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FOREWORD
 

Macioeconomic stabilizaiion and adjustment programs are currently result
ing in major economic and social changes in many developing countries. Some 
of these changes have been beneficial while others have caused severe hardships 
for the poor including increased food and nutritional deficiencies, poor health 
and possibly increased mortality. However, little information is available about 
the impact of specific policies and programs on the various groups of low-income 
households and how undesirable negative effects could be avoided. Yet without 
such information it is difficult for governments to design and implement 
measures that will protect the poor from severe hardships. 

It is for these reasons that the Cornell Food and Nutrition Policy Program 
(CFNPP) has initiated research on ,nacrocconomic adjustment and the lxx)r. 

An overview of the conceptual relationships, a review of available empirical 
evidence, and a tentative proposal for research were pr!cAnted in earlier papers, 
e.g. Pinstrup-Andersen (1987a and 1988). A workshop held in 1987 made a 
major contribution to the development of analytical approaches (a proceedings 
issue will be published shortly). In this monograph, Grant Scobie provides a 
comprehensive and insightful review of the most critical issues. In addition, he 
proposes a research strategy for gaining information of utility for those who have 
the power to protect the poor from unacceptable negative effects of macro
economic adjustment through either modifications in the adjustment programs 
or compensatory schemes targeted on particularly high-risk household groups. 

In addition to the work reported in this monograph, which focuses on 
macroeconomic policy measures, CFNPP is engaged in other activities in 
support of research to analyze the impact of policy reforms on low-income 
groups. These efforts include further development of analytical methodologies 
for examining institutional and political economy issues, focusing on public 
enterprise reforms and market liberalization in the agricultural sector, as well 
as the development of a micro-macro consistency model. The latter will attempt 
to link complex and high!y aggregated macro models with detailed micro models 
that take macro variables as exogenous. In combination, these efforts will 
provide guidance for the multi-country study for Africa which isbeing directed 
by David Sahn and funded by the Africa Bureau of the Agency for International 
Development, as well as a nuri.ber of other country studies that are being 
planned in other regions in close collaboration with national governments and 
Ltternational aid agencies. 
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The preparation of this monograph was supported by the Agency for Inter
national Development through the Office of Nutrition and the Africa Bureau,
the United Nations ACC/Sub-Committee on Nutrition, the Pew Memorial
Trust, and the Interamerican Institute of Cooperation in Agriculture (IICA). 

Ithaca, New York Per Pinstrup-Andersen
February, 1989 Director, CFNPP 
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PROLOGUE
 

This report represents an attempt to move toward a concrete research agenda 
to address the short-run impact of macroeconomic adjustment policies on the 
poor in developing countries. 

This subject is important for national policy makers and international agen
cies alike. The experience of the 1980s suggests that the mix and timing of these 
policies may have an important bearing on the size and distribution of the 
adjustmen! costs. While the distributional consequences of economic policy in 
developing countries in no way represents a new field of enquiry, the immediate 
impact of policies aimed at correcting unsustainable macroeconomic disequi
libria isnot one on which the profession has to date shed a great deal of light. 

There are at least three reasons for this paucity of quantitative estimates of 
the effect on poverty of these policy measures. In the first place there isnosingle 
policy instrument, such as a tariff, or a minimum producer price. There is a 
whole host of instruments, some domestic and some relating to the country's 
external economic relations. Second, there is no one universal i.,easure of the 
impact in terms of welfare, real incomes, or nutritional status. "'hird, the 
analytical apparatus at our disposal does not deal easily with the distributional 
consequences in the context of short-run dynamics starting from a position of 
significant disequilibria. 

Added to these handicaps is the fact that ;he topic spans a vast literature 
covering macroeconomic adjustment, income distribution, public finance, 
poverty and nutrition, and theoretical issues in modelling. While this document 
attempts a synthesis of the major issues, itcannot, and does not, pretend to deal 
adequately with them all. 

Many people have contributed to the task. In part, the extensive bibliography 
provides a partial acknowledgement. Of particular note, however was a 
Workshop held at Cornell University in late June 1987, "nder the auspices of 
the Cornell Nutritional Surveillance Program. A spirit of genuine collegiality 
and sharing of insights and experiences characterized that gathering. 
benefitted enormously from the papers, the commentaries and the informal 
discussion, and have drawn heavily on them. I can only hope that those who 
recognize their own ideas and contributions will find their positions adequately 
and fairly represented. 

Special acknowledgement is due to Per Pinstrup-Andersen. While setting 
an impossible task, he has given every possible support, both personal and 
professional. This has eased a little, the Herculean task of reviewing several 

I 



viii 

hundred papers and reading dozens of books. Pouring over Thorbeckian SA Ms
with amagnifyingglass taxed my already strained eyesight. Wendy Merrill acted 
as rapporteur for the Workshop, and her ski!lful synthesis helped greatly in
recalling and reconstructing the fruitful debate. 

Harold Alderman, Joel Greer, Lemma Merid, and David Sahn contributed 
to this report, particularly sections 4.5, 5.3, and 8.1. 

A number of collcagues made thoughtful suggestion for changes. Notable were the time and efforts of Per Pinstrup-Andcrsen, Jere Behrman, David Sahn,
Paul Glcwwe, Peter Hcllcr and Thanos Catsambas. Their comments were allcarefully considered, and the majority incorporated. The final report has 
henefitted from those contributions. 

Regrettably, responsibility for residual solecisms, both scientific and seman
tic, must reside with the author. 

Hamilton, New Zealand Grant M. Scobie 
February, 1989 

to 
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EXECUTIVE SUMMARY
 

Greater economic instability 
For more than a decade, developing countries have been buffeted by 

a series of macroeconomic shocks. 

These shocks have arisen from both external and domestic sources 
There has been a wide range of sources of these shocks. The external 

economic environment has seen major shifts in the terms of trade, sudden 
changes in oil prices, high real interest rates, and slow growth in export 
demand facing the developing countries. Internal disruptions, including 
both natural and policy disasters, have often compounded the problem. 

Macroeconomic imbalances have resulted 
Excessive or unsustainable deficits inthe current account balance and 

substantial rises in foreign debt levels have accompanied these episodes. 
Domestic inflation rates typically rose to levels above those characteristic 
of earlier periods. 

This has lead to pressure on developing countries to adjust their economies 
The combination of internal and external shocks has lead to unsus

tainablc positions which have had to be corrected. Reduced foreign 
exchange reserves, high debt servicing obligations and little prospect of 
further borrowing has forced countries to adopt corrective measures. 

Fundamental imbalances have to be corrected through 
macroeconomic adjustments 

Both current account deficits and sustained high inflation are 
symptoms of excess aggregate demand. Total income generated by 
domestic factors (aggregate supply) isnot sufficient to meet total domestic 
absorption. The macrocconomic adjustments which address these im
balances consist of both macroeconomic stabilization efforts that are 
adoptcd to reduce the level of aggregate demand and structural adjust
ment measures that potentially raise the productivity of resources in the 
short-run. 

Goals ofa iacrotconomic adjustment program 
The objectives o, the macroeconomic adjustment are to restore a 

sustainable current account balance, to reduce the rate of inflation, to 
attain a manageable levcl of external debt and to accelerate and maintain 
economic growth. 
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Potential for positive effects 
Eliminating the deadweight loss that accompanies parallel markets 

may result in higher output for the economy. In addition changes in 
parallel markets reduce rent opportunities, and outcome that will likely
raise the income of the poor. Similarly, reduction of implicit taxes and 
reforms of public enterprise may increase incomes oflow-income groups. 

Importance of supply response 
To elimirate the imbalances, aggregate demand must fall, and/or 

aggregate supply must expand. Structural policies which expand current 
and potential output by increasing the efficiency of resource use and 
raising the capital stock, together with changes in intersectoral incentives 
to alter the composition of output and absorption between the home and 
tradable goods sectors, are both vital to the sustained success of a policy 
reform program. 

There are important external aspects 
In addition to the domestic policies, external trade policies, economic 

activity in export markets and international financing policies condition 
both the outcome of a macroeconomic adjustment program and the 
choice of domestic policy instruments. 

Distributional consequences are inevitable 
Associated with the level and composition of output and absorption at 

any point in time is a configuration of factor demands and payments that 
generate a particular distribution of income through factors to 
households. Changes in the structure of output and absorption will in
evitably bc accompanied by changes in the distribution of income. The 
economy has to be brought back into equilibrium, and whether this isdone 
as the result of conscious policy steps or by default, there will be changes 
in the pattern of income distribution. 

Shocks can be severe 
There is mounting, although not universal evidence, that for many 

countries the process of re-establishing macroeconomic equilibria may
involve very severe shocks which adversely affect the welfare ofsignificant
sections of the population. Changes in real wages, unemployment rates, 
the.size of the informal sector, household expenditures, calorie consump
tion, and health and nutrition hidicators show deterioration in many
instances. The evidence that the burden of adjustment may fall most 
heavily on the vulnerable groups of the population remains fragmentary 
and difficult to interpret. 
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Increasing attention Is being given to these distributional Impacts 
There isincreasing concern for these consequences among both inter

national agencies and policy makers in developing countries. Both are 
seeking better information to guide policy formation. 

There are both short and long run consequences 
In the short run, a change in rea! consumption levels may signal 

immediate consequences for human welfare amongst the poorest. In the 
longer term, any reductions/increases in investment in human and physical 
capital which accompany the macroeconomic adjustment policies 
reduce/raise their future income earning capacity. 

Several studies have been undertaken 
A number of projects which address various aspects of this issue have 

been undertaken. They have provided much valuable material and added 
to the stock of knowledge. However they have generally stopped short 
(doubtless as a considered judgement on the complexity of the problem) 
of quantifying the impacts on the well-being of poor households. Nor have 
they tried to analyze the short run distributional consequences. 

Central tenets of the proposed study 
0 It isproposed that the research be focused on poverty in general and 

the nutritional status of the poor in particular. 
II 	 Attention is centered on the short-run impacts (i.e., up to 5years) of 

macroeconomic adjustment policies on the welfare of the poorest 
groups. The fundamental issue isone of human welfare, and how to 
formulate policies which raise the living standards of low income 
groups. That the policy reforms lay the basis for economic recovery 
and higher real incomes inthe future does not constitute ajustification 
for overlooking the priority of raising the incomes of the poorest in 
the short-term. There is nothing inherent in either the theory or 
evidence of adjustment programs that would ensure that those who 
would be the beneficiaries of long-term economic growth will also 
witness an increase in their real incomes in the short-term, or vice.. 
versa. 

Clients for proposed research 
The primary clients for the proposed research are the national govern

ments and international aid agencies involved in formulating and financing 
macroeconomic adjustment programs in developing countries, as well as 
policy makers in developing countries. The project will need to be 
structured in a manner that captures their interest and support through 
its relevance to the decisions they face. There is a derived demand for 
enhanced information concerning the distributional consequences to aid 
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in the formulation of domestic policies for macroeconomic adjustment 
and compensation. 

Objectives of the proposed research
 
" 
 To identify the principal mechanisms through which macrocconomic 

policies affect the real incomes and nutritional status of the poor. 
* 	 To review the evidence from selected countries that these policies 

have had a significant bearing on the distributional outcomes ob
served. 

" 	 By quantifyingthe impact, to evaluate the tradeoffs between achieving 
the macroeconomic growth objectives ofa policyreform program and 
minimizing the fall or maximizing the rise in the real incomes of the 
poorest by modifying the mix and timing of macroeconomic policies. 

Major elements of the proposed research strateg' 
There are four major components: 

* 	 The theoretical framework 
* An overview of the evidence
 
" Case studies in selected countries
 
* 	 Comparative analysis of country experiences 

.ase 	Studies 
A series of country studies need to be undertaken on the basis of a 

range of experiences with macrocconomic adjustment policies, the nature 
and extent of shocks to the economy, the structure of (he economy, and 
the availability of data and existing models. 
• 	 The case studies will provide a narrative of the policy setting and an 

analysis of the changes in poverty and nutritional status. These in
dicators, based on indices of both general and food xvcrty, will be 
mapped from changes in real household incomes. The changes in the 
extent of poverty will be decomposed across socioeconomic groups. 

" 	 Real income changes will in turn be mapped from changes in wages 
and employmci t, factor payments, price indices for major com
ponents of expenditure, transfers and taxes, and social services. 
Where feasible, a social accounting matrix isproposed as the central 
organizing framework for these flows, and will create the mapping
from factor payments to households. 

* 	 The estimation ofthe SAM following the xlicy changes will be based 
on the use of multipliers. A series of behavioral equations will be 
added to describe the main components of production, consumption 
and price formation. 
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Methodological limitations 
The complexity of the issue is such that there cannot be one single 

integrated model capable of predicting all the dimensions of the short-run 
impact of stabilization and structural adjustment policies on nutrition and 
poverty, starting from a position of severe macroeconomic disequilibria. 
In order to achieve the objective of quantifying the impact on welfare 
targets of policy instruments, itwill be necessary to abstract from many of 
the nuances of the institutional and economic systems that in reality 
impinge on the distributional outcomes, and to restrict the range of targets 
and instruments that are examined. 

In particular, the research should concentrate on an examination of 
domestic policies, and will focus on theshort-run impact on decomposable 
poverty measures. 

Comparative analysis 
In addition to the information generated by each of the individual 

country studies, there is a need to undertake a comparative analysis of 
these results. The distributional consequences of macroeconomic adjust
ments will differ across countries. These differences can arise due to (a) 
differences in the nature of the shocks; (b) differences in the structure of 
economies (in part itself a reflection of the long term development
policies); and (c) differences in the policies they adopt to deal wiil the 
economic crises. The essential task facing the comparative analysi.s is to 
isolate the extent to which the policy differences explain the diversity of 
outcomes. 



1. INTRODUCTION
 

The 1980s have witnessed the severest economic recession in the developing 
countries since the Great Depression. The accompanying decline in real incom
es has, in many countries, wiped out the gains ofnearly two decades of economic 
growth. Stagnation or decline in real output, falling real wages and rising 
unemployment have reduced the real living standards of a large share of the 
population of !hese countries. 

The recession and its associated decline in real incomes, followed from what, 
without being overly dramatic, can only be described as an economic crisis. That 
crisis arose from an unsustainable macroeconomic imbalance between ag
gregate supply and demand. It was expressed most generally as rapid domestic 
inflation (intei nal disequilibrium) and current account deficits (external dis
equilibrium). 

Inevitably, countries undertook various forms of adjustment, sometimes 
planned, but not infrequently by default. The impact of these macroeconomic 
adjustments on the distribution of income in general, and more particularly on 
changes in the real incomes of the poorest has attracted growing attention and 
concern in recent years. The relation between economic policy and income 
distribution in developing countries is hardly a new topic. In fact, it has been a 
pervasive theme of much of the development literature for decades. However, 
only a few attempts, either theoretical or empirical, have been made to examine 
the short-run effect of macroeconomic adjustment and stabilization policies on 
either the distribution of income or the real incomes of the poorest. 

Much effort has been directed to understanding changes in the distribution 
of income as economic growth proceeds, and to the influence of alternative 
long-term development strategies on the distribution of assets (both human and 
physical) and income. In the last decade, attention turned to the real incomes of 
the poorest and how specific policies might be directed to ensuring they had 
access to a minimum absolute level of real income. The generation and delivery 
of food, housing, education, health and sanitation services were examined with 
a view to creating policies that ensured the basic needs of the poorest were met. 
The design of interventions to meet these needs in a cost-effective way sup
planted the earlier attention given the broader relationship between economic 
growth and income distribution. 

At the same time, the question of macroeconomic adjustment policies in 
developing countries has been the subject of intense debate and has produced 
an equally voluminous literature. Much of that debate has centered on the issue 
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of whether there are inherent (structural) rigidities in both the pattern of 
production and demand, such that the use of certain policy instruments would 
be, at best, relatively ineffective inbringing about macroceonomic balance, and 
at worst be so inappropriate as to impose unnecessary adjustment costs in terms 
of foregone output. In the main, concern was with the performance of macro
economic indicators, such as inflation, the balance of payments, investment and 
real output growth. Itshould be noted though, that the Latin American literature 
had considered the distributional consequences of macroeconomic policies
(Foxley, 1981) least. However, the focus more thesince the 1950s at was 
short-run consequences of such adjustment policies for income distribution in 
general, rather than on absolute changes in tl.e welfare of the poorest in 
particular. 

In contrast, the crisis facing many countries in the 1980s has been of such 
magnitude that real concern has been raised about the impact on the living
standards of vulnerable groups. In particular, questions have been raised about 
the effect of the adjustment policies themselves. Some have argued that the 
nature of the p)licies adoptcd have resulted in a disproportionate share of the 
adjustment costs falling on the poorest. It is argued that this reflects the choice 
of instruments of domestic policy. But increasmigly it is felt ti'at italso stems from 
external conditions and the policies of international agencies and creditors 
which have left countries with few, if any, options, and have forced t.hem to adopt 
adjustment strategies with scant regard for the distributional consequences.
Implicit inthese arguments isthe hypothcsis that a different mixof policies would 
have been able to achieve the same improvement in correcting the aggregate 
imbalance in the economy, while lessening, or even eliminating, the decline in 
real incomes of the poorest. 

Others have argued that because stabilization and structural adjustment
policies impose a severe burden on the poor, the ststainability of the program 
is itself in question. Only a repressive regime would be able to successfully
implement such a program, and its ability to withstand the demands from those 
disadvantaged isunlikely to persist. These arguments suggest that not only are 
the distributional consequences of policy reform a matter of concern per se, but 
that the very viability of a macrocconomic adjustment program is intimately
dependent on both the extent and the incidence of the costs. 

To understand the consequences of macrocconomic imbalance for the level 
and distribution of real incomes, one must examine both its origins and the policy 
responses that it engendered. Only then will we be in a position to relate those 
consequences to the nature and magnitude of the macroeconomic disequilibria
and to enquire as to whether other policy responses might have lead to different 
consequences. 
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That stabilization and structural adjustment programs will have distributional 
consequences is totally axiomatic. There issimply no escaping this fact. At any 
point in time, an economy has some structure of output, a lkvel and composition 
of demand and an associated set of prices and payments to factors. These, 
together with a set of income transfers, both explicit and hnplicit which result 
from the intervention of the state, determine both the distribution of income and 
the absolute incomes of particulp; groups. 

By definition, the disequilibria reached at the time of a crisis requiring 
adjustment program are simply no' sustainable. The particular level ofaggregate 
demand, pattern of output and the factor prices associated with the imbalances, 
and prevailing at the time of the crisis, cannot persist. The very process of 
correcting those imbalances requires that the structure and level of demand, 
together with the pattern and level or sectoral output, has to be altered. Were 
they to remain, the disequilibria would simply persist. In the process ofchanging 
they will move to adopt new values, and associated with those new values will be 
a different set of prices and factor rewards. The pattern of implicit transfer 
payments will change, and the opportunity to alter the explicit transfers will, as 
always, be present. 

It may be the case that, in order to achieve the reallocation of resources in 
the economy, the associated pat.ern of factor paymerts may be "undesirable" 
in terms of the distribution of incomes. There will be gainers and losers from the 
changes, but of particular concern isthe impact on the most vulnerable; on those 
whose current position is economically precarious. 

This document attempts to move toward establishing a concrete research 
agenda to address the short-run impact of macroeconomic adjustment policies 
on the poor in developing countries. These policies do not comprise a clearly 
separable set, acting as they do in conjunction with the extant policy environ
ment, and being conditioned by other policies. Chapter 2 endeavors to clarify 
these relationships, and to place in perspective the policies of concern to this 
study. From this discussion isdistilled a brief statement of the objectives, which 
are set out for the reader's convenience as Chapter 3. 

On purely theoretical grounds the distributive effects of adjustment policies 
are ambiguous. It is likely that the lack of compelling evidence concerning the 
relatioaships between the variables, is, at least in part, attributable to this 
ambiguity. For this reason it is important that future research give careful 
consideration to the underlying theoretical issues, and from these draw implica
tions in the form of testable hypotheses. Failure to do so would condemn the 
effort to the same criticisms made of some of the related work that has relied 
largely on casual empiricism and apparent association, but lacked the analytical 
underpinnings necessary to untangle the complex evidence. 
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Chapter 4 addresses the theoretical issues, and draw, on the dependent 
economy model as an organizing framework for the discussion. A variety of 
mechanisms are examined through which macroeconomic adjustment has an 
impact on income distribution. The nature of the major policy instruments is 
more fully explored inChapter 5,and this isfollowed by a discussion of matters 
concerning the order, mix and timing of policy changes (Chapter 6). 

A capsule view of some selected empirical work ispresented in Chapter 7. 
Despite a rich and varied menu of approaches, it is found that few have 
addressed the objectives of this study. 

Given that the focus is on the welfare of the poor, Chapter 8 reviews 
alternative indicators of poverty and nutritional status. The final chapter draws 
together the main threads of the story and sets out the principal elements of a 
research strategy designed to quantify the short-run impact of adjustment on the 
incomes and nutritional status of the poor in developing countries. 
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2. THE POLICY 
SETTING 

In addressing the short-term impact of macroeconomic adjustment policies 
on the poor, it is important to recognize that there are a number ofsets of policies 
which are involved. The central question of this study cannot be addressed 
without first identifying these various sets of policies, understanding how they 
are interrelated, and linking them to the distributional outcomes. Furthermore, 
as all these policies have distributional consequences, it isimportant to separate 
out those which are to be the focus of the study. It is simply not possible to 
encompass an analysis of all the various policies in one study. 

The simple representation of the major policies shown in Figure 2.1 will help 
to guide the following discussion. Consider the situation prior to the onset of a 
macroeconomic crisis. The existing structure of the economy and the associated 
income distribution will, in part, have been determined by the long-term 
development policies that have been adopted. For example, the extent of the 
openness of the economy, the flexibility in the markets for foreign capital, the 
nature of the interest rate setting, the extent of indexing of wages, and the level 
of import protection and export taxes or subsidies will all have an important 
bearing on the growth of the economy and the manner in whicn assets and 
income are distributed. In addition, there may be long-standing systems for 
income transfers, either through intervention in particular markets (notably 
credit, housing, food, fuel and transport, public utilities) or through the provision 
of public services (notably in health and education), and systems by which 
goveriment intervenes directly in markets, whether it be through wage policies 
or public enterprises such as agricultural parastatals. 

At the same time, certain demand management policies will have been 
pursued. Some of these may have been in response to earlier changes in the 
external environment, such as in the terms of trade, or in the access to interna
tional credit markets. Others may reflect an expansionary policy of the 
government. In any event the selection of appropriate adjustment measures will 
[:, conditioned by the type of domestic aggregate demand management policies 
that are operating at the time, in addition to the existing sectoral policies being 
pursued by the government. 

Given the emergence of a macroeconomic crisis a set of policies will be 
implemented. There has been much debate and confusion in the literature about 
whether there are two types of policies, typically labelled "stabilization" and 
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"structural" adjustment (Killick, 1986a; Buiter, 1986). There seems to be little 
point in pursuing the issue here, other than to note that there isno simple, useful 
distinction between the two. 

It issometimes argued that stabilization policies are those which are directed 
at demand management, while those aimed at increasing aggregate supply relate 
to structural adjustment. However, itmay well be the case that in addressing the 
imbalances that have led to acrisis, attention should be focussed on increasing 
the supply from some sectors. In a case where there had been massive govern
ment interventions which had reduced the profitability of say an export crop, 
then a central part of a policy reform program may be an element of so-called 
structural adjustment, involving a realignment of relative prices through any of 
a variety of mechanisms, ranging from privatization of marketing to altering 
implicit and explicit taxation of agriculture. This could result in a rapid and 
significant rise in the exportablc surplus and a corrcslx)nding reduction in the 

current account deficit. 
Likcwise a reduction in government spending on certain classes of gXds will 

release resources for private consumption and lead to a "structural adjustment" 
in the conomy toward the production of other classes of goods, while simul
ta neously contribut ing to"stabilization" by red ucing the size of the unsustainable 
public sector deficit. 

Further confusion in the terminology arises with the common use of "balance 

of payments adjustment." Here adjustment is to be seen as a process, a 
mechanism or ameans for achieving some change inthe "balance of payments" 
(itselfa term characicrized by muddled use). Incontrast, adjustment inthe sense 
of long-run reallocation of resources engendered by changes ir the structure of 
incentives istaken to be agoal in itself (Addison and Dcmcry, 1987.). 

Inthis paper, primary interest ison the short-term implica: ions for the oxor 
of policies that are implemented to deal wit h a macrocconomic crisis. Some of 
the relevant policies will come from both categories, and are referred to, in 
combination, as macrocconomic adjustment. What is crucial in the present 
context isto identify those policies which have an impact on the real incomes of 
the poor in the short-run. Whether they belong to one taxonomic group or 
another is a secondary malter. 

Macrocconomic adjustment policies will be viewed in this paper as those 
measures takcn to improve the balance between aggregatc supply and demand 
(Crockctt, 1981). Itispresumed that the need for them arises from the presence 
of an urtsustainable deficit in the current account, often accompanied by infla
tionary pressures. 
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Much has been made of the distinction between "orthodox" (or
"nonetarist") and "structuralist" views of stabilization (Taylor, 1987). The 
monetarist view centers on the need to reduce the level of demand, as it is 
generally argued that the deficit on the current account and inflationary pres
sures arise when the rate of growth of national expenditure (demand) exceeds 
that of output (supply). 

In contrast, the structuralist view has stressed that due to inherent in
flexibilities in both production and demand, a reduction in domestic absorption
will manifest itself largely in a decline inreal output. The policy implied by such 
a view is one that encourages output growth (supply enhancing) rather than one 
that reduces absorption (demand constraining), in order to achieve a given
improvement in the balance between aggregate supply and demand. Both 
approaches are concerned with how this adjustment is to be achieved. The 
mechanisms by which it oecurs are, however, perceived to be quite different. 

The structuralists argue that an autonomous change indemand, arising from 
export, investment or public sector demand, will lead to a rise inprices, a point
not in contention with those ef an orthodox persuasion. However for a variety
of reasons, there are 'structural' bottlenecks and rigidities that preclude output
expanding, or in the case of various seciors, resources from moving from one 
sector to another, or substitution occurring in production or consumption. This 
limits the adjustment mechanisms available to the economy. The result of the 
higher prices is to raise costs, which dissipates the pressure either in the form of 
increased returns to factors of production (labor or intermediate inputs) or in 
the mark-ups or margins (presumably the returns to capital, entrepreneurship
and risk-taking). The next step hinges on the distribution of those streams. If 
there isless than full wage indexing so that nominal wages rise less than the price
level, there will be a shift in the income distribution toward the group receiving
the mark-ups as income. Finally as the marginal propensities to save are taken 
to differ among groups dcpending on their source of income, there will be'forced 
saving' which brings about the equilibrium, cx post, between aggregate supply 
and demand. 

It is not fruitful to limit the analysis to one arbitrarily defined set of policies 
to the exclusion of another set, and it is equally unproductive to regard the 
monetarist/structuralist debate as offering two mutually exclusive, competing
theoretical positions. The success of a country inreducing the unsustainable gap
between supply and demand will depend on the policies chosen and the existing
institutional and structural setting. The particular mix of policies may well 
embrace moves to reduce supply bottlenecks and to change the institutional 
rules, thereby leading to ashort-term supply response, in addition to policies to 
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constrain aggregate demand. The challenge for policy-makers is to select the 
best mix, not to make a simple choice between either supply-increasing or 
demand-reducing policies. 

If demand exceeds supply, the shortfall can be addressed by either removing 
bottlenecks and constraints to more efficient resource allocation, leading to 
increased output, or by financing that issues claims against future output. When 
the former fails, or the latter no longer isviable because foreigners are no longer 
willing to accept additional claims, then adjustment will take place in an involun
tary manner such that ex post there is, by definition, no imbalance. The 
imbalance between supply and demand must then inevitably be achieved by a 
reduction in the level of domestic absorption relative to real output - that isby 
an increase in the level of net domestic saving. 

The distributional consequences will be a reflection of three sets of policies 
(Figure 2.1): 

(i) 	the stabilization policies adopted by the country (including aggregate 
demand and relative price and social expenditure and transfer policies); 

(ii) the long-term development strategy adopted by the country-, and 
(iii) 	 the international economic policies that the country faces. 

The prima.-y focus of this paper ison the first set of policies. These represent 
the set of domestic policy choices that face a country which must implement a 
policy reform strategy. It must be stressed that the principal concern of the study 
isthe effect of alternative policies on the welfare of the vulnerable. Can countries 
exercise a choice from among a set of policies such that they can influence the 
distributional outcome of a necessary adjustment program? 

The theoretical insights into, the distributional conisequences of adjustments 
policies are an important and necessary first step, arid will be closely examined. 
The key issue, however, isthe extent to which a cetntry can choose the nature 
and sequencing of its stabilization and adjustment measures in order to modify 
the distributional outcomcs, subject to the need to improve the balance between 
aggregate supply and demand, which lay at the root of the need to implement 
an economic reform program. 

An important issue Ihat must be addressed is whether it is necessary to 
consider the causes of the imbalances which are giving rise to the need for 
adjustment policies (Khan and Knight, 1983). Here there are two views. One 
position is that past events and policy responses are irrelevant; all that matters 
isthat the country isfacing an unsustainable combination of internal and external 
balances, and regardless of how these may have arisen, action has to be taken. 
The only issue at hand is to correctly analyze tie current position and select 
appropriate policies to correct it. 
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An alternative view isthat how the country arrived at its present state is of 
importance. Some have argued that whether the source of the imbalance was 
internal or exernal to the country is a key question it,deciding on the policy 
response. Specifically, if the proximate cause of the disequilibrium is overly
expansionary aggregate demand policies, then the solution should be to restrain 
domestic absorption. 

In contrast, if the source of the disequilibrium is identified as exogenous
changes in the cxternal environment (such as a rise ininternational interest rates, 
a recession in major importing countries, or a fall in the terms of trade), then 
changes in domestic demand management policies may not be necessary if other 
solutions can be sought in terms of changes in the external environment. These 
could take various forms, involving trade negotiations for preferential access,
commodity agreements, greater use of ffcreign credits, or deferral of debt 
repayments. 

In practice, it is extremely difficult to separate out the influences of past
changes. Not only are they complex, but they are seldom independent. The 
current circumstances will reflect both external and internal forces and, in 
particular, how domestic policies have reacted to past changes in external 
conditions. Rather than attempting to unravel this history, it might be more 
meaningful to consider whether the imbalarces are temporary or permanent. If 
they arc permanent, then they will call for fundamental changes inthe relation
ship between supply and demand in the economy, domestic policies to reduce 
aggregate demand in the short run and to expand supply are in order. In 
contrast, if the disequilibrium has arisen from circumstances which are either
internal or external but which are likely to bc temporary, then the policy response 
may well be to seek short term financing. 

The importance of this issue lies in the fact that domestic policy changes to 
reduce absorption and external solutions involving additional foreigu financing 
are likely to have quite different distributional consequences. Hence, whether 
the problem is perceived as temporary or permanent is important indeciding
what sort of policy to adopt. Having made that choice, the outcomes for the real 
incomes of ditlerent groups are likely to be quite different. It isin this sense that 
the past matters. 

The question of whether the changes are perinanent or temporary raises 
another aspect that iscentral to considering the distributional aspects of adjust
ments. Consider an economy that isinitially inequilibrium. This state will have 
associated with it a particular configuration of outputs, prices, factor rewards,
income distribution and real incomes accruing to specific groups. Now let there 
be a sudden change,in say the external terms of trade, achar.ge which isassumed 
to be permanent. This will require a permanent restructuring of the economy, 
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so that a new equilibrium isreached with an associated but presumably different 
configuration of outputs, prices and incomes for particular groups. In other 
words there will be distributional changes associated with the change in the 
long-run equilibrium position of the economy. 

At the same time, the imposition ofthis exogenous shock to the terms of trade 
will create a short-run macro-economic crisis whose resolution only comes about 
through the move toward the new long-run equilibrium position. Inthe interim 
there will be changes in the distribution of income which may deviate from the 
new long-run outcome. While itmay be true that the real income ofthe economy 
ingeneral, and of some specific group in particular, will be lower under the new 
equilibrium than that prevailing prior to the crisis, there exists the possibility that 
in the interim :he incomes ofspecific groups may fall even further, subsequently 
recovering to, ihcir new, albeit lower level. In effect, there isa short run J' curve 
effect, wher-', the real incomes of agroup decline initially quite drastically and 
subsequently recover after the economy has had time to adjust to the new 
circumstances. 

Of particular concern to this paper is the extent to which those short-run 
changes inthe real incomes of the poorest are a reflection of the policies which 
are adopted to deal with the transition to the new equilibrium position. The 
challenge is to tease out of the evidence the short-term changes, that are 
amenable to the choice of policy, from the longer term distributional consequen
ces of the exogenous, permanent change in the country's circumstances. The 
scope for policy analysis is not the difference between the original and new 
equilibrium positions. Rather, it is the path of the adjustment, and whether 
through an appropriate choice of policies, that path is amenable to influence. In 
particular, is it possible to choose a level and mix of Ip)licics which result in a 
sufficient short-term supply response so as to avoid the need for economic 
contraction that would reduce the incomes of particular vulnerable groups? 

The distinction between the distributional consequences of a permanent shift 
in the economy and the time path of the distributional changes between the old 
and the new equilibrium positions is of central concern. As an illustration, 
consider the case of acount rywhich faces apermanent fall inthe price itreceives 
for an export commodity. As noted by Bourguignon (1987), producers may face 
lower real incomes even after the economy has had time to adjust and a new 
configuration of output and resource use has emerged. This outcome may well 
be independent of whatever policies are adopted, and hence is not to be 
attributed as t 'social cost' of adjustment. What is relevant is the path of real 
incomes of producers during the adjustment phase. The nature of the policies 
adopted in the short-run concerning such matters as the domestic commodity 
prices, producer and consumer subsidies, the real exchange rate, the type of 
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commercial policy, and the labor and credit market policies will influence the 
time path of the carned incomes of producers and determine whether there are 
serious transitional losses. 

None of this is to suggest that the actual level of the new equilibrium is not 
itself a function of the nature of the macroeconomic adjustment policies which 
are chosen to deal with the imbalances arising from the exogenous change. This 
issimply an added complication that must be recognized. If for example, the cut 
in domestic absorption was made by reducing investment rather than current 
consumption, then the economy's stock of capital would be lower at the start of 
the new equilibrium than would otherwise have bcn the case. This will itself 
have implications for the future rate of growth and the distribution of incomes. 
Alternatively, apolicy such as reforming marketing arrangements for cash crops 
and domestically consumed food crops may result in a sufficiently significant
short-term supply response, as to altogether avoid the need to cut domestic 
absorption. 

Most of the studies that have addressed the impact of stabilization and 
adjustments on income distribution have taken as their starting point the onset 
of the crisis and the initiation of policy measures to restore macroeconomic 
balances. There has been almost no aticntion paid to the changes in income 
distribution thai accompanied the policies that lead 1o the crisis. If the economy 
was dcstabilized by a rapid growth in the public sector deficit and the con
comitant increase in the current account deficit, it is virtually certain that this 
period saw changes in the income distribution. Likewise, the heavy taxation of 
agriculture un(lucstionably affected the returns to factors, and the distribution 
of incomes in the rural areas, and IVetwCCn urban and rural areas. 

For cxamplc, in sonic countries, transfer payments were allowed to increase 
and were financed by monctizing the fiscal deficit. Now that there has to be 
disabsorption, it is possiblc that the level of these transfers will need to be 
reduced. Another example would be reducing the fertili,cr subsidies that had 
long been benefiting certain groups of farm households. The higher price of 
fertilizer will affect not only its level of application, but yields, output, and the 
balance of paymcnts as mediated by the shift inthe domcstic.;upply and derived 
demand curve for food crops. Therc will also x accompanying changes in the 
distribution of income. It would be convenient to argue that in such cases the 
policies leading to thL crises were unsustainable (by definition), and their 
reversal would simply return the economy and its associatcd pattern of produc
tion, consumption, factor rewards and income distribution to the previous, or 
trend, level. 
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However, there can be no presumption that those who might have gained in 
the destabilizing plt:se will correspond !o those who will loose, either relatively 
or absolutely, in the adjustment period. One could presumably make the case 
that in fact, the political forces were such that those gaining in the destabilizing 
phase were not the poorest; and those who did gain will resist the subsequent 
erosion of those gains, so that burden of adjustment may fall on the weakest. The 
very act of destabilizing an economy through excess domestic absorption,and 
misallocation of resources, followed by an adjustment program to reduce the 
excess demand and return prices to represent scarcity value will, inand of itself, 
lead to adifferent distribution of income to that which would have prevailed had 
the cycle of destabilizing and distorting followed by rcstabilizing and restructur
ing never occurred. 

Further research should take account of the changes inthe destabilizing and 
dirorting phase; what occurs to incomes in the stabilizttion phase may reinforce 
or offset earlier, temporary changes. It is the change over the total period that 
is relevant. Once again some recognition of policies and outcomes prior to the 
crisis is potentially important. 

Long-term development policies, cspccially those to do with commercial 
policy and the management of the rcal exchange rate, may or may not result in 
short-term responses. However, they will undoubtedly influence the long-term 
allocation of resources and the composition of the economy's output. For 
example, a narrow export basis and a highly protected industrial sector are 
commonly found as the consequences of a protective trade regime and an 
overvalued real exchange ratc. The extent of substitution inboth production and 
consumption between the sectors isgcncrally limited. As isso frequentlystressed 
by the structuralist school, the scope for export expansion at the margin is quite 
limited. At the same time, imports arc confined to essential raw materials and 
capital goods. 

When the scope of structural reforms to bring about short-term supply 
responses is limited, these two conditions frequently means that the only way to 
improve the current account balance in the short run isto reduce import.:. This 
isachieved by acombination ofa contraction indomestic demand, together with 
often quite draconian measures involving the removal of import licenses, raising 
tariffs substantially, incrcasing prior import deposits, or even an outright ban on 
the import of manycategories ofgoods. Latin American imports wcrc 43 percent 
lower in 1983 than they had been in 19M ((;cllcr and Tokman, 1986). It is almost 
inevitable that drastic cuts inimports will lead to a drop inoutput in vulnerable 
industries, with a concomitant decline in employment. 
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These characteristics reduce the flexibility of the economy and heighten the
chances that itwill be costly, painful and politically tortuous to achieve rapid
reallocations of resources in the short-run. Furthermore, the nature of the
long-term policies may well predispose an economy to reaching the point of 
unsustainable macroeconomic disequilibria, and also make itharder to respond.
For both these reasons, it is important to be cognizant of the historical policy 
setting that has lead to a crisis. 

In a similar manncr, the prevailing set of policies relating to the conduct of
international trade and payments will have a bearing on the distributional 
outcome of the macroeconomic policies; in fact they will almost certainly
constrain the choice of policies that a country faces. If there isno possibility for
renegotiating h,:in rcpaynicnts, gaining preferential access to markets or arrang
ing for additional funding to assist inthe implementation of the macroeconomic 
adjustment program, then clearly the choices facing the country wil! be more 
constrained. 

Considerable attention has been given to the role of these international 
policies. They include among other matters:
 
0 the importance of the trade, exchange rate and 
 reserve management

policies of the developed countries; 
* 	 the influence ofthe macroeconomic policies of the developed countries on

the demand for imports from the developing countries;
* the system of international credit creation; and
 
* 
 the role of private and concessionary capital flows. 

The extent to which these issues should be addressed indesigning a research 
strategy poses a real dilemma. On one hand, Ihcy are often central to the success 
or failure of a country's own economic recovery program. Some have argued
that the inadequacies of these policies have compounded the problems faced by
countries trying to adjust their aggrcgate balances (Dell and Lawrence, 1980).
For example, the increasing role of private capital Flows relative to public flows 
tends to make the international capital market behave pro-cyclicallyrather than
 
anti-cyclically, and 
 this can hamper the access of developing countries to 
international borrowings, a potentially ipniortant mechanism for adjustment
(Killick, 19861)). To the extent that countries have reduced access to capital
markets, the burden of adjustment must be borne more heavily by the domestic 
economy. As a consequence, the likelihood is increased that the adjustment 
program will have deleterious impacts on the distribution of income. 

Helleiner (1980a) notes that these changes in the nature of the international 
capital markets has meant that the volume of josources available to the lowest
income countries has decreased at the very time theywere most severely buffeted 
by adverse events, both in the international economic environment and in their 
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domestic economies. This highlights another dimension of the international 
setting on the question of the distributional consequences of policy reforms. Not 
only has the reduced volume of resources available to developing countries 
meant that they have had to rely on internal adjustments to a greater extent than 
in the past, but the capital that has been available has gone disproportionately 
to the higher income countries, generally perceived as having greater credit-wor
thiness. As a result, as well as influencing the distributional impact ofstabilization 
and adjustment policies in any one given country, the international financial 
system has consequences for distribution across countries. If . fwv large poor 
countries have to rely largely on domestic adjustments, then the advCrse impact 
on the most vulnerable groups in global terms islikely to be g cater. 

There is another dimension to the role and importance of the iiternational 
environment. In addition to conditioning the choice of policies that a country 
faces, unforeseen changes in international circumstances can modify the out
come of domestic policies. Inthe case of many Latin American countries, their 
domestic policie1 were successful inbringing about a recovery in their external 
balances. However, due to sluggish demand for their exports in industrial 
countries and the continued high level of interest rates, the adjustment came 
about principally through a decline in imports and a concomitant fall in output 
and a rise in unemployment. Africa now faces similarly worrisome prospects, as 
adjusting countries boost their production of export goods (e.g., cocoa). The 
prospect for a dramatic fall in international commodity prices needs to be 
considered. The success oi failure of a country's efforts cannot be judged in 
isolation from changes in the international conditions which itfaces. 

To be successful, a policy reform program must result in a restructuring of 
the economy. 'There are two necessary conditions for this to be. attained. The 
domestic structure of incentives has to be altered; the cost of domestic value 
added has to fall inorder for the country to be internationally competitive. But 
this is not sufficient; growth of export markets must accompany the shifts in 
domestic policy. Krueger (1981) argues that maintaining access for the exports 
of developing countries is the single most important policy that the industrial 
countries n ust pursue inorder to ensure the success of the reform programs in 
developing countries. 

Certainly, it seems clear that the distributional impact of a country's own 
policies will be conditioned by the international policy environment. To this 
extent, they have an important bearing on interpreting the outcomes observed 
in a particular country. On the other hand, to broaden the scope of research to 
encompass the full set of international economic relations and policies would 
be to make itsimply unmanageable. 
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The decision to restrict attention to the set of domestic policies from which a country may choose ismade with full recognition of the fact that at the end,one might well be forced to conclude that the only really significant options forreducing the impact ofmacroeconomic stabilization and adjustment on the poorlie, in fact, in the international arena. In other words, whatever course of action an individual country adopts, there will inevitably be a serious decline in the realincomes of the poorest households. Choosing different mixes and sequencing ofpolicies from the domestic set of options would, at best, make only a marginal
difference to this outcome. The only way to avoid the deleterious effect would
be, let us suppose, an infusion of additional resources to permit a stagedrestructuring of the economy, so that aggregate supply and demand were
brought into line without the imposition ofdrastic declines inthe real income of 
the most vulnerable. 

By choosing to restrict the study to the domestic options, rather than to encompass both the domestic and international policy instruments, we run a riskthat important policy changes will be excluded inthe interest of making the studymanageable. In effect we are imposing a "small country" assumption withrespect to the international environment; implicitly we are arguing that in theshort-run the country has explored all possible external options, and itnow must
take the international economic and institutional setting as given exogenously.
No action by the country can change the conditions itfaces. The adjustments tothe country's disequilibria will come solely from domestic changes, be they
planned or involuntary. 

This approach recognizes, but chooses deliberately to set aside, suchstrategies as bargaining for greater access to world markets for commodity
exports, negotiating the rescheduling of debt repayments either individually or
collectively, and unilateral declarations of repayment moratoria. It is to bestressed that in no way does the focus chosen for this paper imply that such 
questions are unimportant. 
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3. STATEMENT OF 
THE PROBLEM 

The fundamental objectives that should be pursued in further research are: 
1. 	To better understand and document the impact of structural adjustments 

and stabilization programs on the real incomes and nutrition of the poor. 
The additional knowledge should help in the formulation of macro
economic policies for developing countries which reduce the social costs of 
adjustment. 

2. 	To assist national governments indeveloping improved methods and institu
tional arrangements for the monitoring and surveillance of the impact of 
proposed macroeconomic adjustment programs. 

In pursuit of these objectives, three central questions need to be addressed: 
A. 	What are the mechanisms through which domestic policies aimed at restor

ing macroeconomic balznccs affect the real incomes of the poor? 
B. Similarly, what are the transitional impact on the poor of measures taken to 

remove market bottlenccks and to eliminate parallel markets? 
C. 	What is the evidence from selected developing countries that the choice of 

domestic adjustment policies have had a significant bearing on the observed 
distributional outcomes? 

D. 	To what extent isitpossible to select a mix and sequence of domestic policies 
that reduce or eliminate the decline in the real incomes of the poor while 
accomplishing the goal of improving the macroeconomic balance? 
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4. THEORETICAL 
FRAMEWORK 

4.1 Some Preliminary Matters 
Macroeconomic adjustment involves the adoption of policies aimed at im

proving the balance between aggregate supply and demand in the economy. In 
order to establish the basis for a discussion of these policies (Section 4.2), and 
their distributional consequences (Section 4.3), it is necessary to review the 
fundamental national income accounting relationships in the context of an open 
economy. While these relationships are nothing more than variations on a theme 
of basic identities, they provide a convenient structure for reviewing the alter
native policy mcasurcs, their impacts and limitations. 

In an open economy, the total value of the output produced ispurchased by 
either domestic or foreign residents. The part purchased by foreign residents 
corresponds to exports (X). The purchases by domestic residents of domestic 
goxls and services is simply their total spending, less the amount spent on 
imports (M). Total spending by domestic residents isdefined as absorption (A), 
and ismade up of spending by the private sector (p) and the public sector (g), 
so that 

A = Ap + Ag (4.1) 
If imports are deducted from total absorption, then the remainder is the 
spending that isdirected at domestic goods. 

A-M = Ap + Ag-M (4.2) 
The value of nalional output (or national income) (Y) isgiven by total spending, 
domestic and foreign, on domestic goods, or 

Y = Ap + Ag + (X-M) (4.3) 
Inthe closed economy, the value of output must be equal to thevalue ofspending, 
or Y = A. Inan open economy, some ofthe demand comes from foreign sources, 
and part of the domestic spending falls on foreign goods. Rearranging (4.3) 
yields 

X-M = Y-(Ap + Ag) (4.4) 
which shows that the balance of trade isidentically equal to the gap between 

national income (the value of the output, or aggregate supply) and domestic 
absorption (the total spending by domestic residents, or aggregate demand). If 
net international transfers (R) are added to b th sides, the following statement 
of the current account balance (CAB) is obtained: 
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CAB=X+R-M=Y+ R-(Ap+Ag) (4.5)
If there is a current account deficit (CAB < 0) it is identically equal to the 

excess ofspending by domestic residents over their income. Aggregate demand
exceeds the level of aggregate supply, or in popular terms, the country is living
beyond its means. If the level of autonomous capital flows are not sufficient to cover this deficit, and if the possibilities for further accommodating capital
inflows have been exhausted, then domestic absorption (either private or public)
must fall or national income (or national output) must rise. 

Absorption comprises spending on consumption (C) or investment (I), so 
that (4.5) can be written 

CAB = Y + R- {(Cp + lp) + (Cg + Ig)} (4.6)
If we now introduce net taxes (T), 

CAB = {Y + R-T-Cp;-Ip + {T- (Cg + Ig)] (4.7)
Finally, by denoting the first term on the right hand side of (4.7) as savings 

(Sp), w: obtain 
CAB = (Sp-Ip) + {T-(Cg + lg)} (4.8) 

or that the curreni account deficit isidentically equal to the level of net domesticsavings, made up of private savings and public savings. Reducing domestic
absorption implies raising the level of net savings in the economy. The netdomestic savings are exactly equa! to the change in the stock of claims on the 
rest of the world (dNFA), so that
 

CAB = Net Domestic Saving = dNFA 
 (4.9)
(Private + Public) 

If there are no net savings in the private sector, then it follows immediately
that a public sector fiscal deficit implies acurrent account deficit. This implies 
a decrease inthe stock of net foreign assets, or an increase in the level of foreign
liabilities. The point will eventually be reached where there are no further foreign
exchange reserves on which to draw, and neither can the country issue claims to
the rest of the world in order to acquire, through foreign borrowing, the 
resources needed to meet the deficit. At this point domestic absorption must 
fall in relation to the value of output. Alternatively put, the gap between 
aggregate demand and supply must be reduced. This is the essence of theproblem ofmacroeconomic adjustment stabilization. The next section addresses 
the mechanisms for improving this balance. 

4.2 A Basic Model 
While the basic identities are applicable to any economy with trade and

financial links to the rest of the world, the following discussion iscast in the spirit
of the small, open economy, alternatively described as the dependent economy 
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(Salter, 1959; Swan, 1900; Corden, 1985). This model, which has been widely 
used, assumes that the country being analyzed isaprice-taker, which faces given 
world product and factor prices, and whose own actions have no effect on these 
prices. Although not explicitly stated, the model also assumes that the country 
is"small" with respect to the international institulional environment. At least in 
the immediate future, the country has no influence on the rules and mechanisms 
of international trade and finance. The importance of this issue was discussed 
in Section 2. 

Consider a small open economy which produces and consumes three classes 
of goods; importahla, exportables and home goods. The domestic prices of the 
first two categories, collectively termed tradable goods, are predominately 
determined inworld markcts, subject to the country's commercial policies (trade 
taxes and subsidies) and to the exchange rate. Provided that the relative price 
of imporlables to cxportablcs does not change, they can be validly grouped as 
tradable goods. The small country assumption, which takes the terms of trade 
as given, permits this aggregation. 

The country isassumed to have reached the point of an external imbalance, 
which may have arisen for any one of a number of reasons. We will not address 
the issue of the prc-crisis policies at this point. There may also be a state of 
internal imbalance, often evidenced by accelerating inflation. For ease of exposi
tion we will focus initially on the external imbalance. 

As shown in the previous section, this external disequilibrium isa symptom 
of excess aggregate demand. If the home goods market is in equilibrium, the 
current account deficit issimply the exccss demand for tradable goods. In other 
words, the excess demand for importables exceeds the excess supply of export
ables, so that there is an overall excess in the domestic demand for tradable 
goods. The size of this excess is exactly the amount by which total domestic 
absorption exceeds national income. This view of mic imbalance makes 
transparent the nature of the task facing macroeconomic adjustment policies 
namely that the excess demand for tradable goods has to be reduced. How is 
this to be achieved? 

The excess domestic demand could be reduced by policies that reduced 
expenditure or raised output. This would involve reducingthe domestic demand 
for exportables, and increasing the supply of exports. At the same time, the fall 
in the demand for importables would reduce the demand for imports. The net 
effect would be to reduce the excess demand for tradables and eliminate the 
current account deficit. 

But recall that the home goods market was initially inequilibrium. Any policy 
that reduces total domestic absorption will lead to a fall in demand for home 
goods, as well as that for tradables, so that while the current account balance 
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improves the non-tradables market is no longer in equilibrium. In fact, the
contractionary demand policies have, inthe first instance, eliminated the excess 
demand in the traded goods sector and substituted excess supply in the home 
goods sector. 

What mechanisms exist to eliminate this excess supply of home goods? If the 
prices of home goos are totally flexible, the excess supply will put downward 
pressure on the price. This will mean that the price of tradables, assumed to be 
constant in nominal terms (recalling the small country assumption), will rise 
relative, to home goods whose prices fall as a result of their excess supply. 

This change in the relative profitability will draw resources from the home 
goods sector and shift them into the production of tradables. The domestic 
demand for tradables is reduced by the corti actionary policies, while the change
in the relative prices induces an increase in their supply. Equilibrium in the
external account isrestored by eliminating the excess demand for tradables, and 
the home goods market returns to equilibrium. The structure of the economy
will have changed, as the output (;f the traded goods .sectorwill have increased 
relative to the production of home goods. 

This result follows from what isclearly a rat her stylized model, on the surface 
of which there are no immediate implicitions for the distribution of income.
Nothing has been said about the nature ofthe demand reducing policies and the 
extent of the expected supply response. We will defer that discussion to the 
following two chapters. Of more immediate importance is the need to examine 
assumptions that were deliberately left implicit in the first statement of the 
model. It was assumed that prices were flexible, and that all resources were 
homogeneous and would move freely and costlessly between sectors. 

Suppose that the noniinal price of home goods had not fallen. This would 
have meant that there was no change in the relative prices, as the price of 
tradables isassumed to be given to the economy, and we defer consideration of 
trade and marketing policy at this point. With no change in relative prices and 
incentives to production there is no mechanism to restore equilibrium in the 
home goods market. The excess supply in that market will be eliminated, by
definition, but only by creating unemployed resources in that sector. The 
external imbalance in that case will have been eliminated by substituting domes
tic unemployment for an unsustainable foreign trade deficit. It is this type of 
adjustment that occurs in an economy whether the authorities consciously
impiacie-e esitbilization policy or not. 

The economic managers have two targets; external and internal balance, or 
the elimination of excess demand or supply from the markets for traded and
home goods. To achieve these two targets, two key changes are needed. The first 
is the reduction in absorption relative to domestic income. The second is the 
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change in domestic relative prices. If there was to be solely a change in the level 
of expenditure, with relative prices unaltered, there would be unemployment in 
the home goods market. Alternatively, if there was only to be a change in relative 
prices with no reduction in demand, what would the outcome be? 

In the traded goods market, the rise in the relative price would reduce 
domestic demand and encourage supply. This increase in supply would come 
as a result of resources moving from what is now the relatively less profitable 
home goods sector. But with the fall inthe pi ice ofhome goods relative to traded 
goods, there will be an increase in the demand for home goods at precisely the 
same time as a fall in the supply. The only way that the excess demand can be 
eliminated from the home goods market isfor the price to rise. This will continue 
until all the exccss demand iseliminated, or inother word- ini itthe.rclative price 
is restored to its original position. This will of course, leave the excess demand 
in the traded goxls market unresolved. 

From the foregoing discussion it will be clear that both a reduction in 
aggregate demand and a change in relative prices are needed. Neither instru
ment alone is sufficient to achieve both internal and external balance. If the 
prices of home gxds are sticky, then it will be necessary to bring about the 
change in relative prices by a nominal devaluation, which raises the domestic 
prices of tradable goods, causing the pattern of absorption and production to 
switch. This provides a mechanism for offsetting the excess supply in the home 
goods market arising from the fall indemand. The success of the switching policy 
will depend on the extent of the rise in the price of tradables relative to home 
goods. A rise in the latter price must be avoided, otherwise the effect of the 
devaluation would be negated. 

The eventual success of a macroeconomic adjustment program hinges cru
cially on the extent to which the effective price of tradables is raised relative to 
the price of non-tradables. There issimply no other way of inducing the changes 
in the production and consumption of traded goxds needed to ensure the 
reduction in the current account deficit. There are two major instruments: 
demand constraint and devaluation. Devaluation raises the nominal prices of 
the traded goods directly; contractionary policies reduce the pressures on the 
price of non-traded goods. Both policies acl to reinforce the improvement in the 
ratio of domestic prices of tradables to non-tradables (PTPN). 

If there isno nominal devaluation to raise the numerator of this crucial ratio, 
all thc adjustment must come through a decline in the nominal prices of 
non-traded goods. This will imply a major contraction in domestic demand to 
bring this about, and ifeither nominal wages or prices are sticky, this will generate 
more unemployment. The inevitable adjustment will then be achieved by un
employment. 
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On the other hand, if there is no restraint on aggregate demand, prices of 
non-traded goods will rise and offset the effect of a devaluation which raised the 
price of traded goods. The adjustment will then be achieved by inflation. 

4.3 The Role of the Labor Market 
The preceding discussion has highlighted the role ofchanges inrelative prices

and the relative importance of policies to reduce absorption and achieve a 
switching of output and demand. If prices in the non-traded goods sector are 
fully flexible downwards, then the effect of a reduction in absorption will be to 
create an initial condition of exccss supply in the home goods market. A decline 
in their price would eliminate this, and raise the price of tradables relative to 
home goods. The switching would be achieved automatically, and the average
price level would decline. Furthermore there is no need for devaluation to 
achieve the change in the relative prices needed to adjust the pattern of 
production and demand. 

Clearly, the real world isseldom characterized by such complete flexibility.
If home goods prices or money wages are not downwardly flexible, then devalua
tion will be needed to alter the relative goods prices. The essential point is that 
real wages in terms of traded gxls must decline in order to reduce the cost of 
domr-stic value added. This can occur inone of two ways. Either the conditions 
in the labor market are such that wages decline and reduce costs or, when wages 
are inflexible, devaluation will raise the domestic price of tradables, lower the 
price to foreign buyers, and improve the competitive position of the country in 
export markets. 

Inpractice the structure of labor markets isquite complex, and this precludes 
any simple conclusions about the effects on wages and employment. The 
fundamental economic forces associated with a stabilization program operate
through the markets for tradables (both adjustment and exportables) and home 
goods. Changes in their prices lead to variation in the levels of output, and so to 
changes in the demand for factors. 

There isno simple way to map those changes into the labor market (Terrell,
1987). Within each sector, there are various categories of labor (unskilled, 
semi-skilled, managerial, etc.) and various types of labor markets. There may
well be a modern sector (petroleum, mining, financial services) in which nominal 
wages are sticky, contrasted wi h traditional sectors (self-employed, unor
ganized workers, artisans, petty services) where returns to labor are highly
flexible and constitute a significant mechanism for adjustment. Both the tralcd 
and non-traded sectors can have elements of both the so-called modern and 
traditional labor markets. Restrictions on labor mobility may mean that wages 
are not equalized across the two markets, even within the one pioductive sector. 



25 

Labor may flow more rcadily between the modern parts of both the tradable 
and non- traded goods sectors (e.g., between urban factories and construction) 
than between the modern and traditional segments of the labor market in say, 
the production of agricultural exportables. In short, the nature of labor markets 
will have a significant bearing on how the incidence of stabilization policies is 
felt by different groups. 

If labor is strongly organized in some sectors of the economy, then it is 
probable that inflationary pressures will lead to attempts to hold real wages 
constant. Such real-wage resistance, caused by increases in money wages suffi
cient to compensate for price rises, will mean that no switching can take place, 
in effect eliminating one policy instrument. As a result, the external imbalance 
will be corrected only by a reduction in aggregate demand sufficient to lead to 
a major decline in output and rising unemployment. The extent of unemploy
ment becomes the adjustment mccharism. Devaluation can only have a real 
impact on the economy if the nominal value of some variable does not move ill 
step with the exchange rate. If all nominal prices and wages inthe economy move 
in proportion to a devaluation, then any change in real (i.e., relative) prices is 
precluded. If relative prices and hence output is unchanged, then the current 
account deficit isalso unaffected, except through contraction. 

Again, however, the nature of the labor markets isimportant. It is never the 
case that the entire laboxr market is in the strongly organized sector; in point of 
fact, this will typically be a rather small part. Total employment may decline in 
the sector as a result of the excessive real wage, but the cost of this maybe borne 
in part by a shift of labor at the margin to the informal and small farm sectors. 
These sectors become the residual xol into which labor flows when aggregate 
demand declines and out of which it is drawn when the output of the modern 
sectors isrising. An increase ininformal sector employment and acorresponding 
decline inthe average income represent the burden of adjustment. That burden 
has been transmitted from say the modern home goods sector (urban construc
tion, for example) to the informal sector of say exportable agriculture. In sum, 
real wagc rigidity in one part of the economy will show up in part in unemploy
ment: but another part may be transmitted to informal sectors of the labor 
market and the cost of the adjustment borne by lower average incomes. This 
emphasizes the importance of examining all sectors ofthe labor market, in order 
to trace the effects of adjustment on wages, incomes and employment. 



26 

4.4 Adjustment and Distribution 
The prinary focus in the proposed case studies are changes in household 

incomes within ow income groups, rather than on changes in the distribution of 
income per se. In order to analyze the effects of economic reform policies on 
household incomes in the target groups, it is helpful (following Corden, 1985) 
to break down income into a number of key components. 
(a) 	 Earned (or Productive) income isthat which isgenerated by providing the 

services of the household's labor and capital to the market. The demand for 
and the prices of those serviecs will be determined by conditions inthe factor 
markets. This will reflect the derived demand for the factors in the various 
producing sectors. 

(b)Disposable income isearned income adjusted for transfers and direct taxes. 

(c) 	 Social income is the value of services provided by the public sector, other 
than direct transfers. 

(d) 	 Total income isthe sum of disposable and social income. 

(e) 	 Real income is total income deflated by a relevant price index, reflecting 
changes in both relative prices and movements in the general price level. 

The contribution of theoretical analyses to our understandingof the short-run 
impact ofadjustmcnt policies on the various components of income isextremely 
limited. For the most part, the standard framework as outlined in Section 4.2 
and variants of it, is restricted to addressing changes inthe functional distribution 
of income. As such it is concerned only with the earned income component. 
However, this isnot the only avenue through which stabilization policy reforms 
impinge on the real incomes of xor households. In many cases, evidence has 
accumulated that cuts in transfers and social income as a result of macro
economic adjustment policies have had a markedly deleterious cffect on the 
welfare of particular groups (Jolly and Cornia, 1984). 

Furthermore, most of the theoretical literature that addresses the question 
of distributional changes (Knight, 1976) is concerned with comparative static 
changes. While there have been some attempts to trace adjustment paths 
through time (Dornbusch, 1982), these have generally been restricted to key 
macrocconomic aggregates such as real output, inflation and the level of inter
national reserves (Khan and Knight, 1982). 

There is a further dimension to the dynamic impact of adjustmcnt programs 
which has been largely neglected. It is quite feasible that the immediate impacts 
on the welfare of xxor households may differ from the intermediate or longer 
run effects. There are two reasons for this. In the first place, some of the elements 
of the adjustment policies may well have an impact over an extended period, 
rather than the entire effect being felt in the initial year inwhich the policies are 
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implemented. Secondly, the first effects of a policy reform program maybe those 
of stabilization measures that tend to be coniractionary, while there are greater 
lags in bringing about increased output as a result of policies which aim to 
restructure the economy and make changes in the overall strategy, such as the 
degree of openness to foreign trade and capital movements, or the extent of the 
involvement of the state in productive enterprises. 

There isa presumption that while the policies associated with the stabilization 
may result in cuts in domestic absorption, the greater economic efficiency 
engendered by the adjustment and restructuring policies will result in higher 
rates of real economic growth than would otherwise have been the case. Viewed 
in this light, the question is one of timing, and in particular, whether supply 
augmenting policy reforms, by their very nature, will only begin to take hold after 
the poor have xorne the effects ofshort-term stabilization measures; or alterna
tively, whether the payoffs of restructuring, in terms of higher real incomes, will 
be sufficiently immediate as to avoid a period of reduced private and public 
consumption. 

Even if there are significant short-term gains to the economy from price
oriented policy reform that raises incentives to producers ind increases the 
efficiency of markets, there can be no presumption that the benefits will accrue 
to the groups bearing the costs inthe initial periods. Inaddition, as the proposed 
focus ison short-run changes in the real incomes of the poorest groups, current 
cuts in their real income from bclt-tightening measures, such as eliminating 
subsidies, can be so devastating as to make future, uncertain compensating gains 
largely irrelevant. 

Macroccomomic adjustment policies may operate in a whole series of ways 
to influence the distribution of income and the real income of specific groups. 
This section identifies seven major avenues through which the impact can occur. 
These are output and employment, product markets, factor markets, asset 
markets, transfers, investment, and the creation or removal of rights. 

4.4.1 Output and Employment 
It is almost certain that, in the majority of cases, the single biggest set of 

influences on household incomes arising from adjustment operates through 
output and employment. 

If restructuring succeeds in creating incentives for expanding the output of 
tradables while managing to avoid a major recession inthe rest of the economy, 
there will generally be an increase in employment. It is not uncommon for the 
real prices paid to farmers to have fallen so low due to an appreciation of the 
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exchange rate that perennial, labor-intensive crops are left untended. An im
provement in these prices has a directly bencficial effect on the demand for 
landless labor and also expands the export able surplus. 

Inflation, the shortage of foreign currency and the erratic supplies of imporLs
often make the climate for investment uncertain and lead to under-utilization of 
installed capacity in the manufact tiring sector. These features often characterize 
an economy which has reached aposition of unsustainable imbalances. A policy
reform program tha! removes these bottlenecks will encourage employment 
growth inthe non-farm sector. 

The structure ofan economy plays acrucial role indetermining the distribt,
tional outcomes of macroeconomic adjustment policy. Similar policies applied
in different countries may be equally effective in restoring macroeconomic 
balance but have markedly different consequences for the incomes of different 
households. Central to this issue isthe extent to which relative factor intensities 
differ by sector, the effect ofthe adjustment policies on the relative profitabilities
of diffcrent .,ectors, and the extent of the short-run supply responses. For 
example, inan economy where the ,xport sector employs much ofthe economi
cally active population in small peasant farms, a rise in the relative price of 
exports will increase the incomes of factors inthat sector. If this isthe low income 
group, then the overall impact of the change may e quite favorable. The impact 
on the urban poor will depend on the extent of migration to the rural sector to
gain employment in the expanding cxpo)rt sector, their consumption bundle in 
terms of the amount of traded to non-traded goods they buy, and on the extent 
of remittances through family ties to the rural sector. 

Contrast this with an economy where most of the exports are minerals, and 
the population isconcentrated in domestic food prxluction and services. There 
i%likely to be only a modest expansion of employment in mining following a 
devaluation. The income distribution effects will depend on the extent to which 
the state captures the rents to mining and redistribues these through public
expenditure programs as well as upon the extent of domestic inflation. 

4.4.2 Product Markets 
As the incentives facing different sectors alter, so will output and prices

change. The distributional consequences of changes in relative prices will 
depend on differences in the pattern of expenditures among households. If in 
general the prices of tradables rise relative to non-traded products, then those 
households whose consumption ismore heavily weighted toward tradable goods
will be relatively disadvantaged. As a very high proportion of the total cxpendi
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tures of the poorest households arc concentrated on food and housing, the 
impact on their real incomes will depend crucially on what happens to the prices 
of these commodities. 

If macroeconomic adjustment follows an ecnded pxeriod of an overvalued 
exchange rate, the prices of non traded goods will have been raised relative to 
traded goods. This, combined with inflation, will tend to drive up the relative 
price of housing services, penalizing low income renter households. The out
come of a policy reform program may then be to lower the relative price of 
housing. The outcomes of these forces are, however, difficult to predict, and 
depend on a complex set of forces involving patterns of asset ownership, access 
to credit, the functioning of capital markets, and the role of inflationary expec
tations. 

There issome evidence that inperiods of inflation, which are a typical prelude 
to the implementation of stabilization and restructuring programs, the price of 
food tends to rise faster than the general price index. Where this is the case, a 
deflationary period might be expected to be associated with a fall in the relative 
price of food and an improvement inthe real incomes of the poorest households. 
However, the dominant forces arc likely to be the composition of food purchases 
in terms of tradable and non-tradable fcxxs and the supply responses in the 
short-run. 

4.4.3 Factor Markets 
Changes in the derived demand for productive factors will be transmitted to 

household incomes through shifts inthe quantity and prices of labor and capital 
supplied by the household sector. Of particular importance is the behavior of 
the lalbor market, as discussed in Section 4.3. Onc of the most frequently cited 
allegations concerning adjustment programs is that they lead to a fall in real 
wages and to a rise in unemployment as a result of the contractionary effect. 

While it is generally true, and in fact necessary, that the real product wage 
fall in the traded goods sector, whether or not overall wages fall depends on the 
movements in !he prices of tx)th home and traded goods. As Cordcn (1985) 
notes, itis conceivable that real wages could rise, if the declining profitability in 
the home goods sector has resulted in downward pressure on those prices, even 
in the presence of fixed nominal wages. What is of major importance is the 
composition of expenditures. If the demand of the poorest isconcentrated on 
home goods, then the real measure of their real income should reflect this rather 
than some average level for the whole community. 
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Changes in wages, and particularly employment by sector, are an essential
and significant part of the effect of adjustment on household earnings. In the
formal sectors, however, changes in the duration of unemployment, hours
worked and participation rates are important secondary characteristics of the 
labor market. 

Little attention has been given to the role of credit markets, especially in theinformal sectors. Macroeconomic adjustment policies may result in changes inthe cost and availability of credit, with important consequences for incomes in 
the small informal trading sector. 

4.4.4 Asset Markets 
In some countries, changes in economic incenivencs and the concomitant new 

pattern of output, will be accompanied by changes in the values of existing real
and financial assets. This will result in a redistribution of wealth and possibly
changes in the real wealth of some poor households. Of particular importance
may be housing and land prices; whether in fact this directly affects the welfare
of low income households will depend on the pattern of asset ownership,
together with the depth and the extent of asset markets. Where there is a well
developed land market, for example, changes in domestic incentives in favor of a previously repressed agricultural export sector might be accompanied by
significant changes in the stock of real wealth. By reducing the demand for real 
assets, such as housing, as a means of protecting the real value of wealth frominflation, the relative price of housing may fall, directly benefitting the low 
income urban population. 

4.4,5 Transfers 
The current incomes of poor households will often contain a significant

element of transfer payments, and to a lesser extent, taxes. Any assessment of
the impact of macroeconomic adjustment on real income would be incomplete
without attention to these flows. Transfers can originate in the private or public
sectors. In the case of private transfers, there are circumstances where private
(generally family) remittances important elementare an of real household
incomes. The transfers maybe of an on-going or periodic nature. It isthe former
that are of primary concern in the context of the present study. The latter are
often associated with deaths, marriages or other family occasions. 

These on-going transfers may originate from foreign earnings of migrant
workers, or from other sectors, as in the case of rural families supporting an
urban member, or urban earnings flowing to rural households. These income
transfers are described by Kaufman and Lindauer (1986) as a redistributive
mechanism reflecting a social contract for insuring against falling below the 
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perceived level of basic needs. They present a simple model of transfers among 
social networks of households, from which estimable transfer functions are 
derived whose arguments are the shortfall between actual income and a 'basic 
needs' level, together with structural characteristics (size and composition) of 
the household. Estimates were made for data from El Salvador, where in the 
city in question transfcr payments were received by one third of a sample of 500 
households, and constituted nearly 40 percent of income. 

The magnitude and even direction of these flows are likely to alter as a 
consequence of adjustment policies. Those policies will, if effective, alter the 
relative outputs, employment and wage earnings in different sectors. For ex
ample, if there isa downturn in domestic construction as a result of a switch out 
of home goods, then remittances from urban workers to rural families may 
decline or even cease. Those workers might be supported during a period of 
subsequent unemployment by food and/or cash transfers from the rural sector. 
While such payments may have no effect on the distribution of income, or even 
the overall extent of poverty, they may be associated with a changed pattern of 
transfer to low income households following an adjustment program. Other 
private transfers may arise from non-governmental charitable organizations. 

In addition to these private sources of transfer payments, there are often 
direct and, even more important, indirect transfers from the public sector. 
Subsidies on food, fuels, utilities and transport can represent an important 
component of the real income of some poor households, although the leakages 
to the non-poor of major fiscal programs in these areas are notorious. If 
reductions in aggregate demand are achieved by reducing these elements of 
public expenditure, the real incomes of the poor may be adversely affected. 

4.4.6 Investment 
While macroeconomic adjustment efforts often involve reducing domestic 

absorption through cuts inpublic investment spending, they may also involve an 
increase in external financing for development expenditures, compensating for 
any decline ininvestment. These cuts of potential expansions can affect the flow 
of investment to augment both the stock of physical and human capital. Invest
ments inroads, sanitation, rural electrification, or drainage and flood control all 
affect the future stock of capital inthe economy and the future real incomes of 
labor; although the marginal returns to the misguided investments may have little 
consequence for economic growth or the stream of future earnings. Similarly, 
investments inschooling, hospitals, health clinics, or job training affect the future 
stock of human capital held by individuals. The task of macroeconomic adjust
ment policies isdaunting. Conceptually, it isa straightforward problem whereby 
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the net present value of the future foregone net income streams, identified by
socio-economic group, should be added to any other direct reductions in a 
household's income in the current year. 

The task ofempirically sorting out the distributional consequences ofchanges
in investment is likely to prove extremely difficult. At the same time, it is a 
potentially important distributional consequence of adjustment policies. There 
isa reasonable presumption that such cuts might well impinge most severely on 
the poorest households. Middle and upper income classes tend to rely less on 
the public provision of the services of health and education. 

4.5 Parallel Markets 
The disequilibrium conditions which often characterize foreign exchange and 

commodity markets which have rigid prices provide opportunities for the 
creation of parallel markets. Often when the official market channels including
the channel for foreign exchange have excess supply or demand such parallel
markets achieve market clearing. However, such markets are often illegal, and 
participants face some probability of penalties (Landauer, 1988). Pa:!i'ipants
will then devote some resources to avoiding such costs. This results in dead
weight loss to society, the removal of which leads to an overall increase in social 
welfare. 

Another feature of parallel markets is that they generally result in rents 
accruing to some members of society (Krueger, 1974). Recipients of such rents 
will devote resources to protect them. If adjustments and market reforms 
eliminate these rents there may be a sizeable loss. of income to segments of 
society. Restriction in foreign exchange availability is one commonly studied 
means by which rents are created; individuals which gain access to exchange at 
a relative low exchange rate (below the free or parallel market) or who are 
allotted import quotas can acquire goods at prices below the scarcity cost of the 
resources and below the price which may prevail in the [parallel] market. 

Exchange rate distortions give rise to both parallel markets in foreign cur
rency as well as to smuggling. Import quotas create incentives for the latter but 
do not by themselves encourage parallel market for foreign exchange (Sheikh,
1976). Smuggling, both into and out of an economy, isalso encouraged by tariffs 
and other trade barriers. Economic reforms which remove implicit or explicit 
taxes may reduce the incentive for this smuggling. The economic gains that may 
be expected include the reduction in the costs of smuggling but can be exag
gerated if the move from an underground economy to the official economy is 
taken to be an increase in the volume of production and trade rather than a shift 
in market channels. 
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Economic rents which may be affected by adjustment policies are not 
restricted to those stemming from foreign exchange and import quotas. Any 
two-tier market which results from a restricted availability of a commodity
(including inputs and credit) at a below-market clearing price results in rents 
accruing to individuals who obtain such a commodity. From this perspective, a 
subsidy on maize or rice results inrents accruing to a subset of consumers, often, 
but not always those in urban areas. Limited and, hence, rationed credit and 
fertilizer provided under a system of quotas are other examples of rents which 
are obtained by a subset of the general population and which may be reduced 
or eliminated with market rationalization. Opportunities for publicly subsidized 
education, particularly higher education, may fall in this category as well. 
Adjustment policies often may have only a small impact on market clearing or 
parallel market price, yet may have a large impact on the size and distribution 
of rents and, hence, income. the extent that this occurs isan empirical question 
and the net impact will vary from situation to situation. 
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5. THE NATURE OF
 
MACROECONOMIC
 

ADJUSTMENT 
POLICIES 

5.1 Expenditure Switching 

5.1.1 Devaluation 
While a key role ofdevaluation isto alter the relative prices in order to expand 

the traded goods sector, exchange rate changes can be expected to have an 
impact on the level of absorption. Whether the impact of devaluation is expan
sionary or deflationary isa matter that has received considerable attention in the 
literature. In the past, it has generally been assumed that to the extent that a 
devaluation had any persistent real effects, they would be expansionary. The 
change in the relative price would switch both foreign and domestic demand 
toward domestic output. Output, and as a consequence employment, would be 
stimulated, especially in the presence of unused resources. 

A cautionary note was raised by Diaz-Alcjandro (1963 and 1965), who argued 
that a devaluation would redistribute income to groups whose marginal propen
sity to save was higher. The resulting decline in aggregate demand would more 
than offset the increase in foreign demand for their country's output. The issue 
was later pursued by Cooper (1971 b) and more recently by Krugman and Taylor 
(1978). They argued that the contractionary effect on the demand for output 
caused by a fall in real incomes may offset any expansion in the export sector. In 
the short-run, a devaluation would always raise the costs of imports such that 
the extra domestic currency spending on imports would exceed the extra irome 
generated in the export sector; aggregate demand must thereby decline and with 
it output, including the production of home goods (Hanson, 1983). The result 
hinges critically on the low short-run responses in the supply of exports and the 
demand for imports (Ahluwalia and Lysy, 1981). In effect, if substitution pos
sibilities inproduction and consumption are ruled out, there can be no switching 
effect accompanying a devaluation. The entire adjustment must, inevitably, 
come as a result of a decline inaggregate demand. 



36 

Recently, the argument that adevaluation might be contractionary has been
strengthened by the analysis of van Wijnbergen (1986). In contrast to the earlier 
concerns which focussed on the effect of a devaluation on aggregate demand,
this study identifies three channels through which a devaluation may have a
direct contractionary impact on the aggregate supply side of the economy. These 
are the rise in the cost of imported intermediate goods, wage indexing when the
consumption basket includes imported wage goods, and the higher price of
credit paid in the curb market by firms needing working capital.

If these effects are important, then they are potentially more damaging than 
any suppression of aggregate demand. This isbecause a contraction of supply
will be inflationary and will tend to offset the real impact of a change in the 
nominal exchange rate. 

The primary purpose of a nominal devaluation is to increase the domestic
prices of tradable goods, both importables and exportables, relative to the
general level of prices in the economy. The associated rise in the output and
decline in the domestic demand for these goods generatcs the increase in the
supply of tradables needed to correct the current account deficit. A necessary
condition for an expansion in the supply of tradables is a fall in nominal wages
relative to the product price. Devaluation contributes to this by raising the price
of tradables; nominal wages may even be able to rise provided that the product
price increases enough to ensure the :elat've wage falls (Johnson and Salop, 
1980). 

In fact, as seen, where nominal wages are sticky, a contraction in aggregate
demand may result in unemployment. With no fall in nominal wages due to
downward rigidity, and no change in the price of tradables in the absence of a
devaluation, there will be no incentive to expand output and hence increase the
demand for labor in the tradable goods sector. By introducing a currency
devaluation, it may be possible to lower the cost of labor in the tradable goods
sector by raising the product prices even with a fixed nominal wage. In this manner a devaluation can moderate the rise in unemployment that would have
accompanied contractionary demand policies inthe face of sticky nominal wage 
rates. 

There are other aspects of exchange rate management which often accom
pany a policy reform program. As well as a devaluation, there may be a
realignment of multiple rates and a consequent reduction in the taxes and
subsidies that are implicit insuch a system. Some sectors that have enjoyed access 
to foreign exchange at subsidized rates may lose by this move, while other sectors 
may face lower implicit taxes by no longer being forced to surrender their foreign
earnings at an artificially low rate. Typically, this will mean that the subsidy to 
importers and the tax on exporters will be reduced. 
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It is indeed difficult to specify how these changes will affect the distribution 
of income. There will be an immediate effect associated witb a redistribution of 
the rents to the intervention. There will also be a longer term effect to the extent 
that unification of the exchange rate alters the relative prices in domestic 
currency facing different sectors. For example it may now be the case that 
traditional exports are no longer discriminated against relative to manufactured 
exlxrts. Their relative effective price will rise and resources will be reallocated 
away from sectors that have become relatively less profitable. The distributional 
consequences will then depend, once again, on the relative factor intensity and 
the pattern of consumption by income level. If traditional expTorts are intensive 
in the use of unskilled labor, and if tradables are a low propXrtio-n of the 
consumption of the lower income households, then it may well be that the 
unification of the exchange rate leads to a redistribution toward the poor. 

5.1.2 Commercial Policy 
Countries implement uammcrcial policies (which collectively constitute the 

trade regime) for three main purpo)ses. Inthe first place, the trade interventions 
(tariffs, taxes, licenses, quotas, prior deposits) have the effect of changing the 
relative domestic currency prices of exportables and import-competing goods. 
This means that the structure of production, and with it the pattern of employ
ment, factor rewards and income distribution, will differ from that which would 
have prevailed in the absence of the interventions. Holding down the domestic 
price of a wage goxl by an Clxrt tax (e.g., beef ir'Argentina), or protecting the 
jobs of workers indomestic industry by tariffs on imports (shxs in the United 
States), are well known examples of this use of commercial policy. 

Second, these xlicies have their origins in attempts by the government to 
influence the balance of transactions between domestic and foreign residents 
(Krueger, 1981). A sudden and blanket ban on all "non-essential" imports is a 
well tried, if not proven, crisis-induced technique for managing foreign exchange 
reserves. 

Finally, many countries have historically relied heavily on trade taxes for the 
public purse, and where other taxation mechanisms are not well developed, 
there isoften a reluctance to abandon a convenient way to raise revenue. 

A couniry faced with the need to reduce the balance of payments deficit may 
perceive a difficult trade-off. The external imbalance must be corrected by 
reducing the excess demand for tradable goods, which means that policies which 
have suppressed the relative price of tradablcs need to be reversed. Commercial 
plxiicics, as commonly applied tend to overvalue the real exchange rate. On the 
other hand, there will almost undoubtedly be a lag before output responds to a 
change in the relative prices, and Ihere is an immediate and pressing need to 
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reduce the current account deficit. As a result, it is not uncommon to see greater 
use of commercial policy as a short-run attcmpt to cut imports and subsidize 
exports. 

A balance of payments dcficit reflects an excess supplyof money, frequently
brought about by the expansion of domestic credit to finance public sector 
deficits. With a fixed exchangc rate, the inflationary impact of the monetary
expansion is not fully passed on to domestic priccs. In an effort to avoid the 
inflation that would accompany a devaluation, a country may seek to use 
instruments ofcommercial policy to contain the external deficit inthe short-run. 
While this strategy may contain the inflation inthe immediate future, it can entail 
other costs arising from disruption to the flow of imported intermediate gcxds
needed in the productive sectors. It isnot clear that the distributional conse
quences through the decline inoutput and employment are necessarily less than 
those that would have accompanied arise inthe inflation rate. 

The shortage of raw materials will hamper output in the productive sectors, 
and the utilization of the installed capacity will decline. At the same time, a 
reduction in the imports of plant and equipment, often viewed as postponable,
will reduce the future stock of installed capacity and shift part of the adjustment
through time. In the long-run, issues of macroeconomic demand management 
can be addressed apart from those of the trade regime. In the short-run, when 
faced with the impcratives of respondingto an unsustainable external imbalance, 
the two become intertwined. Any assessment of the distributional implications
of macroeconomic in the short-run cannot overlook the role of commercial 
policy, changes in which often impose abrupt and severe adjustments. 

5.1.3 Fiscal Proxies 
It has long been rccognized that the cffcct of adevaluation in the goods

market could be replicated byan equi-proportionate tax on all imports, matched 
by asubsidy to exports. In this way, the domestic price of tradables would have 
risen relative to homc goods in a manner analogous to that which would have 
been achieved with adevaluation of the currency. These tools of commercial 
policy could be used, not to alter the pattern of trade flows, but to substitute for 
an explicit change in the domestic price of foreign currency. 

More recently, it has been shown that this cquivalcnce isonly true ifall foreign
exchange transactions are covered. Furthermore, the cutcome is not inde
pendent of the manner in which the scheme is financed (Laker, 1981). In 
practice, the tax and subsidy rates are never applied uniformly, nor are they
comprehensive intheir coverage. As they create opportunities for rent seeking,
their effectiveness is likely to erode over time as misuse, corruption and evasion 
become more prevalent. The inherent political economy of the process almost 
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guarantees that the rates will be unevenly set. The desire to avoid a devaluation 
may well lead to the use of fiscal proxies, but they will be of a patchwork nature 
and will add to, rather than alleviate, the inefficiencies and real resouice costs 
of a multitude of trade legislation. Direct and selective controls on trade have 
been widely used and are advocated by those who consider that the so-called 
orthodox approaches result inexcessive contraction (Ahluwalia and Lysy, 1981; 
Eshag, 1983), or fail because of political opposition (Thorp and Whitehead, 
1979). The essential point ishowever, that if'correctly' applicd, such an amalgam 
of selective controls would duplicate the effect of the devaluation, and hence 
create exactly the same political opposition that lead to a rejection of devaluation 
as a tool of adjustment in the first instance. 

5.2 Demand Management 

5.2.1 Monetary Policies 
Most attempts to reduce the rate of growth of domestic absorption involve 

controlling the growth in the rate of credit expansion to the private sector. This 
is achieved either by changing the reserve requirements of the banking system 
or limiting the expansion of the monetary base. These steps may be accompanied 
by selective policies to encourage or restrict the credit to specific sectors. It is 
inevitable that agents in the private sector will not be uniformly affected by a 
restrictive credit policy. Some will receive preferential treatment based on their 
prior access to cheap credit; others will have access to foreign funds or will 
depend on the curb markets. To the extent that non-price rationing of credit 
prevails, the smaller firms, self-employed in the informal sector, and small 
farmers are all likely to be disadvantaged in their access to credit. The price of 
credit will rise due to the restrictions on the growth of supply. The real, albeit 
implicit, interest rate facing various sectors will increase disproportionately for 
some, having potentially serious implications for income distribution. 

Interest rate policy is a potentially powerful instrument for encouraging the 
growth of the productive stock of capital. This is an important supply-side 
measure of adjustment policies. A rise in the real interest rate will discourage 
private consumption and make private capital formation more attractive. A 
repressed financial system often involves nominal interest rate ceilings which, 
under high inflation, imply low or negative real rates of interest. Eliminating the 
ceilings will result in a higher equilibrium rate of interest. Assuming that the 
supply of savings (from domestic or foreign suppliers of funds) is responsive, 
then the level of savings and private sector investment will shift to a higher level. 
The increased flow of foreign savings will permit a larger current account deficit 
than would have otherwise been the case, and so ease pressure on the need for 
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macroeconomic adjustment to reduce the unsustainable external imbalance. 
The more attractive investment climate has, in effect, made part of that unsus
tainable deficit now sustainable by stimulating the flow of foreign funds. Recent 
evidence on capital flows to countries where real interest rates were raised 
indicate that this can be an important element of the stabilization package. 
Nonetheless, the prospect of financial deregulation leading to greater capital
flight, more than offsetting the increased capitalizaition, needs to be carefully 
assessed. 

Whether such a policy has direct distributional consequences is not some;
thing that can be readily predicted, although greatcr access of low income 
households credit lower costto more at often follows moves to liberalize 
previously repressed flnancial markets. This may Ix particularly important in 
the informal and small farm sectors. 

Inaddition to interest raie controls, taxes on interest earnings and tax credits 
for certain classes of investment affect the rate of private capital formation. 
Furthermore, a reduction in the public sector deficit will reduce the public sector 
demand for savings, and with it the crowding out effect inprivate capital markets. 
Whether this leads to growth in the total potential capacity of the economy will 
depend on how the real resources previously captured by the public sector were 
used. 

Where the cost of borrowing for some sectors has been maintained at levels 
held artificially below the rates facing other sectors, or below the international 
rates, those sectors have been receiving a subsidy. The cost of these transfers is 
met by the less favored sectors paying more than they otherwise would have, and 
by the loss of international reserves. When a macrocconomic adjustment results 
in an increase in the effective cost of credit to sonic sectors, it can imply 
substantial redistribution of rents generated by selective credit policies and 
non-price rationing. The political economy of these transfers is such that they
would typically be regressive. This would suggest that the changes might have a 
favorable effect on the distribution of inc)mc. However, ithas to be recognized 
that those previously capturing the rents will not relinquish them in silence, and 
there is no guarantee that tightening of credit expansion will have a desirable 
distributional outcome. There islittle guidance on these issues in the literature. 
The role and importancc of the credit markets for distributlion tinder an 
economic restructuring plan has not been extensively analyzed or documented. 

If there are well functioning capital markets, an increase in interest rates will 
reduce the level of investment. While this may be desirable in terms of reducing 
the level of aggregate demand and reducing investment in projects that were 
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only marginally productive at the previously subsidized rates of interest, it may 
come at the expense of investment in long-term projects which will result in a 
lower productive capacity in the future. 

However, the reality is that interest rates are seldom the key mechanism for 
allocating credit. More often than not, the financial system is regulated, and 
interest rate controls are combined with direct rationing. Under these condi
tions, higher rates will encourage savings at the expense of consumption and 
release resources from low yielding investments. The total level of investment 
may not decline, absorption may fall and the efficiency of resource use may be 
improved. This will lead to an efficiency gain by withdrawing resources from 
projects whose rate of return was below the social opportunity cost of capital. 
Whether the effect on the distribution of income would be favorable is not 
something that can be predicted a priori. The type of project, the nature of its 
output, its foreign trade components, and the factors used intensively in both the 
investment and operating stages would determine the distributional consequen
ces. Such an example is not atypical - many of the adjustment policies will have 
distributional consequences which simply cannot b predicted in any 
generalizable manner. This underlines the need for empirical in,cstigation. 

If the monetary authorities attempt to avoid any rise in interest rates, they 
have to ensure that the stock of money supplied is equal to the dcsired holdings 
of the non-bank public. To accomplish this, thcre will need to be a continuous 
injection of domestic credit in order to offset the decline in net foreign assets 
occasioned by the current account deficit. In this way the stock of high powered 
money remains constant. Why would the authorities pursue such a course? As 
Hanson (1983) notes, one obvious reason is that more output and employment 
can be sustaincd by stimulating domestic absorption in excess of the aggregate 
supply (real output), through increases in the monetary base. If the cconomy is 
operating at near full employment capacity, this pressure will be partly dissipated 
by inflation and only sustainable while international reserves or the capacity to 
borrow still exist. However, the very essence of the need for adjustment policies 
is that these options no longer exist. 

There is no reason to suppose that maintaining the real money stock through 
increases in the domestic credit component of the monetary base can do more 
than generate a short term boom in output and employment, at the expense of 
running down rescrves and creating inflationary pressures. Maintaining the real 
moneystock at a level which iscommensurate with domestic absorption in excess 
of output is inconsistent with a policy to rcdres.s the external imbalance. In fact, 
the need for the stabilization program may well have arisen from precisely that 
type of expansionary policy in the pre-crisis period. Attempts to freeze the level 
of the money supply and nominal interest rates at their levels, which correspond 
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to a position of cxcess aggregate demand at the current real wage rates, are
counter-productive to apolicy aimed at eliminating the imbalances. Short-term 
political expediency will inevitably tend to favor such a course as the costs of 
adjustment may thereby be postponed, at least temporarily.


Restrictions on credit and money supply which are 
necessary to realize 
macroeconomic goals may interfere with adjustment. A combination of internal
market rationalization and liberalization of trade will generally provide
producers and traders with a vastly different set of market signals than they had 
faced previously.Much of the existingcapital structure will be inappropriate and 
the ability to retool or to reestablish inventories will be hampered by restrictions 
on credit. To sonic degree this ismore an issue of the speed of adjustment than 
the nature of the new investments. But it isan important concern for our study
of short term impacts and may also be a factor in the acceptability of reforms. 

5.2.2 	 Revenue and Expenditure Policies 
Macroeconomic adjustment programs will customarily include restrictions 

on the rate of expansion of credit bythe Central Bank to the public sector. Faced 
with reduced capacity to finance its dcficits by creating claims at the Central 
Bank, and by definition, the lack of further access to foreign borrowing, the fiscal
deficit must be reduced by a combination of raising revenues and cutting public
expenditurcs. While the process of adjustment involves both supply enhancing
and demand constraining elements, the urgcncy of the task and the lackof access 
to additional resources and/or the slow pace at which the economy responds to
price adjustment potentially means that greater rcliance must I placed on 
demand management. In such circumstances, areduction in the public sector 
deficit becomes an important short term aim of the policy reform program.

Such areduction isnot necessarily a'cost of adjustmcnt' (Khan and Knight,
1985). The fundamental aim is to bring total absorption into a sustainable 
relation with the economy's level of real output. Unsustainable levels of public 
sector spending. unmatchcd by increases in taxation to fund it, not infrequently
lie behind the high level of domestic absorption. This is not to deny that the 
reduced spending will imply reduced real incomes for some groups. The real 
concern iswhether those cuts fall disproportionately on the poor.

In the short-run the options for raising additional taxes are limited, and the 
burden of those taxes will not fall uniformly. Salary and wage workers in the 
modern and public sectors, consumers of finished imports and export producers
typically find their disposable incomes reduced by additional taxes. The self
employed, farmers producing non-tradcd foods and professionals are relatively
less affected by these tax increases. 
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Cuts in expenditure tall heavily on 'postponable' projects. Public employees 
and firms supplying services for investment projects (e.g., road building, 
carthworks, school or hospital construction) will be most directly affected. In 
addition to their direct influence on the rate ofgrowlh of aggregate demand, the 
mix of revenue and expenditure policies can influence the level and composition 
of output, the external deficit and the rate of inflation. Ideally, a country would 
want to choose those measures which, while reducing domestic absorption, also 
enhance the allocation of resources through the structure of relative prices. 

There are severe methodological hurdles in assessing the incidence of expen
diture. The public scctor provides many types ofservices and isinvolved in many 
enterprises. The direct impact on, say, wages of a cut in expenditures represents 
only (he initial impact (Catsambas, 1987) and a more complete analysis needs 
to trace through the final effective incidence, ina manner analogous to estimat
ing the incidence of taxes, as distinct from impact on who pays the tax. If the 
government cuts health expenditure, itmakes little sense to consider the impact 
on the poor of a fall in income flows to doctors in public hospitals. For some 
items of expenditure that constitute merit or public goods, identifying even the 
initial beneficiaries isa nigh impossible task. There isnothing even comparable 
to the statutory incidence on the tax side. However, given that the impact of 
expenditure programs is likely to be of much greater significance than tax 
incidence to the social income component of poor households, the proposed 
study should place much greater weight on this aspect of the distributional 
consequences of macroeconomic adjustment policies. 

While, conceptually, increases in revenue can be used to reduce the fiscal 
deficits, ithas becn found that there is,in reality, limited scope to capture more 
revenues in the short run. Increasing taxation at a time when real incomes are 
declining is politically difficult. As the taxation receipts of most developing 
countries are weighted heavily toward indirect taxes, they typically are not a 
significant factor in altering the distribution of income. Most commodities 
consumed b) income groups are typically exempt from consumption taxes. 
In any event, it is very difficult to generalize about the incidence of indirect 
taxation because its distributional conscqucnces are linked to the economic 
structure of individual countries (Bird, 1987). Surcharges on income taxes are 
likely to fall most heavily on the wage and salary workers in the modern and 
public scctos. 

As trade taxes often form a major part of public receipts, increased tariffs on 
imported consumer goods can raise revenue and are typically progressive. 
However, the supply of evasion methods is highly elastic as a rule, and the 
administrative costs of effective policing can be excessively high. Increases in 
export taxes will come at a time when the domestic output of tradables needs to 
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be expanded and will typically fall directly on producers. The scope for shifting 
the tax burdcn to foreign consumers is generally quite limited. The producers 
of traditional exports tend to bear a higher share of taxes, reflectinga bias in the 
effective tax st ruct ure towards credits and exemptions for the export ofmanufac
tures and ofther non-traditional items. If the export taxes divert production to 
domestic markets, it may he the case that consumers arc benefitted as a result 
of pricer, that are lower than would have prevailed in the absence of the 
interventions. The redistributive effect then hinges on the relative incomes of 
the producers who are taxed in order to subsidize the consumers. Export taxes 
are often implicitly applied through the operation of parastatal marketing 
b)ards, the evidence from which suggesis that, not atypically, a tax on low income 
farmers is rcdistributcd to domestic consumers or middle income bureaucrats. 

The direct impact of cuts in public spending will fall on the wages and salaries 
of public sector employees, typically part of the middle income classes. Ceilings 
on the gro,,h of public sector employment, oftein an undet !ying cause of excess 
demand, combined with limits on pay increases to reduce the real incomes of 
this group, can, potentially at least, often release resources that can be chan
nelled to services for the poor. Conversely, if there is no targeting of the 
rcmaining resources, then pulblic sector rctrenchment may imply a reduction in 
social services. 

A central issue, for which there is little clear empirical evidence, is the relation 
between the levels of public and private investment. If, through competing for 
resources (either physical or financial), public investment has crowded out that 
in the private sector, it does not necessarily follow that a reduction in public 
investment will be equivalent to a net decline in total investment. If there are 
profitable investment possibilities in the private sector, investment levels may 
rise. Much depends on the type o1 investment that was being undertaken by the 
public sector (as to whether there was crowding otit or a complement ary effect), 
on the credit policies (that determine the access to and price of funds to the 
private sector), and on the expected return to investment perceived by the 
private sector (in particular, whether a decline in economic activity associated 
with macroeconomic adjustment would adversely affect the climate for invest
ment). 

5.2.3 Social Expenditures and Transfers 
Much attention wasgiven in the 1970s to the possible worsening of the income 

distribution as a consequence of rapid ratcs of economic growth. It was argued 
that the lack of a trickle down would leave behind an increasingly imiwerishcd 
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sector who were denied the benefits of economic growth. Were that the case, 
one might have expected the corollary to hold: that in a period of sustained 
recession, poverty would diminish. In fact, the evidence is to the contrary. 

Throughout the period when real economic growth was proceeding in a 
significant and sustained manner, all indications are that the basic measures of 
human welfare improved, in many cases quite dramatically. But in contrast, the 
recessionary period of the 1980s has secn cuts in social spending, with both 
immediate and long-term consequences for welfare (Musgrove, 1987; Beharie, 
1987; Inter-Amcrican Development Bank, 1986). 

Whcrn reductions in public sector spending occur as part of a demand 
management strategy to reducc domestic absorption, the ,listributional conse
quences will depend on the exuat form those cuts take. Public spending covers 
many areas including defencc, justice, administration, social programs, produc
tive enterprises and infrastructure. At (lie same time the expenditures may be 
for current outlays (government consumption) or for capilal works (government 
investment). Expenditure elasticities which relate the change in a particular item 
to the total change in public spending can be constructed (Hicks and Kubisch, 
1984). The results are quite sensitive to the time period selected, the coverage 
of countries, and the coverage of the public sector accounts (central versus state 
or loc l government) and to the extent to which any one category or type of 
expenditure is cut varies greatly. 

Nor is it necessarily true that the magnitude of the cuts in, say, national 
education expenditures are a particularly useful guide. In the first place, it may 
be that capital programs arc postponed in an cffort to maintain current operating 
costs, raising the issue of the intcr-tcmporal impact of tie policies. Secondly, 
even small cuts in somc essential items may lower the overall productivity to an 
extent very much greater than that suggested by the decline in overall spending; 
in -,thcrwords the quality may be quite adversely affected. Thirdly, the cuts may 
fall in areas that have a disproportionately high cost to (lie poorest families. 
Politically vociferous middle and upper income urban classes may retain their 
claims to public resources for secondary and tertiary education, and for large 
hospitals, while the funds for rural primary schools and health posts suffer a real 
decline. 

It may well be that total social service spending can be cut without any 
detrimental effects on the poor. Improved efficiency in the administration of the 
programs, the introduction of realistic charges for services by those who can 
afford to pay, and much greater targeting in the delivery of services to ensure 
that the poor are actually the beneliciaries are such examples. In some cir
cumstances the leakages of benefits to the non-poor has been so great that cuts 
in public spending would have posed little or no threat to the welfare of the poor. 
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It is not uncommon for a wide range of goods and services to be provided by
the public sector at prices below marginal costs. Increases in these prices can 
help improve the efficiency of resource allocation and reduce domestic demand. 
On the other hand, this may impinge directly on the incomes of the poor and 
raise inflation if the added costs are built into wage increases. 

Cuts insocial services often occur at the same time as adecline in employment
accompanying a major contractionary period. As a consequence, public expen
diture acts pro-cyclically, reducing the real incomes of households by cutting the 
social as well as the earned components of total income. 

5.3 Structural Policies 
There isa range of policy reforms aimed at achieving a restructuring of the 

economy and a restoration of economic growth. In contrast to the demand 
managl:ment policies which aim to achieve macroeconomic equilibrium for a
given level of installed capacity, these structural programs are concerned with 
improving the efficiency of resource use and expanding the productive capacity
of the economy. There can be no pretence that there are clear demarcations 
between these various groups of policies; in fact the impact of some demand 
management and switching policies might well be to increase investment and to 
encourage resource movements so that overall economic efficiency isenhanced. 

In the main, however, the structural policies are those which involve some 
time lag. New institutional arrangements, increased supply of perennial crops, 
new investments in previously stagnant sectors all take time to plan, implement
and come to fruition. It is the intention of this paper to focus on the short-term 
consequences and it is argued that much of the growth that occurs as a 
consequence ofstructural adjustment policies, including major t,ade liberaliza
tions, a reduced role of the state in the economy, the realignment of relative 
prices and a redirection of investment, will not positively affect low-income 
groups in the short term. 

Furthermore, there seems to be a widely held presumption that in the medium 
term, when such policies are expected to show a significant effect, the risk of a 
decline in real incomes of the poor is less. Better targeting of social programs,
higher levels of output and employment, less intervention resulting inthe seeking
and capturing of rents, and less pressure to reduce public spending will all 
contribute to favorable distributional consequences. It is at this stage that the 
upper half of the 'J' curve takes over, if in fact such a pattern does describe the 
course of the real incomes of the poor throughout an adjustment program. 
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5.3.1 Market Uberalization 
Market liberalization essentially involves removal of interventions and

regulations to clear the way for the free flow of resources. In developing
countries, product and factor markets suffer from controls and restrictions. 
Liberalization aims to identify and address these interventions with a view to 
create the conditions for t%,c free flow of goods, services and factors and to 
introduce efficiency inthe allocation of resources. 

In foreign trade, exchange rate adjustment and/or tariff alignment are often 
considered by policy-makers, if at all, as policies of last resort. Initially, critical 
foreign exchange shortages are addressed by quantitative restrictions and other 
administrative measures. The immediate responses to critical balance of pay
ments difficulties usually involve import restrictions, foreign exchange control,
licensing of imports, prior deposits, quotas or acomplete ban on "non-essential" 
imports and on imports that compete with domestic production. This system of 
controls assures continued automatic protection for inefficient import substitu
tion. At this stage, imports may be limited to capital goods, with resulting adverse 
effect on exports. Hience export subsidies, rebates, tariffexemptions of imported
inputs for expoxrtable production with the aim ofsupporting exports directly, are 
instituted. But, these involve a co)mplcx administrative hurdle and much delay.
By the time all these combinations of administrative allocation of foreign
exchange are tried and exhausted, the exchange rate often becomes even more 
over-valued. 

Similarly, the production and flow of goods, factors and services in the 
domestic market suffer from a host of administrative regulations. In agriculture, 
some producers are restricted to the production of one type of product but not 
other types. In some cxtrern. cases, the technology of production is also deter
mined by administrative fiat. Different pricing rules and access to inputs and 
outputs are common place. These result in leakages from government sanc
tioned beneficiaries of lower-priced inputs to those without similar access to the 
subsidized inputs; thus, creating the impetus for additional controls. Uniformly
fixed pan-territorial prices for producers supplemented by various types and 
degrees of comlpulsion and, ina few cases, by out-right requisitioning have been 
excised to ensure access to agricultural products by state parastatals. This has 
been facilitated by setting-up roadblocks and check-points. As a result, national 
markets have been broken ind parallel markets with wide price differentials 
across adjacent areas have evolved. 

In the Sub-Sahara African (SSA) context, an efficient agricultural marketing 
arrangement can be decisive inaverting the stagnation in agriculture, inimprov
ing the macroeconomic imbalanc'-s and in introducing a more equitable
economic system. The state, in addition to reserving near-monopsony right for 
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itself in domestic products, has a pervasive role inexport marketing. Prices paid
to farmers are often far less than export prices. Marketing costs are ingeneral
expected to be higher in SSA due to the poor infrastructure. But, payment to 
farmers is further deprecsed by high explicit export tax rates or levels of taxation 
implicit in the pricing by these marketing agencies or due to the inefficiencies in 
their operation. The results are lower farm income and a distorted system of 
production incentives against tradable agricultural products, particularly ex
portables. In other cases, the privileges accorded to marketing agencies and/or
trade restrictions have created incentives for smuggling. 

To compensate for lower producer prices, inputs are usually subsidized. 
Often the provision and marketing of inputs such as fertilizer, pesticides, and 
credit fall under the state sector. Although input marketing and pricing isaimed 
to correct for the disincentives to production, it introduces a new set of biases 
by encouraging their use beyond the socially optimum level. Moreover, since 
these inputs are usually rationed, the priority input distribution favors big
producers instead of the small pioducers whose marginal production islikely to 
be higher, thus, the input markting and pricing system introduces both alloca
tional and distributional inefficicncy instead of correcting for distortions in the 
product market. For industrial goods, use of domestic sources of inputs is 
required before venturing to use imported ones. Following the same rationales 
of controls and interventions, the monopoly position created for domestic 
manufacturing of consumer goods istackled by instituting price controls. 

The distorting effects of these decisions have become obvious. The flexibility
and a reasonable degree of certainty required for efficient resource allocation 
is lost. The price of goods, factors and services do not signal the real value of 
scarce resources. Once the "non-essential" imports are cut, there isno room for 
further administrative maneuvering. Running the system of controls itself uses 
up scarce administrative mar,x)wcr. Even with best of intentions, decisions arc 
often delayed. Incentives for rent-seeking activities, corruption and efforts to 
circumvent the government rules are enhanced. Controls, instead of taxes, 
charges and levies, also deprive the government of badly needed revenue. 

Market liberalization iscrucial to the success of price-induced policy chan
ges. Policies that aim to align domestic relative prices to their international 
equivalents and to integrate domestic markets cannot produce the desired result 
unless economic agents observe the price signals. Exchange rate adjustment and 
changes in tariff and subsidy policy become fully effective in directing resources 
to productive sectors only if the changes in relative prices are known and become 
the basis of decision making. In policy initiatives, exchange rate adjustment and 
a review of the structure of import tariffs, taxes and subsidies isindeed essential. 
But, as a start, such a policy should involve the minimizing and gradual lifting of 
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the administrative restrictions that obstruct the smooth functioning of any 
price-induced policies. Inexport and domestic agricultural marketing, reducing 
existing inefficiencies, encouraging a more competitive environment and creat
ing an integrated national market are a pre-requisite for a sound and 
broad-based agricultural policy. Failure in this regard makes the prospect of 
well-intentioned policies almost ineffectual. 

Market liberalization should clear the way for the free flow of resources. 
Unifying the domestic market and legalizing existing parallel markets and the 
opportunities in smuggling will help to re-route transactions to the formal 
channels and case the burden on state marketing agencies. In the process, 
however pre-existing rights to rent-seeking activities are eroded. New prospects 
in resource allocation and distribution are also created. Exchange rate adjust
ment, revision of agricultural output prices and change in tariff structure are 
likely to benefit the rural and agricultural sector only if the market is capable of 
relaying the signals properly. 

5.3.2 Public Enterprise Reform and Privatization 
Public enterprises (PEs) are a diverse set of firms fully or partly owned by 

the state and distinguished from other state functions by their sale of goods and 
services to generate revenue. The size and structure of PEs vary significantly and 
depend on the range of conditions that led to undertake the operation in the 
public sector in the first place. In most cases, the inclusions and exclusions of 
the PE sector, its organization, and mode of operation are often arbitrarily 
determined and reflect individual country's economic, historical, social, political 
and ideological circumstances and predilections. 

PEs face and receive signals from the market just as do private firms. As 
public units, however, they are also subject to ccnral control and direction which 
influence resource allocation effort and day-to-day management. Often PEs are 
set-up in response to private market failure to produce efficient outcomes. 
Market failure can occur due to the existence of public goods, externalities, 
information asymmetry, technological indivisibilities and thereby natural mo
nopolies. PE-s are viewed essential due to the underdeveloped nature of markets, 
limited resources of capital and skill in the private sector, differences between 
private and public sector returns, differences inthe planning horizon (foresight) 
of the two, and willingness to take risk. PEs are also intended as a means to 
achieve social objectives such as the creation of employment opportunities and 
ensuring regional equity inthe distribution of economic activities. 

Comparison of the performance of PEs and private enterprises is often 
difficult. The performance of PEs ismixed. Their poor performance in the 1970s 
and 1980s has become among the central concerns of policy debate and reform 
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in recent years. Their large and growing claim on the budget and the fiscal, 
monetary and balance of payments implications of their domestic and foreign 
borrowing are responsible at least for part of the macrocconomic disequilibria. 
With the objective of improving efficiency various measures are being instituted. 
But, the contradictions in the cbjective for which PEs are established, the 
absence of competition, too much government interference in their day-to-day
operation and the absence of incentives for managers hinder the attainment of 
the objectives of improving efficiency in tl'e management of resources in their 
command. Measures to improve their performance should therefore be ad
dressed to eliminate or minimize these shortcomings. 

Market structure detcrmines allocative efficiency. In cases where the number 
of firms is large (each having a limited market influence) privatization can be 
considered as a likely candidate for a reform measure. In cases where scale 
economies are absent, and operations divisible, privatization plays a crucial role 
for efficient resource allocation. Inpursuit of profit, competition among private 
enterprises ensures full economic efficiency. This is pos.sible for instance in 
agricultural marketing and truck transportation. But, for the private sector to 
thrive, market restrictions should be removcd and entry and exit into the market 
should be made easy. Efficiency can also be introduced into the P-s if they can 
be made to compete with the private sector. This can expose the sector to the 
discipline of the market and thereby lead it to increase its efficiency. 

The bcnefits from privatization, including joint venture arrangements, 
emerge from reduced political interference, a change in property rights and 
more effective financial management. The same efficiency standard can, how
ever, be met if PFs are made to compete among themselves while maintaining 
financia! profitability. 

The objectives and rationale for PE and the prospects for privatization differ 
across sectors and countries. Privatization in the case of natural monopolies can 
actually be counter productive since it involves reduction in supply and an 
increase in price. Social services usually cannot be produced by the pr:vate sector 
insufficient quantity and made available to consumers on the basis of ability-to
pay. Compromise of objectives may be involved if social objectives have to be 
met by the private sector. 

Although some economic operations can be privatized, the conditions re
quired for an efficient private sector conflict with the initial requirement and the 
processes of privatization itself. For instance. PEs,in many cases, emerge be
cause of private market failure. 

Where PE-s are to be maintained, a strategyshould be pursued which includes 
a clear definition and prioritization of the objectives for which PEs are estab
lished, and an explicit statement ofthe non-commercial goals together with their 
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costs and benefits. The PEs should be operated on a purely commercial basis 
using the profit to achieve social objectives. The level of autonomy and account
ability of PE management should b, enhanced and efforts should be made to 
avoid government interference in the day-to-day operation of enterprises. At
tempts should be made to introduce asystem of pcriodic review and monitoring 
of performancc with yardsticks agreed upon by the government and PE, to 
institute appropriate managerial incentives, to improve the capital structure of 
entcrpriscs and to provide skill up-grading progrars. 

5.3.3 Short-Term Supply Response to Price Oriented 
Adjustment 

Agriculture is the largest economic sector in most developing countries. It is 
the major contributor to foreign exchange earnings and absorbs much of the 
lalx)r force. However, the sector has not received the attention commensurate 
with its importance and there is generally a large divergence between stated 
intentions and policies. The specific disincentives to agriculture originate from 
policies that directly aim to keep agricultural prices low and/or from policies
resulting from wide parastatal margins. Indircetly, policies that aim to promote 
import-substituting industrialization, cause over-valued exchange rates and 
create an inflationary pressure through expansionary fiscal and monetary 
policies produce similar disincentive effects. Through the effect of the latter, the 
depression in the relative price of agricultural goxs isfurther compounded. 

In the 1950r, and 190)s, parts of the agricultural economics discussion and 
policy debate was dominated by the real or imagincd perversity in supply 
respomse. The argument rcstcd on the premise that the income effect of a price 
change could outweigh the substitution effect. As a result since aproducer could 
decide to consume part of the increased income in terms of leisure such that 
labor supply, the main productive factor, would decline and thus result in 
reduced proxluction. Recent empirical findings generated from restricted 
market conditions and quantitative restrictions seem to support this assertion 
(Bell, 1974; Bcrthclcmy and Gnacgy, 1987; Bevan, Bigstcn and Collier, 1987; 
Barnum and Squire, 1979; Yotopolous and Lau, 1974). But, under normal 
conditions and in the absence of restrictions in the factor and product market, 
there iswide evidcnce that farmers respond positively to price incentives. The 
type and ciuantity of products grown, inputs used and farmers' openness to 
technical and organization changes can be significantly influenced by a con
ducive pricing and macroeconomic policy environment. 

Supply response isgcncrally higher in the long-run and for individual crops 
than inthe short run for aggregate agricultural production. Under conditions of 
fragmented markets, delays in the flow of information and farmers' attitudes 
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towards the persistence of policy changes, itmay take some time for farmers to 
respond to the signals and to shift labor and capital from one crop to another. 
The lag in tree crops is longer than for annuals. Furthermore, the response in 
aggregate output depends on the existence of idle resources and the possibilities 
of bringing these resources into productive use, the availability and possibilities 
of adopting new technology, the agricultural sector's capability to attract labor 
and capital from other productive sectors, and the trade-off among individual 
crops. 

Even here, there iswide difference both conceptually and in the interpreta
tion of empirical estimates of elasticities depending on the data used for quantity 
and the relative price measure. For a subsistence crop, the production response,
whether aggregate or for an individual crop, isgenerally lower than the response 
of marketed surplus. The latter response comes either from an increa,e in 
production or a decline in consumption or some combination of the two. 
Production, in turn, can be a result of acreage expansion or improvements in 
yield. 

Recent policy prescriptions aiming at reversing the decline in agricultural 
output, aggregate economic growth and the volume of exports suggest adjusting 
agricultural prices upward, reducing parastatal involvement, improving their 
performance, cutting export taxes, devaluating the domestic currency and taking 
measures to keep domestic inflation low. These measures, in addition to their 
positive effect on growth, are expected to improve income distribution and 
equity since most of the poor reside in agricultural and rural areas. A positive 
growth and distributive effect is likely. But, as a higher producer price generates
improved return to surplus growing farmers, it leaves pure subsistence farmers 
unaffected. Net purchasing farmers and non-agric.:ltural households who are 
wage earners, on the other hand, are affected adversely. This conflicting out
come often creates a dilemma to policy-makers and determines the success in 
policy debate and policy prescription. 

To conclude, it is important to reiterate the crucial role that liberalization 
plays in promoting efficiency in the use of resources. Of cours,', privatization, 
where viable, should be an integral part of such a liberalization program. But, 
privatization without liberalization and competition could amount to replacing 
one form of inefficiency, namely bureaucracy, with another form, that of the 
market. 

There isa general reluctance on the part of policy-makers to launch prorams 
of liberalization and privatization due to the real or imagined sub-optimal 
outcomes they expect, and/or equally important, due to existing vested interests 
in the status quo. As a result, concerted effort in this respect isvery recent. The 
experience istherefore sketchy and review of results isat best mixcd. 
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Finally, even if there isagreement on the efficacy of the program, converting 
thoughts into deeds isnot easy. Recent experience has shown that a program of 
liberalization and privatization requires careful assessment and planning of what 
isto be liberalized or privatized, the timing and duration over which the program 
will be undertaken and needs a fairly extended period of learning-by-doing. 
Experience has, shr,wn that either due to resource limitations or lack of con
fidence, the private sector will not automatically fill the gap created by the 
cutback in the public sector. Therefore, it is noteworthy that an abrupt and 
pervasive government retrenchment from economic operations could have 
severe short-term repercussions and can engender the long-term success of the 
entire program. 

Secondly, the government could clearly define whether the privatization 
program is open to nationals alone or whether foreigners could participate in 
the acquisition of the ventures open for privatization. In some cases, nationals 
may not have the financial capital, the managerial and the technical skills to take 
over the operation, inwhich case, the government should stand to support both 
by extending short and long-term capital and by training the necessary man
power. To attract and to promote foreign participation, if it isin its interest, the 
government should also int roducc a program of reform inthe investment codes, 
inthe regulations governing foreign exchange repatriation, and reforms affecting 
the domestic capital market. Lastly, the government should instill a sense of 
confidence and asure economic agents that the program is real and persistent. 
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6. IMPLEMENTING 
ADJUSTMENT 

POLICIES 

6.1 Order of Policy Changes
There isalmost no theoretical foundation for analyzing the question of the 

'optimum' order inwhich macrocconomic adjustment policies should be imple
mented. In fact the subject has scarcely been broached in the literature. What 
little can be said must be gleaned from some very fundamental propositions, 
combined with a growing literature documenting the experience of countries 
willi major liberalization reforms, particularly inthe Southern Cone (Corbo and 
de Mclo, 1985; Edwards, 1984 and 1985). 

A country expericncing major imbalances, reflectcd inhigh rates of domestic 
inflation and unsustainable levels of current account deficits, must face the 
immediate task of implementing an adjustment program. In so doing, it is logical 
to consider the extent to which the existing policies have contributed to the 
current imbalances. Not infrequently, it is evident that a large degree ofgovern
ment regulation in labor, financial and commodity markets lies at the heart of 
the problem. Inan o'ffort to ensure that the reform measures lead to sustainable 
economic growt h,the count ry may well decide, either of its own volition or with 
the prodding of creditors and international agencies, to introduce a program of 
liberalization in conjunction with the adjustment measures. 

This will involve the simultaneous introduction of a considerable range of 
new policies, and the order inwhich these arc introduced can have a significant 
bearing on the sustainability of the reforms, and the outcomes of the adjustment 
program. For example, if the demand management policies place contractionary 
pressure on the economy as a whole, and this isreinforced by trade liberalizaition 
removing the protection previously afforded the impo)rt-substituting sector, then 
the resulting recession may be too) sevure to be sustainable. 

It is likely that where there are serious imbalances, there will be pressures 
from international financial institutions that these should be reduced through 
appropriate demand management measures before attempting to proceed with 
liberalization. In other words, the size of the initial disequilibria is an important 
factor in considering the order of implementation. A necessary condition for a 
successful liberalizztion is a stable and competitive level of the real exchange 

, 0,* - " 
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rate. This may not be easy to achieve when starting from a position of high 
inflation. If the macroeconomic adjustment program results in an appreciation 
of the real exchange rate as a consequence of the order and mix of policies that 
were adopted, the resultant squeeze on the tradables sector will place the 
liberalization at risk. 

Financial deregulation at a time of large disparities between domestic and 
foreign interest rates may .,iduce sudden capital inflows, and an accompanying 
appreciation of the real exchange rate. This will finance an expansion in domestic 
absorption in excess of real output. The increased demand will fuel inflationary 
pressures, which in turn will lead to further appreciation of the real exchange 
rate as the price of non-traded goods rises. However, if this isnot expected to 
be sustainable, the pattern could suddenly reverse, and an economic boom be 
converted into yet greater recessionary forces. 

6.2 The Timing of Changes 
There israther more speculation than hard evidence about the pace at which 

macroeconomic adjustment should proceed. In part this reflects the fact that 
the ability of economic models to predict the time paths of adjustment following 
a major policy change is still quite limited. The restoration of sustainable internal 
and external balances is a transitory problem (Huang and Nicholas). It could be 
argued that rapid shock treatment will restore the economy to equilibrium more 
quickly, and hence have a higher payoff than a drawn-out strategy ofgradualism. 
In other words, if there are gains to be made from eliminating the disequilibria 
then they should be realized as soon as possible. Gradualism will only prolong 
the costs and delay the receipt of the benefits, so reducing the return to the 
'investment' inthe policy change. 

From a distributional perspective, the case for rapid changes depends on the 
incidence and the severity of the costs in the short-run. There can be no 
presumption that those bearing the costs are in a position to do so without severe 
hardship, or that they will benefit inacommensurate manner when the economy 
has adjusted. This highlights the importance of the dynamic paths of adjustment 
and emphasizes the need to address these, in spite of the inherent difficulties 
that such an undertaking will face. 

A rapid response insome Asian countries to the rise in the price ofoil allowed 
their economies to continue to grow, in contrast to other countries where an 
appreciating real exchange rate and accelerating inflation were accompanied by
low or negative real growth (Sachs, 1985). There isa general presumption that 
by acting early, rather than postpoming the introduction of policies, and by
selecting specific items for, say, the expenditure cuts, less overall austerity will 
be needed (Selowsky, 1987; Tanzi, 1987). 
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The two central aims of any adjustment process should be to minimize the 
overall costs of the adjustment to the economy and to minimize the impact on 
the most vulnerable groups. The two aims are clearly inter-related. By reducing 
the total cost of the adjustment, the amount to be borne by all groups will be 
lessened. It is reasonable to suppose that the impact on the poorest segments of 
the population will be, o" at the very least potentially could be, lowcr in these 
circumstances. In this sense the aims are complementary. However, as with most 
problems involving multiple goals, there is an element of trade-off. It can well 
be the case that a certain adjustment policy, or more accurately, aset ofpolicies, 
may contribute to minimizing the total cost of the adjustment, but may not 
necessarily minimize the impact on the most vulnerable groups. 

Flow are the total costs to be minimized? There are two components to these 
costs. In the first place, the policies should avoid creating idle resources and loss 
of output. Foregone prxluction imposes a serious and direct cost on the 
economy and through the associated unemployment has immediate distribu
tional consequences. Secondly, the policies should minimize the frictional costs 
that are inevitably associated with the reallocation of resources. It is in relation 
to this second question that the matter of temporary versus permanent disequi
librium is important. 

If the disturbances that lead to the crisis are identified as temporary, then it 
is important to adopt a set of policies that will not signal the need for major 
resource reallocations in the economy. The costs associated with such move
ments could not be viewed as an investment, as the resource movements would 
need to be reversed in the near future. In contrast, if the causes of the macro
economic discquilibria are of a permanent nature, then adjustments in the 
allocation of resources will be needed to respond to the changed structure of 
incentives. This will frequently involve a movement of resources from the home 
goods sector into the tradble goods sector. 

It is almost inevitable that the costs of making these changes will rise, often 
steeply, the faster the adjustment p,'ogram proceeds. Both the total costs and 
the burden on the poorest will generally be reduced if the adjustment process 
takes place over a longer period. The timing of the policies is therefore a 
potentially significant element in the distributional outcome of economic 
reforms and restructuring policies. 

6.3 The Mix of Policy Changes 
Correctly identifying the nature and source of the disequilibria is important 

for choosing the appropriate response. The particular mix of policies selected 
will have an important bearing on the distributional outcomes. If,for example, 
the problem is deemed to be temporary, the correct solutions will involve 
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temporary financing, eit her through borrowing or t'ie use of reserves. The access 
to additional resources will obviate the need for reductions indomestic absorp
tion and will alleviate possibly unfavorable distributional changes. However, if
the problem isin fact ofa permanent nature, application of temporary solutions 
will only postpone the eventual adjustments that will be rcquircd. By the time 
those adjustments are implemented thcy will inall probability nccd to be more 
severe, and will almost inevitably have unfavorable distributional consequences.

The converse may equally apply. If a set of policies is implementcd to deal 
with aproblem perceived to be permanent, but which infact was only temporary,
there may be adverse, and in fact unncccssarily severe, distributional implica
tions. The likelihood of this type of error, givei the political costs, is admittedly
lower than seeking temporary solutions to permanent disequilibria.

Perhaps the overriding aspect of the question of the mix of policies in the 
present context is the extent to which a country introduces a blend of macro
economic adjustment measures and policies directly concerned with protecting
the poor during the period of adjustment. Modifying the overall policy reform 
strategy to ensure that excessive contraction is not imposed on sectors where
there are vulnerable households, and targeting the existing - or even a reduced 
overall - level ofspending on. cial programs to ensure that vulnerable groups
receive adequate attention, are important aspects of the mix of policies that are 
adopted. 

6.4 Interdependence of Economic Policies 
The policies adopted in the OECD countries have a demonstrable impact 

on the macroeconomic performanL of the developing countries (Dornbusch,

1985, 1986a). In an interdependent world where commodity and financial
 
markets have become increasingly global in nature, it isaxiomatic that there will
 
be strong linkages between different groups of countries. While this paper has
taken the domestic policies of the developing countries themselves as the
principal focus, it is inevitable that the external environment which they face will 
influence their adjustmcnt programs. 

In addition to the policies of the developed countries, the external environ
ment also involves the policies of international agencies, in particular the World
Bank and the IMF, together with international trading rules, as influenced by
the GATT and international commxlity agreements. There has been consider
able discussion inthe literature on the role of international agencies (Goldstein
and Monteil, 1986; Hcilincr, 1983b; Katscli, 1983; Killick, 1982; 1984a; 1984b;
1986a; 1986b) and an analysis of the IMFs stabilizztion programs from a
distributional viewpoint (Khan and Knight, 1985). There isnio shortage of advice 
on how the Bank and the Fund might improve the conduct of their affairs 



59 

(Taylor, 1987). It is not the intention of this paper to add to that literature. There 
remains however, a less widely discussed aspect of the external environment, 
i.e., the influence of the economic policies of the developed countries. 

There are a number of ways that influence can be manifested (Goldsbrough 
and Zaidi, 1980). Firstly, the external conditions can limit or modify the choice 
of the domestic policy package that a country can or would like to implement.
Secondly, the outcome which is actually observed will reflect the influence of 
changes in those external conditions, as well as the response to the domestic 
policies. Thirdly, the sustainability of the domestic policies will be influenced by 
events external to the country. 

Trade as an engine ofgrowth has long been recognized as an important part 
of the linkage between the industrial and developing countries. In broad 
measure, that relationship has been empirically substantiated. The level of 
economic activity in the OECD will influence the demand for exports from the 
developing countries, the prices in world commodity markets, and interest rates 
(Sengupta, 1985). Furthermore, the extent of trade barriers, the flow of aid and 
credit, and the behavior of exchange rates are all potential vehicles through 
which the policies of the OECD arc transmitted to the developing countries. 

However, the matter is not simple. On one hand the effects will depend on 
the nature of the policy changes in the OECD. Increased economic activity due 
to an investment led expansion in the OECD might pull more imports from the 
developing countries; but at the same time if real interest rates were to rise,
lending to LDCs could decline and simultaneously the cost of debt servicing 
could rise. Orl the other hand, the widelyvaryingcircumstances of the developing
countries themselves preclude any general conclusions about the transmission 
of effects from the OECD. Some ; ,:net exporters and others are net importers 
of particular commodities whose prices or conditions of access may have 
changed. The level of outstanding debt differs markedly, and with it, the 
importance of changes in interest rates. Countries with high debts and low 
dependence on exports might benefit from a recession in the OECD if the fall 
in real interest rates were to be sufficient to offset the decline inthe demand for 
their exports. In other developing countries, the trade effect may overshadow 
the debt servicing effects, and they would be helped by an expansionary period 
in the OECD. 

Insummary, itisimpossible to generalize. In the present context, the impor
tant message is that when examining the response to domestic adjustment 
policies in a particular developing country, regard must be paid to changes in 
the extcrnal conditions. Sharp rises in real interest rates, a fall in commodity
prices for exports, a rise in the price of imports and a decline in the foreign 
demand for traded goods can all frustrate the planned outcomes of a domestic 
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program of demand management and economic restructuring. Of even more 
significance for this study is the potential impact of these unforeseen shocks on 
the distributional consequences of the domestic program. It could conceivably 
be the case that due to, say, a marked fall in the export receipts for a particular 
crop, incomes to producers were drastically reduced. This could have a 
deleterious impact on poverty in that sector, quite apart from the fact that the 
country's own set of policy reform measures would have raised the relative price 
of this commodity in domestic currency terms, a move which could have been 
expected to have had a most favorable impact on the incomes of poor rural 
producers. Naturally, not all unforeseen shocks are harmful, and there will 
undoubtedly be circumstances ii.which what may have been an unfavorable 
outcome of the domestic policy rri. isadverted by an improvement in external 
conditions. 
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7. MODELLING
 
APPROACHES
 

The purpose of this section is to provide a brief overview of some of the 
approaches that have been taken to the formal modelling of the distributional 
consequences of policy reforms. The central problem isto examine the impact 
of macroeconomic adjustment policies on the incomes of the poor. Ideally, a 
review of existing modelling approaches would be restricted to that subject. 
However, there does not exist a single example of such a study. In fact, it isonly 
in the last decade or so that distributional concerns have been incorporated in 
empirical -aiodels of any types. 

The problem is extremely complex. In the first instance a model would have 
to deal with the impact of macroeconomic adjustment policies on the perfor
mance of the economy in the short run. It would need to allow for a range of 
policy measures covering fiscal, monetary and exchange rate, market liberaliza
tion and privatization policies, and to map their impact through time on broad 
aggregate indicators such as real output, capacity output, interest rates, inflation, 
the current account balance and the level of net foreign assets. 

The ccond step would be to trace the changes in these macro and aggregate 
variables to the level of economic activity by sector, and changes in the demand 
for factors occasioned by such changes in sectoral output. The next step is to 
take this factor income (or value added in each of the activities) and distribute 
it to institutions, from whence, in the next step, it is distributed as income to 
households. These may be disaggregated by type (e.g., rural or urban) and 
broken down by income groups. In order to account for all the changes in the 
real income of the household, both the earned income and the social tralsfers 
need to be accounted for, together with changes in relative prices. Finally, to 
consider the welfare implications, the effect of the polices on the intra-group 
distribution of income must be assessed, together with the changes intransfers 
and access to social services. Changes in the level and the pattern of demand are 
then fed back to be consistent with the output of each activity. Changes in 
investment and savings will follow, and will alter the pattern of asset ownership 
in the broadest sense (including physical and human capital) and hence alter the 
intertemporal pattern of income generation. 

Models which encompass such a comprehensive sweep simply do not exist. 
Nor is it contemplated that one all-encompassing analytical scheme could, or 
should, be developed for the current study. The following isa synopsis of some 
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of the approaches that have been used to address parts of this complex,
interrelated chain. The objective isto identify models relevant to the key parts
of the problem at hand, and to obtain guidance about those aspects which can 
be set aside as not central to our purpose. 

Before proceeding to selected examples of modelling approaches, it is
important to clarify different concepts of the income distribution (Adelman and 
Robinson, 1987b). In the first instance, one may enquire about the functional 
distribution of income which describes the shares of value added accruing to
primary factors of production (land, capital and labor). This can be broken down 
into different groups, reflecting the type of production, location, or sector to 
form the extended functional distribution. The second broad approach is the
size distribution of income, whereby the total income isallocated to units (e.g.,
individuals, households, economically active) by their level of income. 

Most of the theoretical, and a significant amount of the empirical, estimates 
concern the functional distribution of income, interest in which dates from the
early classical economists. However, that interest centered largely on the effect 
of long-term growth on the shares of income going to primary factors. More 
recently, the linkage to policy reform has been incorporated through the
proposition that short run adjustment takes place by altering the distribution of 
income among groups with different marginal propensities to save. In this way,
the volume of savings necessary to match the investment requirements is 
generated for any given level of income (Taylor, 1979 and 1983). It ispresumed
that the recipients of labor and capital income have different propensities to 
save, and that a redistribution toward labor would improve overall equality in 
income distribution, although this link to size distribution is tenuous. 

In contrast, the size distribution has been viewed largely from a 
microeconomic or individual perspective. This approach traces the size distribu
tion of income by concentrating on the attributes of individuals; their sex, health, 
age, education and location. The structure of output and employment and factor 
rewards in the economy are taken as given. As Dervis, de Melo and Robinson 
note, "work in the size distribution tradition thus ignores both the importance
ofmacroeconomic fluctuations and their impact on incomes in the short run ..." 
(1982, p.400). 

In summary, the studies of macroeconomic adjustment that do address the 
distribution of income ar: concerned, at best, with the functional distribution. 
In contrast, those concerned with size distribution take as given the very
fluctuations and adjustments that are the central concern of this paper. Neither 
the theoretical basis nor empirical precedents exist for an analytical framework 
that links short-run policy reforms to changes in the size distribution of income,
in particular the concern with changes in the extent and severity of poverty. 
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7.1 Sector Models 
There have been many models constructed to analyze the impact of policies 

in a particular sector. Recent examples that typify this approach are provided 
by Braverman et a]. (1987) and Quizon and Binswanger (1983 and 1986). 

The first isdescribed as a multimarket analysis which has as its central core 
a series of behavioral equations that describe the interconnected supply and 
demand relations for a specified set of commodities. The approach is suited to 
the analysis of trade policies, taxes and subsidies, and allows one to estimate the 
effect on the government budget, on foreign exchange earnings, on changes in 
factor demands, and on consumer and producer welfare. In a country where a 
very large portion of the population isrural and macroeconomic adjustment has 
a direct impact on the agricultural sector through expenditure cuts and devalua
tion, or changes in the operation rules of marketing boards, the multimarket 
approach can provide a relatively straight forward, low cost modelling approach 
to the major impacts of policy changes coming through a reform program. 

However, in the context of assessing the distributional consequences, the 
multimarket approach has two limitations. In the first instance, it does not 
explicitly link changes in the demand for factors to household incomes. This is 
an important aspect where changes in the level and mix of output imply direct 
and immediate changes in the demand for, say, landless labor, and hence on 
wage earnings. Secondly, there isno linkage to the rest of the economy, so that 
changes in the agricultural sector estimated by the model are not necessarily 
consistent with economy wide changes stemming from the overall reform 
program. 

The linkages to the rest ofthe economy are more explicitly treated inthe work 
of Quizon and Binswanger, who model the effect of productivity change and 
policy on the agricultural sector. This work is of particular interest because it 
analyses changes in the size distribution of income, for four income quartiles in 
both the rural and the urban sectors. The income of each group isdetermined 
by their supply of factors (labor, land and draught power), input prices, and 
non-farm income which is given exogenously. The real income of each of the 
groups is found by deflating the nominal income by a price index specific to that 
group's pattern of consumption. Migration isallowed for by treating the move
ment between the urban and rural sectors as a function of the real wage in the 
rural sector. This model illustrates the difference in policy impact when the 
economy is open to trade compared to a closed economy model. 
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7.2 Social Accounting Matrices 
Social accounting matrices (SAMs) are a unified way to present a set of 

accounts for an economy that describe the circular flow (Pyatt and Round, 1985;
Thorbecke, 1985, 1986, 1987a, 1987b; Robinson, 1986; Adelman and Robinson,
1986, 1987b). A SAM is a square matrix in which the rows depict the receipts
and the columns the expenditures for as many groups as one wishes to specify. 
These 'groups' typically encompass: 
a. Production sectors or activities (eg. staple crops, export crops, perennial 

crops, livestock, fibers; various non-agricultural sectors such as manufac-. 
turing, services, financial, utilities etc); 

b. Factors ofproduction (labor, capital) that receive as income the value added 
by the production sectors); 

c. Institutions (such as households); 
d. Capital account (to receive savings and make investments); 
e. Government; and 

f.Rest of the world. 
The flows of products between the productive sectors are represented by an

input-output table. A SAM can be viewed as an expanded input-output matrix, 
to which has been added the flows of the producing activities to the primary
factors (the value added); the flows from these factors to institutions such as
households (in the form of income for factor services) and governments (in the 
form of taxes), and eventually completing the circular flow of funds in the 
economy by tracing the demand for goods from the producing sector generated 
by households, government and foreign residents. 

The SAM captures the flows across markets, where a movement of com
modities or factor services is matched by a corresponding payment flow in the 
reverse direction. Of particular importance in the present context is the fact that 
in addition, the financial flows which have no real counterparts are also captured

by the SAM (Robinson, 1986). These include for example the payment of
 
transfers from government to the household sector. Remittances from foreign
to domestic residents, or internal remittances from one group of households to 
another can, conceivably, be represented explicitly. 

The double accounting that arises through the sums of the rows and columns
provides a discipline on the consistency of the data often gleaned from disparate 
sources. It also ensures that all the flows in the economy are accounted for; i.e., 
no Icakages out of,or injections into, the system are permitted. Every receipt by 
some ageut is matched by a corresponding item of expenditure in the column of 
another agent. 
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A SAM establishes an initial set of conditions which can form the basis for 
an analysis of policies, after generating a post adjustment SAM to reflect the 
structure of output and the associated factor rewards and income distribution 
after the imposition of the policies. A SAM does not comprise a model of how 
the economy actually functions, and hence generates the new array of flows. To 
achieve that step requires that some behavioral assumptions be added. One can 
note at this point, however, that merely by having specified those flows in an 
organized, systematic and internally consistent manner is, of itself, an aid to 
identifying the key behavioral relationships. Naturally the process of specifying 
the structure of the flows cannot be divorced from what is known about the 
behavioral issues. The two matters inevitably proceed in a simultaneous rather 
than a sequential manner. 

The simplest and most direct way to create amodel of the economic processes 
based on a SAM is through a multiplier analysis. This allows us to predict how 
changes in some elements of the matrix will be reflected in changes of other 
flows. For example, one can ask: what would happen if government expenditure 
fell 10 percent, if export demand rose by 10 percent, or if investment fell by 10 
percent? 

These changes in final demand are translated to changes in sectoral output 
and factor demand, and finally to changes in the income ofhouseholds bysolving 
for the multipliers based on the static coefficients derived from a SAM. The 
coefficients are computed by dividing each element in the column by the column 
sum, under the assumption that they remain fixed over time. For this reason it 
isimportant to define those accounts in a manner which makes feasible the fact 
that the expenditure coefficients are constant over the length of run con
templated. However, as a SAM is a square matrix and the coefficients in every 
column must sum to unity, there isno inverse to the matrix. This dilemma isonly 
resolved by specifying that one (or more) of the accounts in the SAM be 
exogenous. Obvious candidates are the government account, the foreign account 
or perhaps the capital account. 

The post adjustment SAM is not independent of the choice of which ac
count(s) to make exogenous. If the capital account isexogenous, for example, a 
demand driven model will result in which income responds to the stimulus of 
increased investment until a level isreached such that the savings from nominal 
income are sufficient to close the model by matching the exogenous rise in 
investment spending. Each choice of exogenous accounts implies a different 
form of macroeconomic closure and generates a different final solution. 

In an application to United States agriculture, Adelman and Robinson (1986) 
demonstrate the use of a SAM to examine a range of policy questions, and 
importantly, to estimate the impact on the distribution of income. In addition, 
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they employ the decomposition of the multiplier matrix to find the direct and 
indirect effects of exogenous changes. They arc able to compare the impact on 
the incomes of the poorest 40 percent of households stemming from a range of
policies, including transfers, trade and price supports or input subsidies. They
stress that in its basic form involving fixed coefficients, the SAM does not allow 
for substitutions in consumption and production arising from relative price
changes, nor does it address resource allocation. However itdoes not preclude
the insertion of richer behavioral specifications allowing for, say,profit maximiz
ing by firms in the determination of factor demand, or a system of commodity
demand equations to reflect utility maximijng behavior by consumers. 

A SAM based approach is used by Drud and Grais (1983) to examine 
macroeconomic demand management in Thailand, tracing the consequences of 
short term measures including fiscal policies (a cut in government consumption;
increased taxation ofhouseholds and producing sectors), commercial policy (an
increase in tariffs or export subsidies to reduce the external imbalance), and 
devaluation. 

7.3 Computable General Equilibrium Models
The next step in the evolution of multi-sector models was to enrich parts of 

the SAM framework with behavioral and technical relations that describe how 
the flows are generated. This can be seen as a further step in going from a 
framework for the static organization of data to a consistent model. This 
evolution is surveyed by Thorbecke (1985), and the topic comprehensively 
treated in Dervis, de Melo and Robinson (1982). 

Typically, CGE models have been more concerned with evaluating the longer
term consequences of development strategies. They are real models concentrat
ing on the implications of relative prices and ignoring the monetary side of the 
economy. The question of income distribution has been analyzed "in terms of 
comparative statistics between one equilibrium and another. Little issaid about 
the adjustment process out of static equilibrium. This problem isof particular 
concern in the context of short run macro policy problems ...with disequilibria
in either commodity or factor markets" (Bruno, 1979, p.9).

Robinson (1986) sketches the essential elements of CGE.The SAM structure 
provides a base (either explicit or implicit) which identifies the receipts and 
expenditures of each group of agents. These typically include producers, in 
different sectors or modes of production, and households. The government and 
foreign sectors are added to achieve completeness. The behavioral mechanisms 
have to be specified for each group of actors, and assumptions about the 
institutional environment imposed. Are consumers and producers maximizers; 
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do they respond to price signals; how are markcts allowed to clear; are there 
fixed prices in some markets? 

A summary of CGEs applied to agricultural price policies in six countries is 
given byde Janvryand Sadoulct (1987). Of particular interest istheir comparison 
ofthe results ofthe CGEs with those obtained from partial equilibrium analyses, 
or multi-market studies discussed alxve. For example, an increase in output of 
foodcrop would tend to benefit consumers, astandard result of partial analyses. 
But whcn the income, cmploymcnt, wage and price effects are allowed for (the 
very strength of a CGE approach), the result isless clear, and some groups of 
consumers may be harmed. The authors stress the importance of the wage 
determination mechanism ingoverning the distributional outcomes. 

Steps have been taken to make the models more dynamic. If they are to be 
useful in assessing the short run distributional consequences, then this is an 
important development. Sarris (1986, 1987a and 1987b) applies a CGE fitted to 
aSAM for cach of four countries to address the impact of policy reform in the 
short and medium run. The model incorporates labor migration, factor realloca
tion to various products according to their relative profitabilities, and a range of 
substitution possibilities. Dynamic adjustments occur inthe allocation of capital 
to sectors, non-agricultural wage formation and labor migration. The distribu
tional outcomes are limited to an analysis of the changes in rural and urban 
incomes, though conceptually a more disaggregated breakdown of households 
could be included. A range of adjustment policies is examined, including 
devaluation, cuts inpublic sector employment, and cuts inimports, government 
expenditures and transfers to households. While there was an improvement in 
the external and internal balances, rval GDP fell inall years (up to 10), suggesting 
a strong contractionary effect. 

The CGE modc!s will all map the di ,iribution of income from the productive 
sectors to factors of production; i.e., the value added in the productive sectors 
is allocated as factor rewards to primary inputs (labor and capital). However, 
interest extends beyond this functional distribution of income. This value added 
is then mapped to institutions, including households. The socio-economic clas
sification of households ischosen to represent the major categories whose level 
and ,ourcesof income differ. The mapping to each of these mutually exclusive 
and exhaustive groups ismade within the SAM or CGE framework. In order to 
address the question of poverty, or to construct the overall size distribution of 
income, it is necessary to consider the distribution within each of the groups. 
This last step is not typically part of the CGE structure, but isimportant, as the 
variation in income across groups often explains no more than one half of the 
total variance in incomes. Dervis, de Melo and Robinson (1982) review the two 
alternatives of generating information about the within-group variance from the 



output of the model or imposing itexogenously. The distribution to households 
is derived from the incomes of the economically active individuals, after taxes
and transfers. This requires a mapping based on household composition, which
combines individuals from different sectors with dependents and unemployed
members to form the income of the household. Adelman and Robinson (1978)
provide a detailed discussion and an application to Korea. 
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8. WELFARE
 
INDICATORS
 

In order to assess the impact of macroeconomic adjustment policies on a 
particular group of the population, there are three fundamental steps. 

(1) One must be able to identify the target group. 
(2) An indicatorof the welfare of the individuals in the group has to be specified. 
(3) The nechwnsms have to be defined whereby the policy instruments lead to 

chang 's in the welfare indicator. 
For example, it might be the case that the target population is landless 

agricultural workers. The welfare indicator might be their nutrient consumption, 
postulated to depend on their real incomes and the relative price of food. The 
adjustment policies might have the result of increasing the demand for wage 
labor and raising domestic-output, marketing and prices of staple foods. The 
response of individuals (households) to these changes intheir real incomes and 
the prices they face will be to adjust their food consumption with consequent 
implications for nutrient intakes. Some aggregate measure of their intakes will 
presumably respond, either increasing or decreasing. 

The target groups may be exogenously identified by, for example, political 
concerns, social characteristics or data availability. Often, however, it is desired 
to identify the groups which are most deprived according to a specific welfare 
criterion such as income or nutritional status. In these cases choosing the 
indicator precedes identifying the target groups and the entire exercise typically 
occurs early in the analysis. The same indicator may of course be used much 
later in an anay-sis to examine the changes the policy instruments have had on 
the target groul,. 

Measures of the severity of poverty and the incidence of malnutrition can be 
viewed as welfare measures, or perhaps as correlated with them. But they have 
alternative interpretations as well: They are imperfect attempts to make opera
tional and quantifiable the imprecise terms "poor" and "malnourished." In this 
fight they do not attempt interpersonal welfare comparisons, but use specific 
criteria to make objective statements about the relative severityof poverty among 
socioeconomic groups. To understand the impact of structural adjustments on 
poverty, such measures are necessary. 

However, without fear of contradiction, it can be asserted that none of these 
three basic steps isin any way a trivial task. Conceptual difficulties, measurement 
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problems, and limitations on the type and coverage of available dat:i bedevil 
every stage of this exercise. Yet without resolution of these three steps, there is 
little prospect for any constructive contribution to come from further research. 
That resolution will doubtless be imperfect. What is needed is to specify the 
target population, to agree on some important indicator(s) of their well being, 
and to construct a measure, gross changes in which can be traced in an 
analytically defensible manner, to rcsponscs by the members of the group to 
changes in their real incomes (broadly conceived as all the earned and non
earned components including access to social services), and the prices they face. 
Only in this manner will it be possible to compare the implications for welfare 
of alternative economic reform policies. This step isseen as the most crucial if 
an assessment is to be made of the impact on nutrition of different policies to 
restore macroeconomic stability. 

The purpose of this section isto provide a review, albeit extremely brief, of 
some of the key issues which underlie the three fundamental steps identified 
above. 

8.1 Identifying the Poor and Measuring Poverty 

8.1.1 Absolute versus Relative Poverty 
It is not necessary to explain a concern for the poor, but itis useful to clarify 

what is meant by poverty and malnutrition. To begin with it is necessary to 
distinguish poverty and malnutrition from inequality in the distribution of 
income, expenditure, or consumption. Inequality may be undesirable and a 
major cause of poverty, but it is not the same thing. Poverty and malnutrition 
contain an element of absolute deprivation while inequality isrelative to the rest 
of the population. 

In section 7, two basic approaches to the measurement of tie income 
distributional consequences were discussed. These were the functional and the 
size distribution of income. Changes in the functional distribution, i.e., the share 
of income going to primary factors of production, do not in and of themselves 
convey much information about the consequences of policy changes on welfare. 
At the very least they have to be supplemented by a mapping into the income of 
individual units. This step was described in review of the SAMs. 

From this one can obtain the size distribution of income by, say, households. 
Information about changes in the share of income going to, say, the lowest 20 
percent certainly gives a clue about the consequences of the policies, although 
at least in the context of many of the trade and liberalization policies whose 
distributional consequences have been analyzed, the size distribution of income 
is remarkably invariant with respect to a wide range of development strategies 
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(Adclman and Robinson, 1978), and incidentally with respect to alternative 
models (Adelman and Robinson, 1987a). 

In contrast to the stability which tends to characterize the size distribution of 
income, the distribution of income to the different socioeconomic groups has 
been shown to be quite highly sensitive to policy changes (Adelman and 
Robinson, 1987b). "This means that the group composition of the decilcs 
changes dramatically, even though the overall shares by deciles remain stable. 
Economic policy can thus be a very powerful instrument for reshuffling the 
incidence of povcrty (and wealth) among occupational and socioeconomic 
groups without doing much to increase equity" (Adelman and Robinson, 1978, 
p.191.) Furthcrmore, there issignificant variability even within a socioeconomic 
group, so that restricting an analysis to changes inthe mean income or the share 
of income going to a group would provide a very incomplete picture of the 
distributional consequences. 

For these reasons, it is pi oposed that further research should focus directly 
on the measurement of poverty, however defined, and not concern itself with 
changes in the distribution of incomesperse.Kanbur (1987) argues that there 
are good reasons for adopting a focus on poverty rather than inequality. From 
a policy perspective, major interest centers in changes in the extent of poverty 
under alternative policies. The absolute well-being of the poorest is of more 
immediate concern than changes in their position relative to the non-poor. In 
addition, inboth the national and international policy debate about the nature 
and timing of macroeconomic adjustment, information ,:,ut impact on poverty 
islikely to make iteasier to achieve a consensus about measures aimed to modify 
the policies themselves or the role of compensatory measures. 

8.1.2 Measures of Poverty 
In theory, income isthe preferred variable for measuring absolute and relative 

poverty becaue itmeasures the ability to acquire goods deemed necessary for 
the typical household or member of society, However where one individual in 
the family controls most cash income, actual consumption may not reflect the 
whole family's nexls or desires. Consequently, consumption isa better measure 
of need satisfaction. In addition, consumption has less inter-temporal variation 
than does income and according to some forms of the permanent income 
hypothesis isa better measure of expected or average income than is measured 
income. 

In empirical work, the choice is usually dictated more by data quality and 
availability than by theory. Consumption and expenditure are more easily and 
accurately measured and the detailed consumption data for specific items, in 
particular food, are frequently useful in their own right. 
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To differentiate the poor from the non-poor, a poverty line must be set. There 
are many techniques and the resulting poverty lines will have different properties
and capabilities. For example, a minimum consumption vector of nutrient,
clothing and housing needs may be defined and with the least cost bundle chosen 
and priced using linear programming. But households who expenditures cor
respond exactly with the poverty line, but do not purchase the precise basket of 
goods, will be deficient in one or more nutrients. 

Alternatively the poverty line can be based on observed market behavior to
allow a typical low-income consumer just sufficient resources to freely purchase
goods satisfying his minimum needs. As Sen has pointed out, both of these are
useful and reasonable representations of "poverty." The choice should be
determined by the desired use. For example, for a government program to supply
food and clothing, the cost of the goods is appropriate whereas estimating the
number of deprived people requires a measure which allows for consumer 
choice. 

Consumption and income are continuous variables. The poverty line makes 
a discontinuous distinction between the poor and the non-poor. To the extent 
that poverty - as opposed to inequality - has an element of absolute depriva
tion, a few dollars may infact make a large difference. But it is difficult to quantify
needs even for purely physiological needs such as nutrition. As a result sensitivity
analysis is important to test the robustness of any conclusions and recommen
dations. As Kanbur (1987, p.06.) says, "while a critical attitude to d.1ta ishealthy,
itshould not stop us from using what data there are to the best of our ability."

Thus far we have dealt predominantly with identifying poor individuals. 
Identifying target groups or evaluating policy impacts requires measuring the 
severity of deprivation felt by a group based on its income distribution and the 
poverty line. Such a summary statistic able to assess the state of poverty in a 
nation isnecessary for analysis, monitoring and evaluation, but involves a loss of
information and requires a measure sensitive to several dimensions. Sen (1976) 
proposes three properties which he argues are fund..:iental to the notion of 
poverty: 1)that poverty isgreater when the income of any poor person falls; 2)
that poverty isgreater when the number of poor people rise; and, 3) that poverty
isgreater when the amount of inequality among the poor increases. The severity
of poverty is not influenced by the incomes of the non-poor but should be a
function of the incomes of the poor. The most common poverty measure is the 
proportion of poor people within the population. This measure responds neither 
to the degree ofdeprivation or inequality. Recently there has been a convergence
in this literature toward the use of a poverty measure that satisfies Sen's 
properties, and issimple to apply and isdecomposable, so that extent of poverty
in various categories can be compared (Foster, Greer and Thorbecke, 1984). 
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This class of poverty measures allows for varying degrees of sensitivity to 
transfers between poor households, by incorporating a parameter for poverty 
aversion. The larger this aversion, the more weight isattached to the extent that 
the poor fall below the poverty line is weighted by the shortfall. 

The issues involved in the quantitative assessment of changes in poverty 
stemming from adjust ment policies have been reviewed by Achdut and Bigman 
(1987), Bigman (1986) and Kanbur (1986a). A SAM or OGE model only 
provides an estimate of the change in the income of a certain group. Were it 
possible to specify those categories in a manner such that the overall variance 
of income was almost exclusively a function of differences between the groups, 
then changes in group incomes could be used directly to map changes in the 
level of poverty. Such is not the case however; intra-group variances in income 
are quite significant. Thorbeckc and Bcrrian (1987, p.2 1.) note that if, for 
example, the "...CGE model estimates that real incomes of small farmers will go 
up 4 percent it is not at all clear that any of the poor small farmers will receive 
the additional incoile." Information about intra-group variance maycome from 
survey data or by assuming a frequency density function such as log-normal 
distribution. Different approaches are outlined in Thorbecke and Berrian 
(1987). 

Of particular relevance to the proposed study isthe extension of the poverty 
line to measuring food poverty. An approach due to Greer and Thorbecke 
(1986) allows for regional prices and preferences to be reflected in the food 
poverty line, by estimating the relation between observed nutrient intakes 
(generally restricted to calories) and food expenditures. The poverty line isthat 
level of expenditure needed to acquire a specified number of calories purchased 
at prices, and from foods, that reflect local conditions. The authors convert this 
to an implicit calorie deficit by calculating the amount by which an individual's 
consumption would fall short of requirements were theyto consume adiet whose 
pattern was typica. of the region, given their incomes and the prices they face. 

Kanbur (1986a and 1987) shows how the poverty measure can be used to 
assess the impact of adjustment policies. The approach hinges on usingastylized 
representation of the changes induced by various policy instruments reflecting 
expenditure reducing policies, and analyzing how this affects the income of 
different groups. The impact of (he policies is seen to be either additive or 
multiplicative; examples of the latter are changes in the price of an export 
commodity, which will raise incomes in proportion to farm sales, or acut in food 
subsidies that will reduce incomes in proportion to food expenditures on 
subsidized items. 

Using these methods, one can compute the change in the poverty index that 
will accompany a given change inpolicy, or the elasticity of poverty, with respect 
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to, say, a cut in food subsidies, or a contractionary demand policy that reduces
incomes in a group by, say, 25 percent (Besley and Kanbur, 1987). This can bedone across A socioeconomic categories that have been specified, in a manner
such that overall change in poverty isdecomposed among groups.

A logical extension of this poverty analysis is to reverse the question, andinstead of asking what isthe impact on poverty of this or that policy, ask what 
type or mix of policies would minimize (or at least reduce) the rise in the povertyindex. For example, based on the use of decomposable food poverty measures, 
one could seek policies that minimized the negative nutritional impact subject
to achieving a predetermined improvement in macroeconomic balances.
 

The other main 
use of poverty measures, assuming an additively decom
posable measure has been used, is to decompose poverty according to thepoverty of various subgroups which make up the society. A profile of poverty
can be created from several poverty decompositions each along a different
socioeconomic variable. Poverty profiles are limited in that each decomposition
table isby one or two variables and other variables are not held constant. Whilesuch corrclations are of limited use in pinpointing casual linkages, they provide
useful information for formulating or evaluating policy. They are particularly
appropriate in the initial phases of a study since they frequently suggest direc
tions for further analysis. 

8.2 Measuring Nutritional Status
Health and nutitional status reflect the status of many basic human needs.On the basis of earlier case studies, concern has been expressed that data onhealth and nutritional status show a significant and often severe loss of welfare 

(Jolly, 1984, 1985, 1986a, 1986b; Cornia, 1986a, 1986b, 1980c). The argument ismade that such changes have beer associated with the recession of the 1980s
and the adjustment policies adopted by developing countries in response to it.Jolly concludes that "as it mostly operates at the moment, adjustment policy ...transmits and usually multiplies the impact on the poor and the vulnerable.

The result, as shown in many countries, is rising malnutrition in the short-run
 
...."(1985, p.3).
 

Behrman (1986) provides a comprehensive review of the literature on theimpact of macroeconomic policies on the health and nutrilional status, highlight
ing the shortcomings in our theoretical and empirical knowledge. He notes that
there are a number of mechanisms for buffering the potential negative impacts,
through substitution in consumption toward cheaper nutrient sources, throughdissaving (perhaps in some le!;s thin ,ibvious form such as not investing in achild's education but rather adding him to the work force), through changes in energy output, through changes in labor force participation and behavior, and, 
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by implication, the time allocated to household production of child quality, by 
various household members. 

None of this isto deny that there are significant changes in the real income 
of households. But it does caution that the household's responses may take a 
wide variety of forms; some of these will involve household incomes rising as 
incentives to production are restorcd, while in other situations incomes may fall. 
In the case of the latter, the impact of a fall in real income may be transmitted 
to other items, perhaps education, housing or clothing, rather than directly on 
health and nutrition. Certainly they represent a fall in inc/.,ae and investment, 
so that future real well-being, including healhm and nutritional status may be 
affected. Such intertemporal transfers however would not be identified by 
anthropometric ard clinical measures of health status because they measure 
only short-run effects. 

There are two ways of measuring nutritional status: output measures and 
input measures. Output measures look at actual performance - arm circum
fererce, weight for height, average birth weights, or infant mortality rates for 
population groups. Input measures look mainly at nieasures of food consump
tion and occasionaily at ancillary fators such as safe water, health facilities or 
nest control. Governments have more control over inputs, but the true efforts 
are represented by output. 

Child anthropometric measurements are determined by many health and 
environmental variables, but it , - -t consumption is the primary one. Arm 
circumference, skin thickness and most importantly, children's growth levels are 
all used. Child growth measurements can distinguish between chronic under
nourishment :nd a recent short-term serious malnutrition, often an important 
distinction. Anthropometric measurements are most useful if combines with 
household socioeconomic data, in a process similar to the poverty profile. 

Based on the principles of a Beckerian household production and time 
allocation model, Behrman (1987) ou!lines a rich specification for the analysis 
of health and nutritional status. A health production function is specified with 
nutrients, market inputs, individual attr;butes and time as arguments. Hestresses 
that the relation between health status and nutrient intake may not be a 
straightforward one. 

A mortality function isdefined interms of health status falling below a critical 
level, making mortality a health status indicator ("albeit extreme and irre
versible") whose defcr.inants are those of health status itself. 

Nutrient intakes depend on food consumption plus the time and human 
capital ('ithe food preparer (the "mother"). A utility function whose arguments 
include health, nutrients and mortality is maximized subject to a full income 
constraint, and the resulting first order conditions yield a set of reduced form 
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demand functions, whose predetermined variables include prices, wages, and 
human and physical capital. These reduced form equations describe the effect 
of the price and income changes stemming from the adjustment policies on the 
nutrient intakes, health status, food consumption and mortality, for given levels 
of assets, individual endowments and schooling of individuals in the household. 

An empirical application would have to grapple with dynamic effects of asset 
accumulation and with the possible simultaneous determination of health status 
and wages. But from a short-run perspective, overlooking these may not be too 
serious a source of bias. Of more immediate concern is the data needed to 
estimate the system of reduced form equations. At the very least a household 
food consumption survey is needed, together with some measure(s) of health 
status, and information about other households characteristics. Of primary 
concern however will be the effect of income and price changes on food 
consumption and the associated implications for nutrient intakes. Increases in 
the prices of food staples are a major mechanism wnereby d.he impacts of 
macroeconomic adjustment are transmitted to poorhouseholds in the short-run. 

Policy reform ultimately affects the health and nutrition of individuals 
through changes in prices and incomes. "Prices are broadly defined to include 
the total cost to an individual or a household to obtain goods and services, 
whether from a private vendor or a governmental agency. If,for example, health 
clinic services are reduced as part of economic adjustment policies so that 
patients have to wait longer for free (in monetary terms) services, the total price 
of those services has increased" (Behrman, 1986, p.14). As a result, any mapping 
of the consequences for health and nutrition will inevitably have to follow 
estimates of changes in prices and incomes. Using health and nutritional status 
indicators isnot a substitute for measuring real income changes at the household 
level. Such indicators can be used for additional insights into how particular 
dimensions ofwell-being adjust to severe economic changes. What ismore, these 
are only two, albeit important indicators. Conceptually, one might include other 
basic needs such as education, shelter or clothing. For these reasons it will be 
important to incorporate a comprehensive index of economic welfare, in addi
tion to the particular expression of that welfare through nutrition. The following 
section addresses this issue. 
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9. 	TOWARD A 
RESEARCH 
STRATEGY 

9.1 A Research Strategy: A Synoptic View 
In this section, some of the principal issues which have been addressed in the 

body of the report are drawn together. They constitute the basis for identifying 
the nature of the research strategy, and it is from this basis that are drawn the 
specific elements outlined in the final section. Four central matters are seen as 
key to the proposed study, and these are discussed first. 
(a) 	Of overriding importance to the entire paper isthe focus of the research on 

poverty in general, and the nutritional status of the poor in particular. It is 
axiomatic that there will be distributional consequences of adjustment 
policies. What is of concern here isone dimension of those consequences, 
namely the impact on the nature and extent of absolute poverty. One aspect 
of povertyj ustifying particular attention isthe nutritional status of the poor. 

(b) 	Second, it is proposed to focus on the short-run impacts on the poor. This 
has important implications for the design of the research. In the first place, 
the long-term effects of it take as a given that those policies whose fun
damental objectives are to enhance economic growth and raise incomes 
through 	expanding the productive base of the economy, or increase ag
gregate supply through efficiency gains, have the potential to reduce 
absolute poverty through a supply response. The extent to which they 
actually do in the short-term and the reasons for their particular distribu
tional outcomes represent an important branch of economic enquiry, 
relevant to the proposed research. In addition, addressing the short-run 
implications isconsistent with a focus on poverty. Fundamentally, the issue 
isone of human welfare, and policies which reduce the real incomes of the 
already impoverished are a matter for serious and urgent concern. That 
those policies might lay the basis for economic recovery and higher real 
incomes in the future cannot constitute a defense for imposing significant 
cuts in the absolute incomes of the poor in the short-run. Above all else, 
there is nothing inherent in the process of stabilization cum structural 
adjustment that ensures that those who experience real income declines 
now will reap the subsequent benefits. 
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(c) 	 The third major aspect of the proposed research is the focus on domestic 
policies. There are both substantive and pragmatic reasons for this choice. 
Given the concern with poverty, this is rightly seen as the primary domain 
of internal political concern. Certainly, domestic policies do have large and 
direct distributional consequences, and there is some evidence to suggest 
that greater weight attaches to domestic policies than to external causes of 
macroeconomic imbalances. Policies to protect the real incomes and nutri
tion of the poor during periods of macroeconomic adjustment inevitably 
are very largely of domestic origin. It cannot be stressed too heavily that the 
external policies, both the domestic policies of other countries and the 
international economic environment, can and do have a significant bearing.
They condition both the choice and the consequences of domestic policy 
actions. But to encompass the full range of policies relating to the interna
tional system of trade, finance, access to world capital markets, debt 
repayment and interest rates would simply expand the scope of the 
proposed research to cover an impossibly large set of issues. 

(d) 	 Finally the proposed research is to provide quantitative estimates of the 
impact on the incomes and the nutrition of poor households, of different 
policies. A number of existing projects have provided a rich qualitative 
assessment of the experience of the 1980s. However, there is a need to go 
beyond either explaining the past or forecasting the future. In the first 
instance, past experience is a reflection of a multitude of forces and a 
complex series of interrelated policy reactions both domestic and interna
tional. Before and after comparisons are simply not a methodological 
approach which would lead to forming quantitative estimates of the impact
of policy on the poor. They can provide clues and stylized facts, but if 
estimates of policy impacts are required, a greater degree of abstraction has 
to be imposed. Nor is it conceivable that forecasts could be developed. 
There are too many exogenous forces that will shape the course of future 
events, and many lie well outside the scope of the proposed research. The 
principal emphasis will lie on contributing information ifor domestic policy 
makers. They are seen as the primary clients. Improved knowledge about 
the impact on poverty of macroeconomic adjustment measures will help
them inboth the formulation of domestic policies and in their negotiations 
with international agencies. 
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9.2 Major Elements of the Research Strategy 

9.2.1 Theoretical Framework 
While the importance of theory to provide a framework for future research 

has been stressed, it is evident that there is no clear, straightforward set of 
theoretical propositions on wnhh to base the study. The theory has acted as a 
guide to those factors which may be important in determining changes in the 
primary distribution of income. However, there is little theoretical guidance 
about the impact on the secondary distribution; the theoretical linkages between 
macroeconomic aggregates and the incomes ofthe poor are at best rudimentary, 
and substantive insights into the dynamics of the process of adjustment and its 
distributional consequences await development. 

The major theoretical task is not, therefore, to provide a comprehensive 
structure for further research, but rather to amplify theoretical issues relating to 
particular pieces of the analysis. Close attention to theoretical concerns should 
help in the formulation of analyses for the determination of macroeconomic 
aggregates, of the functioning of labor markets, and of the determination of 
nutritional status. 

Often economic theory only provides unequivocal predictions about the 
direction of an impact through a high degree of abstraction. In the process, some 
very relevant features of the real world may be bypassed. Even where the theory 
does permit the direction of the change to be predicted with confidence, the 
actual magnitude remains an empirical matter. For these reasons, there is a need 
to undertake empirical studies. 

9.2.2 Overview of the Evidence 
It issuggested that limited resources be devoted to a compilation of existing 

data for a broad, cross-section of countries. There isno presumption that such 
an exercise could provide sufficient detail to analyze the distributional conse
quences of economic reform policies. However, it is argued that such 
information could provide the basis for developing a series ofstylized facts about 
the course of adjustment and its impact on some distributional indicators. The 
following list is intended as a guide to this information. 
" Real GDP growth; total and per capita 
" Changes in inflation and the current account balance 
" Changes in output by sectors 
* Level and composition of public sector spending 
" Real wage rates and unemployment 
" Changes in real exchange rates 
" Changes in the level and composition of imports and exports 
" Changes in consumption and investment spending 
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9.2.3 Country Case Studies 
The purpose of country studies isto draw on the diverse and rich experienceof the past; to extract from that experience lessons which will add to the stockof knowledge about the way an economy responds to macroeconomic adjust

ment policies and how the costs are borne by different groups.
In order that research can lead to generalizable results, it must draw on asufficiently wide range of experiences; otherwise, itisat best, a recounting of theexperience in some selected situations. Every one of these situations has its ownpeculiarities and unique features, and if only a small number are examined, itwill be hard to create credible conclusions that might have some broad ap

plicability. 
By selecting a small number of countries, resources could be focussed ondetailed assessments by analysts with specialized local knowledge. In contrast,grcater coverage would lead to more widely applicable results. In part, thisconflict is resolved by the two pronged approach. The first, outlined in theprevious section, involves a compilation of results from a large number ofcountries using existing information available from international agencies. The

second involves a series of more detailed case studies inselected countries.
In any event, the assessment of the evidence in a particular country faces theinescapable issue of establishing the counterfactual case; i.e., what would havehappened if some other course of action had been taken. Income distributions

will change even if e country opts to take no deliberate adjustment measures.The very fact that an economic crisis involves unsustainable disequilibria,
guarantees there will be adjustment, whether deliberate or not. The process ofadjustment will simply occur involuntarily in the absentck of conscious policyactions. Note that even "doing nothing" is still a policy, as it will permit theadjustment to take place through say, an acceleration in the domestic inflationrate, the emergence of a black market inforeign currency, rising unemployment 
or a return to semi-subsistence production, etc. 

The comparison of the income distribution before the economic reform program with that prevailing after is, nevertheless, an important part of thepuzzle. It does mean, however, that careful attention has to be paid to what ismeant by both "before" and "after". Selectinr' the distribution prevailing at thepoint of the crisis will generally not be appropriate, as by definition it reflects anunsustainable level of absorption which must have been going to change
(Johnson and Salop, 1980; Addison and Demery, 1987b). Likewise, if theadjustment policies have included elements whose contribution to sustainableeconomic growth will not be evidenced in the short-run, but which may well leadto improvements in the distribution of income, then the perception of what is"after" needs careful thought. 
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None of this is to suggest that the actual experience of a given country should 
not be analyzed. It isboth necessary and important to document that experience. 
It is improbable that the data and the analytical apparatus will be such as to 
conduct this step in a formal, rigorous manner. More likely itwill form part of a 
narrative of the events, policies, reactions and outcomes, which collectively 
represent a rich body of evidence. 

This narrative represents an important part of the country studies. It needs 
to document the background to the evolution of the macroeconomy; identify the 
causes of imbalances; give the policy responses that were chosen, and how these 
were conditioned by the political forces internally and the nature of the external 
environment; discuss the characteristics of the mix and timing of the policy 
changes; note changes in the external conditions, and distinguish between the 
intended and actual outcomes of the policies. Inshort, the problem isof such 
complexity that reliance cannot be placed solely on the results of an empirical 
analysis. This qualitative and descriptive stage not only highlights the variables 
and relationships that should receive attention in the particular country study, 
but also adds nuances. and insights into the policy process that cannot be 
captured in the analytical model. But this approach alone is not sufficient to 
assess the effect of other policies that might have been adopted. 

A primary purpose of the proposed research is to consider the effect of 
alternative policy choices in pursuing the macroeconomic objective (e.g., im
proved balance of payments, reduced deficit) on the real incomes of the poor. 
There are a number ofways in which this comparison of alternative policies can 
be conducted. 
(i) In principle, the evider.ce from a given country that has employed different 

strategies at different points in time could be examined. However, there are 
likely to be few cases where distinct experiences could be identified and 
where data was available over a sufficient length of time to enable the effects 
of different policy approaches to be sorted out. 

(ii) In a given country, one can pose the question: what would have been the 
outcome interms of t:: real incomes of the poor if some alternative strnegy 
had been employed" Yo conduct such a policy analysis requires that there 
be a model constructed to reflect the salient features of that economywhich 
can be used to simulate the outcomes of policies other than those which 
were implemented. This would allow a comparison ofthe actual policy with 
an alternative policy, as well as an evaluation of the effects of a range of 
alternative policies. The analytical steps to do this are enumerated below. 

(iii) 	 Finally, one can use a series of country studies, chosen to cover a range of 
circumstances and policy styles, and through a comparative analysis of their 

http:evider.ce
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experiences draw conclusions about the effect of different approaches to 
macroeconomic adjustment on the real incomes ofthe poor. In this manner, 
one can address the question: does the policy matter? 

Both approaches (ii) and (iii) involve holding constant the effect of other 
influences; in (ii)this is done explicitly, while in (iii) its isdone more informally, 
by 'laving asufficiently large sample of country case studies. It would be useful 
in this case to include one or more examples of countries where adjustment has 
not taken place. 

We now turn to the question of implementing approach (i),across a selection 
of case study countries. The central proposition isthe need to be able to quantify 
the impact of adjustment policies on the welfare of the poor and to compare the 
outcomes of alternative policies. This means that formal analytical procedure 
has to be specified. At the same time, the value of the case studies is greatly 
enhanced if it is possible to generate results on a comparable basis. This will 
significantly strengthen the comparative analysis of country experiences 
proposed in(iii) and discussed inthe following section. 

To achieve this uniformity and thus the comparability, it istempting to argue 
that the same methodological procedures should be applied in each case. For 
others, it is sufficient if there were to be general agreement about definitions, 
measures and concepts. Beyond that, the actual procedures followed should be 
essentially "free-form." Such an approach allows greater scope for reflecting 
the diversity of circumstances in each country. In fact, it could be argued that 
because of this diversity there is no one approach that is appropriate for all 
countries. Furthermore, the stock of existing analyses on which to draw, the 
availability of data, and the skills, creativity and interests of the country inves
tigators will all differ markedly across countries. 

All research projects involving country studies face this dilemma. As in most 
things, neither of the two end points of the spectrum offer satisfactory solutions, 
and acompromise has to be sought. A compromise will be found by identifying 
a minimum set of analyses common for all cases; where the resources exist this 
can be amplified. Exactly what isenvisaged in that "minimum set" isthe task of 
the remainder of this section. 

The discussion will be aided by reference to Figure 9.1 which, while highly 
stylized, is intended to capture the main elements of the analytical scheme and 
to illustrate the key mappings. Before commencing a detailed discussion of the 
steps involved, it will be helpful to recall the key propositio,'s of the project: 
1. The focus of the research is on the linkages between stabilization and 

restructuring policies and the welfare of the poor. Of particular concern is 
their nutritional status. 
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2. The research isconcerned with countries facing unsustainable disequilibria 
intheir internal and external balances. 

3. 	 As a consequence they will have to adopt certain measures to restore 
macroeconomic stability and to improve markets and the ability of the 
economy to respond to market signals. 

4. 	 Whatever course they adopt, including that ef no deliberate change in policy, 
will have distributional consequences. These distributional consequences 
are to be addressed by focussing on overall poverty measures and the impact 
on nutrition in poor households. 

5. The objective of the country studies is to provide quantitative estimates of 
the changes in these welfare targets in response to selected policy instru
ments. 

6. 	 It isrecognized that achieving this objective requires both abstraction from 
manyof the nuances and complexities of economic, institutional and human 
systems, and restriction of th( scope of the enquiry. 

7. Both the range of the targets and the instruments will be deliberately 
restricted, in an attempt to keep them within manageable bounds. 

8. 	 Of the many policy instruments, only asmall subset relating to the short-run 
correction of macroeconomic imbalances will be considered. These will be 
further confined to domestic policy alternatives, rather than awider range
involving the country's international economic linkages through trade, 
factor movements and financial markets. This is done with the fullest 
recognition of the potential importance ofthese measures, but with the need 
to set some limits on the bounds of the exercise. 

9. 	 Market reforms aimed at improving economic efficiency will also be 
considered both in the context of changes in market clearing prices and in 
the context of changes in rents and subsidies. Wherever possible the 
modelling of spillovers from one factor or commodity market to other 
markets will be preferred to single market analysis. 

10. 	 The complexity of the issues issuch that there is no one single integrated
"model" that can predict the short-run impacts on nutrition and poverty of 
changes inpolicies starting from a position of macroeconomic disequilibria. 

Figure 9.1 represents the skeleton of the analytical scheme for the country 
studies. The rationale for the proposed scheme is perhaps best understood by
reviewing the figure from the top and highlighting the mappings that are involved 
at each stage. It isthese that form the core of the analytical tasks. Note that the 
order of the presentation that follows is not in the order in which the analysis
flows. The model actually flows from stage 3 (the macrocconomy) to stage I 
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(household and individual welfare). The objective isto provide abroad glide to 
these tasks. The details and mechanics of implementing them are so inextricably 
tied to the circumstances and the available data in the case study countries that 
they can only be added by the country investigator. 

Stage I 
The target variables are the measures of welfare related 'o nutrition and the 

extent of poverty.These measures arc areflection ofchangesin a broadlydefined 
measure of real household income. Depending on data, one can either construct 
amodel which maps changes in real income stemming from changes in prices 
and assets into other welfare measures such as nutrition and consumption or go 
directly from prices and asset,.to consumption with areduced form. The former 
mapping isindicated as map I infigure 9.1 while the latter implicitlyencompasses 
both map ila and map 1I11as well as map 1.Any of a number of measures can 
lx :mploycd, including consumption, anthropometry and various income and 
expenditure variables. 

One preferred alternative for measuring the extent of poverty is to develop 
an overall poverty index, based on the intra-group variations in household 
income. That intra-group variance has been addressed in a number of ways, 
including the use ofatwo parameter lognormal distribution. The group-specific 
log variances have either to be estimated from survey data or taken from other 
sources. In caws where the individual is the unit of analysis, information on 
household composition for each group is needed to aggregate back up to a 
typical household in the group. 

Such apoverty index is based on defining a poverty line, and represents a 
summary measure conputcd as the weighted average of the poverty gaps (e.g., 
the difference between the estimated income determined poverty line and the 
household's actual income) of all poor households. By using aform of apoverty 
index that is decomposable across groups, either longitudinal survey data or 
household models can be uscd to estimate the change in the magnitude and the 
extent of poverty. The overall change in poverty isthen the weighted average of 
the changes in the poverty index for each sub-group of the population. This 
approach lends itself to subsequent policy discussions by identifying and quan
tifying the change in poverty in the sub-groups. A particular set of adjustment 
policies may result in, say, a 7 percent rise in the overall poverty measure, 86 
percent of which, for sake of illustration, was concentrated among the informal 
-rban sector and the landless agricultural workers. If decision makers are 
concerned with alleviating the welfare impacts of the economic reform measures 
through, say, compensatory policies, then the proposed method identifies where 
those efforts would be needed and the possible magnitude required. It would 



86 

also help in suggesting the type of policies which would minimize the distribu
tional impact for particular groups. 

This approach can further contribute to the policy debate by posing the 
question: what level or mix of policies would achieve the required improvement
in the macroeconomic balances while not permitting the change in poverty in 
certain vulnerable groups to exceed a specified limit (including of course, no 
change)? By viewing the policy issue in this manner, the possibility arises of 
changes in the external, as distinct from the domestic, policies. If itwere possible,
for example, to obtin additional resources, then extra time might allow the 
attainment of the policy reform goals with a minimal increase in the level of 
poverty among the key vulnerable population sub-groups. 

The same type of decomposable poverty measure can be applied to create a 
food poverty index in which the typical consumption pattern and the prices
facing each of the sub-groups is explicitly reflected. While the specification of 
nutrient requirements isnot a matter on which there isuniversal agreement, the 
approach does provide a practical, relatively straightforward means ofquantify
ing the impact of the policy changes on nutrition, which is both decomposable 
and comparable across sub-groups. Whether or not itprovides an adequate base 
for absolute assessments of nutritional adequacy isa question that can be left to 
one side in the present context. 

There isa further dimension to which the decomposabilityof the food poverty
index can be applied. Within any one sub-group, the changes h!the index can 
be decomposed into the parts reflect ing changes in income, prices, or transfer 
programs (e.g., food distribution or subsidy schemes). 

These poverty measures require information on the household expenditure 
patterns, a minimal necessary data requirement for the study. In the event that 
additional household information is available concerning other measures of 
nutritional status, health indicators and human capital stocks together with food 
consumption, then it may be possible to estimate the behavioral equations
underlying these variables. They can then be used to predict the consequences 
of changes in income and prices on the nutritional well-being of individuals. This 
is a potentially important step. Households do not comprise ahomogeneous set 
of members and there iswidespread evidence of intra-household variations in 
poverty. Age, gender, occupation and sector of employment may all affect 
differentially the welfare of individuals, and not just the household alone. Clearly
the extent to which these matters can be incorporated will depend on the data 
available in particular countries. 
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Stage II 
The essential part ofthe research is to identify the sources of income, broadly 

conceived, and to map the changes in those sources into the incomes of 
households in each of the socioeconomic groups. (Maps Ila and lib) Before 
turning to these sources, it will be helpful to discuss the classification of 
households by socioeconomic groups. 

These groups are ideally selected inorder to maximize the differences in the 
between-group changes in incomes. They are not necessarily based on differen
ces in the level of income per se. If two groups exhibit the same change in real 
incomes stemming from the adjustment policies then, variations in intra-group 
income aside, the distinction between them is of no particular interest in the 
present context. Furthermore, as the focus ison the poorest households, detailed 
disaggregation of the non-poor households isunnecessary. A possible caveat to 
this contention arises if an understanding is important of the political conflicts 
that condition the choice of policies. If there are potential changes in the real 
incomes of some politically powerful non-poor group (e.g., the military, the civil 
service, the urban professional or the agricultural capitalists) then it justifies a 
greater disaggregation of the non-poor. 

Occupation, sector of employment, location, pattern of consumption expen
ditures, importance of public sector transfers and services, asset endowments 
and type of organization of production are all criteria that bear on the selection 
of these groups. A prototypical classification might include: 
Rural - landless agricultural workers 

- small farmers 
- medium and large farmers 
- non-farm services 

Urban - industrial and srvice workers (skilled and unskilled) 
- infor. .il sector self employed 
- civil servants 
-professionals 
- capitalists 

The final taxonomy should reflect the circumstances of the particular country, 
and will inevitably be conditioned by the data that is available. 

The mapping into household incomes must reflec, the sources of those 
incomes. To summarize the earlier discussion, the total real income of the 
household depends on: 

(1)Wage income 
(2) Non-wage income 
(3) Market prices of the most important commodities purchased 
(4) Taxes and transfers 
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(5) Benefits of services provided by the public sector. 

The first three sources transmit changes in quantities and prices ena..aating
from responses in tAhe product and factor markets to adjustment ;;olB..ies (Map
ping lib), while items (4) and (5)reflect the incidence of costs and benefits of 
public sector .rograms which are subject to change under a policy reform 
program (Mapping Ila). 

At this point it is necessary to recognize the importance of a full evaluation 
of income, including that earned through parallel markets. Estimates of the 
magnitude of underground earnings have been made for a variety of couotries 
(May, 1985 and Tanzi, 1983). It takes some extrapolatian, however, to attribute 
such e ,rnings in the aggregate to holders of types of assels. For example, it is
plausible that cocoa smuggling reflects border price differentials in various 
years, but to go from there Lo attributing such exchanges to different size farms 
and different loealcs requires some savvy, nevcrtheless, it is an endeavor that 
needs to be considered. Inmany cases, howcvcr, expenditure data are available 
and provide an alternative measure oflong-run inccme in accord with a standard 
interpretation. 

Ir order to provide a systematic and consistent framework in which to 
organize the data for these flows and to map them to changes in household 
incomes, itisproposed to asc Social Accounting Matrices as a common unifying
theme across the case study countries. This will permit a mappiag from the 
sectoral breakdown of production through the primary factors of production to 
the disaggrega'ed classification of household discwused above. The structure of 
a typical SAM will likely include the following accounts: 
(a) 	 Activities: Corresponding to the producing sectors of the economy and 

difaggregated to ieflect aspects that influence the incomes of the poor, and 
even more crucially, the impact of adjustment policies. Because of the 
importance of foxl inboth the consumption and income generation of. L)o
houscholds, the agricultural sector should be disaggregated into such 
groups as tradables (export and cash crops; food staples) and home goods
(some basic fxood crops). in the-non farm sctor, agricultural processing ,
often an importaqt activity, together with constv uction, utilities and services. 

(b) 	Factors: Labor and capital (including land) 
(c) 	 Institutions: Households by socioeconomic groups and the government 

sector 
(d) Capital Accouut: Consolidates savings and allocation to investment goods. 
(e) 	Rest of the World 
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The organization of the information in the form of a SAM will itself provide 
much insight into the key flows that have an impact on the incomes of the poor. 
Even if itwere not possible to proceed beyond this stage, considerable informa
tion can be gleaned from the structure of the SAM and the magnitudes of the 
various flows. Conceptually, the incidence of the public sector services can be 
incorporated. As changes in social service expenditures are potentially a power
ful mechanism through which macroeconomic policies affect the income ofpoor 
households, particular attention should be paid to this step. It isrecognized that 
the incidence of public sector expenditure is not a trivial task; it has been 
attempted for selected items in some countries. However the aspect is of such 
importance that to ignore it would in some cases overlook one of the major 
channels of the impact of adjustment in the short-run. Conversely, it can 
represent a mechanism whereby the real incomes of the vulnerable groups are 
protected or through which they receive compensation for falls in income arising 
from changes in prices and quantities in the factor and product markets. 

It isnecessary to specify how the original SAM (the pre-adjustment pattern 
of flows) isto be traisformed to the post-adjustment SAM. The simplest and 
most direct procedure isto specify one or more exogenous accounts in stage IN 
and construct a matrix of SAM multipliers. A range of experiments relating to 
exogeaious changes can then be performed, and their impacts traced through 
mappings I and II to the poverty indices outlined above. The model is demand 
driven and as it assumes fixed coefficients, it does not allow for substitution 
possibilities. In the short run this may not be too serious for some parts of the 
economy. But in the consumer demand section, this could be a major limitation 
and the SAM multiplier approach would ned to be supplemented with an 
estimate of the effect of implied price changes on consumption patterns, espe
cially for basic foods. 

However having organized the information in the form of a SAM, the stage 
is set for introducing a richer set of behavioral specifications, especially with 
respect to the producing sectors and the demand system. As the income effects 
of employment and wages are among the more significant paths, attention to the 
labor market is especially warranted. The evidence isthat there have been both 
wage and employment effects; to capture these will mean specifying how the 
market clears in various sectors. Changes in non-wage incomes are likely to be 
important for the poor in the small farm and informal urban sectors. 

The SAM-based behavioral model will typically have production functions 
for each of the producing sectors from which labor demand isderived. Factor 
incomes then follow from which the changes inincome for the household sector 
are determined. The public sector behavior is probably best treated as ex
ogenous in the present problem. Equilibrium in the product markets follows 



90 

from the supply and demand by sector. The model iscompleted with specifica
tion of the external sector and the condition for balance of payments equilibrium, 
together with the mechanism for the adjustment of savings to investment. 
Dynamic versions derive from a period-by-period updating of the sector-specific 
capital stocks and any technical change parameters. In the present study, even 
if attention were to focus solely on the impact over one year with an adequate 
mapping of the ensuing changes in incomes, this would be a significant step 
forward. Endeavouring to trace the dynamic paths when there are major initial 
macroeconomic disequilibria is probably attempting more than can reasonably 
be expected with the current state of the modelling arts. 

Unking Policy Changes with Stage III 
The final step in the link between the adjustment policies and tieir distribu

tional consequences, is to map the specific policy instruments into the 
SAM-based framework that is used to represent the flows and model the 
exogenous changes. (Map lila and b) Many macroeconomic models have been 
used to consider the impact of policy reforms on macroeconomic aggregates. 
Given the focus on the distributional impacts, itwould seem quite inappropriate 
for the country studies to engage in a macro modelling exercise, without any 
interaction with household or sectoral models. 

The simplest way to deal with this module is to treat it as totally exogenous 
and to specify those instruments ofadjustment policythat can be entered directly 
as exogenous changes to the SAM-based scheme. Shifts in the level ind pattern 
of public spending, changes in tax receipts, transfers and subsidies, can all be 
handled in this manner. Similarly, the elimination ofrents under parallel markets 
can be approached in this manner. To a large degree, these specifications of 
exogenous shifts in policy affect stage III through map II and subsequently, the 
remainder of the model. The extent to which these measures improve the 
macroeconomic imbalances is not something that can be assessed within the 
context of the proposed model. That would have to be determined as a separate 
exercise. However, it is argued that itisunrealistic to attempt to construct a single 
model that encompasses the entire spectrum. 

9.2.4 Comparative Analysis 
The comparative analysis or "cross-country" approach has been successfully 

applied in a number of research projects, including trade policy and employ
ment, exchange rate and foreign trade regimes, trade liberalization, and 
agricultural pricing policy. Each is concerne!, with the effect of the policy 
environment on some aspect of economic performance. This approach exploits 
the rich and varied experience of individual countries. Many countries faced 
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similar external shocks in the 1970s and early 1980s stemming from oil prices, 
terms of trade changes and rises in real interest rates. Their policy responses 
differed, and the subsequent performance oftheir economies differed markedly 
(Sachs, 1985). 

While our knowledge isquite incomplete, it is inconceivable that the striking 
differences in the inflation rates, in the real GDP growth rates and in the ratio 
of debt:exports which resulted from application of different adjustment policies 
were not accompanied by different distributional consequences. This cross
country experience is an important potential source of insights into the impact 
of policy choice on the real incomes of the poor and will form an important part 
of any future research. 

The comparative analysis would be based on the individual case study results. 
In effect, itisa more detailed basis of comparison ofexperience across countries 
than can be gleaned from the overview. It would be specifically addressed as the 
question: does the choice of policy matter to the distributional outcome? In 
other words, given the range of experiences across countries, is there evidence 
that the type of policy. nix chosen has a bearing on the impact of macroeconomic 
adjustment on poverty measures? 

A further matter which can be addressed in the context of the comparative 
analysis is the extent to which the structure of an economy influences the 
outcomes of an economic reform program. Of particular interest isthe impact 
of the foreign trade and exchange rate regime. There is a mounting body of 
evidence that the degree of outward or inward orientation of the economy has 
had considerable bearing on the grow h of real per capita incomes, the rate of 
industrialization, levels of savings and the productivity of investment. Further
more, the performance of the economy following exogenous shocks appears to 
depend, in significant measure, on these differences in structure that reflect 
alternative long-term development strategies. 

There are two possibie explanations of why the distributional consequences 
of macroeconomic adjustment policies may differ across economies with sig
nificantly different structures. In the first place, the inherent capacity of the 
economic system to adjust is influenced by both the structure of the economy 
and the set of policies prevailing at a point in time. More crucially, the same 
exogenous shock met with the same policy response in two contrasting 
economies can lead to different distributional outcomes. An economy whose 
long-ierm development strategy has been inward looking and whose internal 
markets are characterized by a high degree of intervention and regulation, may 
have fewer avenues for adjustment than one exhibiting a more outward looking 
policy with less constraint on the functioning of internal economic processes. It 
is conceivable that the burden of adjustment will fall more heavily on the poor 
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in the former case. Secondly, the type of policy response itsek may be condi
tioned by the existing structure of the economy. Some policy options may simply 
not be available or r-t chosen. Examining hypotheses about the :mpact of 
macroeconomic adjustment on the welfare of the poor under differing policy
settings is a potentially valuable part of the comparative analysis. 
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