection within OPAM (some market price information and im-
provements . in management data collectlon), most of.the key data -

which could be used to evaluate the program and to plan annual ~ = =

grain marketing strategies was being collected by ad hoc donor-
sponsored ' efforts, such as the much praised MSU effort. There
has been a near total lack of attention paid to institutionaliz-

-ing this capacity within the Malian government. . This..is particu-. .

larly true of the development of the Malian capacity to analyze
relevant policy options. This is in contrast to policy reform
efforts in other countries where part of the assistance has gone
.into.. efforts to ‘gradually beef up the analytlcal capablllty,
which jin turn creates a demand for better data since 1t can. be
shown that data- collectlon has’a pract1Cal and 1mportant conse—
.quence. .
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