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FOREWORD

Macroeconomic ctabilizaiion and adjustment programs are currently result-
ing in major economic and social changes in many developing countrics. Some
of these changes have been beneficial while others have caused severe hardships
for the poor including increased food and nutritional deficiencics, poor health
and possibly incrcased mortality. However, little information is available about
thcimpact of specific policiesand programs on the various groups of low-income
houscholds and how undesirable negative cffects could be avoided. Yet without
such information it is difficult for governments to design and implement
mecasurcs that will protect the poor from severe hardships.

It is for thesc reasons that the Cornell Food and Nutrition Policy Program
(CFNPP) has initiated rescarch on macrocconomic adjustment and the poor.
An overview of the conceptual relationships, a review of available cmpirical
cvidence, and a tentative proposal for rescarch were presented in carlicr papers,
c.g. Pinstrup-Andcrsen (1987a and 1988). A workshop held in 1987 made a
major contribution to the development of analytical approachces (a proccedings
issue will be published shortly). In this monograph, Grant Scobic provides a
comprechensive and insightful review of the most critical issucs. In addition, he
proposcs arcscarch strategy for gaining information of utility for those who have
the power to protect the poor from unacceptable negative effects of macro-
cconomic adjustment through cither modifications in the adjustment programs
or compensatory schemes targeted on particularly high-risk houschold groups.

In addition to the work reported in this monograph, which focuses on
macrocconomic policy measurcs, CFNPP is cngaged in other activitics in
support of rescarch to analyze the impact of policy reforms on low-income
groups. Thesc cfforts include further development of analytical methodologics
for cxamining institutional and political cconomy issucs, focusing on public
enterprise reforms and market liberalization in the agricultural scctor, as well
as the development of a micro-macro consistency model. The latter wall attempt
to link complexand highly aggregated macro models with detailed micro models
that take macro variables as cxogenous. In combination, these cfforts will
provide guidancc for the multi-country study for Africa which is being dirccted
by David Sahn and funded by the Africa Burcau of the Agency for International
Development, as well as a nuruber of other country studics that arc being
planncd in other regions in close collaboration with national governments and
Lucrnational aid agencics.
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PROLOGUE

This reportrepresentsan attempt to move toward aconcrete research agenda
to address the short-run impact of macrocconomic adjustment policies on the
poor in developing countries.

This subject is important for national policy makers and international agen-
ciesalike. The experience of the 1980s suggests that the mix and iiming of these
policies may have an important bearing on the size and distribution of the
adjustment costs. While the distributiona! consequences of economic policy in
developing countrics in no way represents a new field of enquiry, the immediate
impact of pelicics aimed at correcting unsustainable macroeconomic disequi-
libria is zi0t 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 cffect on poverty of these policy measures. In the first place there is no single
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 cconomic rclations. Second, there is no one universal incasure of the
impact in terms of welfare, real incomes, or nutritional status. ‘Third, 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 ihe topic spans a vast literature
covering macrocconomic adjustment, income distribution, public finance,
poverty and nutrition, and theoretical issucs in modelling. While this document
attempts a synthesis of the major issues, it cannot, and does not, preterd to deal
adequatcly with them all,

Many people have contributed to the task. Inpart, the extensive bibliography
provides a partial acknowledgement. Of particular note, however was a
Workshop held at Cornell University in late June 1987, *inder the auspices of
the Cornell Nutritional Surveillance Program. A spirit of genuine collegiality
and sharing of insights and experiences characterized that gathering. I
benefitted enormously from the papers, the commentarics 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 eascd a little, the Herculean task of reviewing several
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hundred papers and reading dozens of books, Pouring over Thorbeckian SAMs
witha magnifying glass taxed my alrcady straincd cycsight. Wendy Merrill acted
as rapporteur for the Workshop, and her skillful synthesis helped greatly in
recalling and reconstructing the fruitful debatc.

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

A number of colleagues made thoughtful suggestion for changes. Notable
were the time and efforts of Per Pinstrup-Andersen, Jere Bchrman, David Sahn,
Paul Glewwe, Peter Heller and Thanos Catsambas. Their comments were all
carclully considered, and the majority incorporated. The final report has
benefitted 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



EXECUTIVE SUMMARY

Greater economic instability
For more than a decade, developing countrics have been buffeted by
a scrics of macrocconomic shocks.

These shocks have arisen from both external and domestic sources
There has been a wide range of sources of these shocks. The external
cconomic environment has scen major shifts in the terms of trade, sudden
changcs in oil prices, high rcal interest rates, and slow growth in cxport
demand facing the developing countrics. Internal disruptions, including
both natural and policy disasters, have often compounded the problem.

Macroeconomic imbalances have resulted
Excessive or unsustainable deficits in the current account balance and
substantial riscs in foreign debt levels have accompanicd these cpisodes.
Domestic inflation rates typically rosc to levels above those characteristic
of carlicr periods.,

This has lead to pressure on developing countries to adjust their economies
The combination of internal and cexternal shocks has lead to unsus-
tainable positions which have had to be corrected. Reduced foreign
exchange reserves, high debt servicing obligations and little prospect of
further borrowing has forced countrics to adopt corrective measures.

Fundamental imbalances have to be corrected through
macroeconomic adjustments
Both current account deficits and sustained high inflation are

symptoms of cxcess aggregate demand. Total income generated by
domestic factors (aggregate supply) is not sufficient to meet total domestic
absorption. The macroeconomic adjustments which address these im-
balances consist of both macrocconomic stabilization cfforts that arc
adopted to reduce the level of aggregate demand and structural adjust-
ment measures that potentially raise the productivity of resources in the
short-run.

Goals of & macroeconomic adjustment program
The objectives of the macrocconomic adjustment arc to restore a
sustainable current account balance, to reduce the rate of inflation, to
attain a manageable level of external debt and to aceelerate and maintain
cconomic growth.



Potential for positive effects
Eliminating the deadweight loss that accompanics parallel markets
may result in higher output for the economy. In addition changes in
parallcl markets reduce rent opportunitics, and outcome that will likely
raise the income of the poor. Similarly, reduction of implicit taxes and
reforms of public enterprise may increase incomes of low-income groups.

Importance of supply response

To climirate the imbalances, aggregate demand must fall, and/or
aggregate supply must expand. Structural policies which expand current
and potcntial output by increasing the efficicncy of resource use and
raising the capital stock, together with changes in intcrsectoral incentives
to alter the composition of output and absorption between the home and
tradable goods scctors, are both vital to the sustained success of a policy
reform program.

There are important external aspects
In addition to the domestic policies, extcrnal trade policies, economic
activity in export markets and intcrnational financing policics condition
both the outcome of a macrocconomic 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
houscholds. Changes in the structure of output and absorption will in-
evitably be accompanied by changes in the distribution of income. The
economy has to be brought back into equilibrium, and whether this is done
as the result of conscious policy steps nr by defaul, there will be changes

in the pattern of income distribution.

Shocks can be severe

There is mounting, although not universal evidence, that for many
countrics the process of re-establishing macroeconomic cquilibria may
involve very scverc shocks which adverscly affect the welfare of significant
sections of the population. Changes in real wages, uncmployment rates,
the size of the informal sector, houschold expenditures, calorie consump-
tion, and health and nutrition indicators 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 distrikutional impacts
There is increasing concern for these consequences among both inter-
national agencies and policy inakers 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 real 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 macrocconomic adjustment policies
reduce/raisc their future income earning capacity.

Several studies have been undertaken
A numbcr 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 houscholds. Nor have
they tried to analyze the short run distributional conscquences.

Central tencts of the proposed study

B Itis proposcd that the rescarch be focused on poverty in generaland
the nutritional status of the poor in particular.

R Attention is centered on the short-run impacts (i.c., up to 5 years) of
macrocconomic adjustment policics on the welfare of the poorest
groups. The fundarnental issuc is onc of human welfare, and how to
formulate policics which raisc the living standards of low income
groups. That the policy reforms lay the basis for cconomic recovery
and higher real incomes in the future docs not constitute a justification
for overlooking the priority of raising the incomes of the poorest in
the short-term. There is nothing inherent in cither the theory or
evidence of adjustment programs that would ensure that those who
would be the beneficiarics of long-term cconomic 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 rescarch are the national govern-
ments and international aid agencics involved in formulating and financing
macrocconomic adjustment programs in developing countrics, 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 policics for macrocconomic adjustment
and compensation,

Objectives of the proposed research

To identify the principal mechanisms through which macrocconomic
policics affect the real incomes and nutritional status of the poor.
To review the evidence from sclected countrics that these policies
have had a significant bearing on the distributional outcomes ob-
served.

By quantifying thcimpact, tocvaluate the tradeoffs between achicving
the macrocconomic growth objectives of a policy reform programand
minimizing the fall or maximizing the risc in the real incomes of the
poorest by modifying the mix and timing of macrocconomic policics.

Major elements of the proposed research strategy

There are four major components:
The theoretical framework
An overview of the evidence
Casc studics in selected countries
Comparative analysis of country experiences

Case Studies

A scrics of country studics need to be undertaken on the basis of a

range of experiences with macrocconomic adjustment policics, the nature
and extent of shocks to the economy, the structure of the cconomy, and
the availability of data and existing modcls.

The case studics 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 poverty, will be
mapped from changes in real houschold incomes. The changes inthe
extent of poverty will be decomposed across sociocconomic groups.

Real income changes will in turn be mapped from changes in wages
and employmet (, factor payments, price indices for major com-
ponents of expenditure, transfers and taxes, and social services.
Where feasible, a social accounting matrix is proposed as the central
organizing framework for these flows, and will create the mapping
from factor payments to houscholds.

The estimation of the SAM following the policy changes will be based
on the usc of multiplicrs. A scrics 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 issuc 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 policics on nutrition and
poverty, starting from a position of severe macroeconomic discquilibria.
In order to achicve the objective of quantifying the impact on welfare
tasgets of policy instruments, it will be necessary to abstract from many of
the nuances of the institutional and cconomic systems that in reality
impingc on the distributional outcomes, and to restrict the range of targets
and instruments that are examined.

In particular, the rescarch should concentrate on an examination of
domestic policics, and will focus on the short-run impact on decomposable
poverty measures.

Comparative analysis

In addition to the information generated by cach of the individual
country studics, 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
cconomics (in part itself a reflection of the long term development
policics); and (c) differences in the policies they adopt to deal witu the
economic crises. The essential task facing the comparative analysis is to
isolatc the extent to which the policy differences explain the diversity of
outcomcs.



1. INTRODUCTION

The 1980s have witnesscd 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 of nearly two decades of economic
growth. Stagnation or decline in real ontput, falling real wages and rising
uncmployment have reduced the real living standards of a larpe share of the
population of these countries.

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

Incvitably, countries undertock various forms of adjustment, sometimes
planned, but not infrequently by default. The impact of these macroeconomic
adjustments ou 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 devcloping 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, cither theoretical or empirical, have been made to cxamine
the short-run effect of macroeconomic adjustment and stabilization policies on
cither 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 cconomic growth proceeds, and to the influence of alternative
long-term development strategies on the distribution of asscts (both human and
physical) and income. In the last decade, attention turned to the realincomes of
the poorest and how specific policics 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 policics that ensured the basic needs of the poorest were met.
The design of intcrventions to meet these needs in a cost-effective way sup-
planted the carlicr attention given the broader relationship between economic
growth and income distribution.

At the same time, the question of macroeconomic adjustment policies in
developing countrics has been the subject of intense debate and has produced
an equally voluminous literature. Much of that debate has centered on the issue



of whether there are inherent (structural) rigiditics in both the pattern of
production and demand, such that the usc of certain policy instruments would
be, at best, relatively ineffective in bringing about macrocconomic balance, and
at worst be so inappropriate as to imposc unnccessary adjustment costs in terms
of foregonc output. In the main, concern was with the performance of macro-
cconomic indicators, such as inflation, the balance of payments, investment and
rcal output growth, It should be noted though, that the Latin American literature
had considered the distributional consequences of macrocconomic policics
(Foxley, 1981) since the 1950s at least. However, the focus was more the
short-run consequences of such adjustment policics for income distribution in
general, rather than on absolute changes in the velfare of the poorest in
particular,

In contrast, the crisis facing many countries in the 1980s has been of such
magnitude that rcal concern has been raised about the impact on the living
standards of vulncrable groups. In particular, questions have been raised about
the cffect of the adjustment policics themselves. Some have argucd that the
nature of the y licies adopted 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. Butincreasingly it is lelt tizat it also stems from
cxternal conditions and the policies of international agencies and creditors
which have left countrics with few, if any, options, and have forcad them to adopt
adjustment strategics with scant regard for the distributional conscquences.
Implicitin these arguments is the hypothesis that a different mix of policics would
have been able to achieve the same improvement in correcting the aggregate
imbalance in the cconomy, while lesscning, or even climinating, the decline in
rcal incomes of the poorest.

Others have argued that because stabilization and structural adjustment
policics imposc a severe burden on the poor, the sustainability of the program
is itsclf 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 is unlikely to persist. These arguments suggest that not only arc
the distributional consequences of policy reform a matter of concern per se, but
that the very viability of a macroccononiic adjustment program is intimatcly
dependent on both the extent and the incidence of the costs.

To understand the consequences of macrocconomic imbalance for the level
anddistribution 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 (o the nature and magnitude of the macrocconomic disequilibria
and to enquire as to whether other policy responses might have lead to different
conscquences.



That stabilization and structural adjustment programs will have distributional
consequenccs is totally axiomatic. There is simply no cscaping this fact. At any
point in time, an cconomy has some structure of output, a lcvel and composition
of demand and an associated set of prices and payments to factors. These,
together with a sct of income transfers, both explicit and implicit which result
from theintervention of the state, determinc both the distribution of income and
the absolute incomes of particular groups.

By decfinition, the discquilibria reached at the tims of a crisis requiring
adjustment program arc simplynos sustainable. The particular level of aggregate
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 of sectoral output, has to be altered. Were
theyto remain, the discquilibria would simply persist. In the process of changing
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 achicve the reallocation of resources in
the cconomy, the associated pattern 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 is the impact on the most vulnerable; on those
whosc current position is cconomically precarious.

This document attemipts to move toward establishing a concrete research
agenda to address the short-run impact of macrocconomic adjustment policics
on the poor in developing countrics. These policies do not comprise a clearly
scparablc sct, acting as they do in conjunction with the extant policy environ-
ment, and being conditioned by other policics. Chapter 2 endeavors to clarify
these relationships, and to place in perspective the policies of concern to this
study. From this discussion is distilled a bricf statement of the objcctives, which
arc sct out for the reader’s convenience as Chapter 3.

On purcly theoretical grounds the distributive effects of adjustment policics
arc ambiguous. It is likely that the lack of compelling evidence concerning the
relaticnships between the variables, is, at least in part, attributable to this
ambiguity. For this rcason it is important that future rescarch give carcful
considcration to the underlying theoretical issues, and from these draw implica-
tions in the form of testable hypotheses. Failure to do so would condemn the
cffort 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.



Chapter 4 addresses the theorctical issues, and draws 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 in Chapter 5, and this is followed by a discussion of matters
concerning the order, mix and timing of policy changes (Chapter 6).

A capsule view of some sclected empirical work is presented 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 clements of a
research strategy designed to quantify the short-run impact of adjustment on the
incomes and nutritional status of the poor in developing countrics.



2. THE POLICY
SETTING

In addressing the short-term impact of macrocconomic adjustment policics
on the poor, it is important to recognize that there arc a number of sets of policies
which arc involved. The central question of this study cannot be addressed
without first identifying these various scts of policics, understanding how they
arcinterrclated, and linking them to the distributional outcomes. Furthermore,
as all these policics have distributional conscquences, it is important to scparate
out those which are to be the focus of the study. It is simply not possible to
cncompass an analysis of all the various policics in onc 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 onsct of a
macrocconomic crisis. The existing structure of the cconomy and the associated
income distribution will, in part, have been determined by the long-term
development policics that have been adopted. For example, the extent of the
openness of the economy, the flexibility in the markets for forcign capital, the
naturc of the interest rate setting, the extent of indexing of wages, and the level
of import protection and export taxes or subsidics will all have an important
bearing on the growth of the cconomy and the manner in which assets and
income are distributed. In addition, there may be long-standing systems for
income transfers, cither through intervention in particular markets (notably
credit, housing, food, fucl and transport, public utilitics) or threugh the provision
of public services (notably in hcalth and cducation), and systems by which
goverument intervenes dircctly in markets, whether it be through wage policics
or public enterprises such as agricultural parastatals.

At the same time, certain demand management policies will have been
pursucd. Some of these may have been in response to carlier changes in the
external environment, such as in the terms of trade, or in the access to interna-
tiona! credit markets. Others may reflect an cxpansionary policy of the
government. In any cvent the sclection of appropriate adjustment measures will
te conditioned by the type of domestic aggregate demand management policics
that arc operating at the time, in addition to the existing sectoral policies being
pursucd by the government.

Given the emergence of a macrocconomic crisis a set of policies will be
implemented. There has been much debate and confusion in the literature about
whether there arc two types of policics, typically labelled “stabilization” and
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“structural” adjustment (Killick, 1986a; Buiter, 1986). There scems (o be little
point in pursuing the issuc here, other than to note that there is no simple, uscful
distinction between the two.

It is sometimes argued that stabilization policics are those which are directed
at demand management, while those aimed at increasing aggregate supplyrelate
to structural adjustment. However, it may well be the case that in addressing the
imbalances that have led to a crisis, attention should be focussed on increasing
the supply from some scctors. In a casc 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 rcalignment of relative prices through any of
a varicty of mechanisms, ranging from privatization of marketing to aitering
implicit and explicit taxation of agriculture. This could result in a rapid and
significant risc in the exportable surplus and a corresponding reduction in the
current account deficit.

Likewise a reduction in government spending on certain classes of goods will
relcase resources for private consumption and lead to a “structural adjustment”
in the cconomy toward the production of other classes of goods, while simul-
tancously contributingto “stabilization” by reducing the size of the unsustainable
public sector deficit.

Further confusion in the terminology arises with the common usce of “balance
of payments adjustment.” Here adjustment is to be seen as a process, a
mechanism or a means for achieving some change in the “balance of payments”
(itselfaterm characterized by muddled use). In contrast, adjustment in the sense
of long-run reallocation of resources engendered by changes in the structure of
incentives is taken to be a goal in itsell (Addison and Demery, 1987:).

In this paper, primary interest is on the short-term implications for the poor
of policics that are implemented to deal with a macrocconomic crisis. Some of
the relevant policies will come fronr both categories, and are referred to, in
combination, as macrocconomic adjustment. What is crucial in the present
context is to 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 sccondary matter,

Macroeconomic adjustment policies will be viewed in this paper as those
mcasurcs taken to improve the balance between aggregate supply and demand
(Crockett, 1981). It is presumed that the need for them arises from the presence
of an unsustainable deficit in the current account, often accompanicd by infla-
tionary pressurcs.



Much has been made of the distinction between “orthodox” (or
“monctarist”) and “structuralist” views of stabilization (Taylor, 1987). The
monctarist view centers on the need to reduce the level of demand, as it is
generally argucd that the deficit on the current account and inflationary pres-
sures arisc 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-
flexibilitics in both production and demand, a reduction in domestic absorption
will manifest itself largely in a decline in real output. The policy implied by such
aview is onc that encourages output growth (supply enhancing) rather than one
that reduces absorption (demand constraining), in order to achicve a given
improvement in the balance between aggregate supply and demand. Both
approaches arc concerned with how this adjustment is to be achieved. The
mechanisms by which it occurs are, however, pereeived to be quite different.

The structuralists arguc that an autonomous change in demand, arising from
export, investment or public sector demand, will lead to a risc in prices, a point
not in contention with those of an orthodox persuasion. However for a varicty
of rcasons, there are ‘structural’ bottlenecks and rigiditics that preclude output
cxpanding, or in the case of various scciors, resources from moving from onc
scctor to another, or substitution occurring in production or consumption. This
limits the adjustment mechanisms available to the cconomy. The result of the
highcr prices is to raisc costs, which dissipates the pressure cither 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, entreprencurship
and risk-taking). The next step hinges on the distribution of those streams, If
there is less than full wage indexing so that nominal wages risc 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 propensitics to save arc taken
todiffer among groups depending on theirsource of income, there will be ‘forced
saving’ which brings about the cquilibrium, cx post, between aggregate supply
and demand,

Itis not fruitful to limit the analysis to onc arbitrarily defined st of policies
to the exclusion of another sct, and it is cqually unproductive to regard the
monctarist/structuralist debate as offering two mutually exclusive, competing
theorctical positions. The success of a countryin reducing the unsustainable gap
between supply and demand will depend on the policics choscn and the existing
institutional and structural setting. The particular mix of policics may well
embrace moves to reduce supply bottlenccks and to change the institutional
rules, thereby leading to a short-term supply responsc, in addition to policics to



constrain aggregate demand. The challenge for policy-makers is to select the
best mix, not to make a simple choice between cither supply-increasing or
demand-reducing policies.

If demand exceeds supply, the shortfall can be addressed by cither removing
bottlenecks and constraints to more cfficient resource allocation, lcading to
incrcascd output, or by financing that issucs claiins against future output. When
the former fails, or the latter no longer is viable because foreigners are no longer
willing to accept additional claims, then adjustment will take placc in aninvolun-
tary manncr such that cx post there is, by definition, no imbalance. The
imbalance between supply and demand must then inevitably be achieved by a
rcduction in the level of domestic absorption relative to real output — that is by
an incrcasc in the level of net domestic saving,

The distributional consequences will be a reflection of three sets of policics
(Figurc 2.1):

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

(i1) the long-term development strategy adopted by the country; and

(iii) the international cconomic policics that the country faces.

The primary focus of this paper is on the first set of policics. These represent
the sct 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
is the effect of alternative policics on the welfare of the vulnerable. Can countries
exercisc a choice from among a set of policics such that they can influcnce the
distributional outcome of a nccessary adjustment program?

The theoretical insights inte the distributional consequences of adjustments
policics arc an important and necessary first step, and will be closely examined.
The key issuc, however, is the extent to which a ceantry can choose the nature
and scquencing of its stabilization and adjustment measurces in order to modify
the distributional outcomes, subject to the need to improve the balance between
aggregate supply and demand, which lay at the root of the reed to implement
an cconomic reform program.

An important issuc that must be addressed is whether it is necessary to
consider the causes of the imbalances which arce giving rise to the need for
adjustment policies (Khan and Knight, 1983). Here there are two views, Onc
position is that past cvents and policy responsces arc irrelevant; all that matters
is that the country is facing an unsustainable combination of internal and external
balanccs, and regardless of how these may have arisen, action has to be taken.
The only issuc at hand is to correctly analyze the current position and sclect
appropriale policics to correct it.
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An alternative view is that how the country arrived at its present state is of
importance. Some have argucd that whether the source of the imbalance was
internal or external to the country is a key question ir deciding on the policy
responsc. Specifically, if the proximate cause of the discquilibrium is overly
cxpansionary aggregate demand policies, then the solution should be to restrain
domestic absorption.

In contrast, if the source of the discquilibrium is identified as exogenous
changesin the external environment (such as a rise in international interesl rates,
a recession in major importing countrics, or a fall in the terms of trade), then
changesin domestic demand management policics may not be necessaryif other
solutions can be sought in terms of changes in the external environment. These
could take various forms, involving tradc negotiations for preferential access,
commodity agrecments, greater use of fureign credits, or deferral of debt
rcpayments.

In practice, it is extremely difficult to scparate 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 policics 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 permancnt. If
they are permancent, then they will call for fundamental changes in the rclation-
ship between supply and demand in the cconomy; domestic policics to reduce
aggregate demand in the short run and to expand supply arc in order. In
contrast, if the discquilibrium has arisen from circumstances which are cither
internal or external but which are likelyto betemporary, then the policy response
may well be to seck short term financing,

The importance of this issuc lics in the fact that domestic policy changes to
reduce absorption and external solutions involving additional forcign financing
arc lixely to have quite different distributional conscquences. Hence, whether
the problem is perceived as lemporary or permancnt is important in deciding
what sort of policy to adopt. Having made that choice, the outcomes for the real
incomes of different groups arc likcly to be quite different. It is in this sense that
the past matters.

The question of whether the changes are perinanent or temporary raiscs
another aspect that is central 1o considering the distributional aspects of adjust-
ments. Consider an cconomy that is initially in cquilibrium. This state will have
associated with it a pasticular 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, a char.ge which is assurned
lo be permancnt. This will require a permanent restructuring of the cconomy,
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so that a new cquilibrium is recached with an associated but presumably different
configuration of outputs, priccs and incomes for particular groups. In other
words there will be distributional changes associated with the change in the
long-run cquilibrium position of the ¢conomy.

Atthesame time, the imposition of this cxogenous shock to the terms of trade
will create ashor(-run macro-economic crisis whose resolution only comes about
through the move toward the new long-run equilibrium position. In the interim
there will be changes in the distribution of income which may deviate from the
new long-run oatcome. While it may be true that the real income of the cconomy
in general, and of some specific group in particular, will be lower under the new
cquilibrivan than that prevailing prior to the crisis, there exists the possibility that
in the interim the incomes of specific groups may fall even further, subscquently
recovering Lo cheir new, albeit lower level, In effect, there is a short run 7’ curve
cffcct, whcre'» the real incomes of a group decline initially quite drastically and
subscquently 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 in the real incomes of the poorest are a reflection of the policies which
arc adopted to deal with the transition to the new cquilibrium position. The
challenge is to tease out of the evidence the short-term changes, that arc
amenable to the choice of policy, from the fonger term distributional conscquen-
ccs of the exogenous, permancent change in the country’s circumstances. The
scope for policy analysis is not the difference between the original and new
cquilibrium positions. Rather, it is the path of the adjustment, and whether
through an appropriate choice of policics, that path is amenable to influence. In
particular, is it possible to choose a level and mix of policies 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 distributionat consequences of a permanent shift
in the cconomy and the time path of the distributional changes between the old
and the new cquilibrium positions is of central concern. As an illustration,
consider the case of a country which faces a permancent fall in the price it receives
for an export commodity. As noted by Bourguignon (1987), producers may face
lower real incomes ceven after the cconomy 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 a ‘social cost’ of adjustment. What is relevant is the path of real
incomes of producers during the adjustment phase. The nature of the policics
adopted in the short-run concerning such matters as the domestic commodity
prices, producer and consumer subsidics, the real exchange rate, the type of
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commercial policy, and the labor and credit market policics will influence the
time path of the carned incomes of producers and determine whether there are
serious transitional losses.

Nonc of this is to suggest that the actual level of the new cquilibrium is not
itsclf a function of the nature of the macrocconomic adjustment policies which
are chosen (6 deal with the imbalances arising from the exogenous change. This
is simply 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 cconomy’s stock of capital would be lower at the start of
the new equilibrium than would otherwise have been the case. This will itsclf
have implications for the future rate of growth and the distribution of incomes.
Alternatively, a policy such as reforming markcting 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 studics 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 1o restore macrocconomic
balances. There has been almost no atiention paid to the changes in income
distribution that accompanicd the policies that lead to the crisis, If the cconomy
was destabilized 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 unquestionably affected the returns to factors, and the distribution
of incomes in the rural arcas, and between urban and rural arcas.

For example, in some countrics, transfer payments were allowed (o increase
and were financed by monctizing the fiscal deficit. Now that there has to be
disabsorption, it is possible that the level of these transfers will need to be
reduced. Another example would be reducing the fertilizer subsidies that had
long been benefiting certain groups of farm houscholds, The higher price of
fertilizer will affect not only its level of application, but yiclds, output, and the
balance of payments as mediated by the shiftin the domestic supply and derived
demand curve for food crops. There will also be accompanying changcs in the
distribution of income. It would be convenient to arguc that in such cases the
policics leading to the crises were unsustainable (by definition), and their
reversal would simply return the cconomy and its associated 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 pt...se will correspond to those who will loose, cither relatively
or absolutely, in the adjustment period. Once 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 subscquent
crosion of those gains, so that burden of adjustment may fall on the weakest. The
very act of destabilizing an cconomy through excess domestic absorption,and
misallocation of resources, followed by an adjustment program to reduce the
cxcess demand and return prices to represent scarcity value will, in and of itsclf,
Icad to adifferent distribution of inconic to that which would have prevailed had
the cycle of destabilizing and distorting followed by restabilizing and restructur-
ing never occurred.

Further rescarch should take account of the changes in the destabilizing and
dir.orting phase; what occursto incomes in the stabilization phase may reinforee
or offsct carlicr, 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, especially those to do with commercial
policy and the management of the real 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 cconomy’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 rate. The extent of substitution in both production and
consumptionbetween the sectorsis generally limited. Asis sofrequentlystressed
by the structuralist school, the scope for export expansion at the margin is quite
limited. At the same time, imports are 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 is to reduce imports. This
is achieved by a combination of a contraction in domestic demand, together with
often quite draconian measures involving the removal of import licenses, raising
tarifls substantially, increasing prior import deposits, or even an outright ban on
the import of many categorics of goods. Latin American imports werc 43 percent
lower in 1983 than they had been in 1980 (Geller and Tokman, 1986). Itis almost
inevitable that drastic cuts in imports will lead to a drop in output in vulnerable
industries, with a concomitant decline in employment.
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These characteristics reduce the flexibility of the cconomy and heighten the
chances that it will be costly, painful and politically tortuous to achicve rapid
rcallocations of resources in the short-run, Furthermore, the nature of the
long-term policics may well predispose an cconomy to rcaching the point of
unsustainable macrocconomic discquilibria, and also make it harder 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 manner, the prevailing set of policics rclating to the conduct of
international trade and payments will have a bearing on the distributional
outcome of the macrocconomic policics; in fact they will almost certainly
constrain the choice of policies that a country faccs. If there is no possibility for
rencgotiating loan repayments, gaining preferential access to markets or arrang-
ing for additional funding to assist in the implementation of the macrocconomic
adjustment program, then clearly the choices facing the country wil! be more
constrained.
Considerable attention has been given o the role of these international
policics. They include among other matters:
® the importance of the trade, exchange rate and reserve management
policics of the developed countrics;

B theinfluence of the macrocconomic policics of the developed countrics on
the demand for imports from the developing countrics;

W the system of international credit creation: and

W the role of private and concessionary capital flows,

The extent to which these issues should be addressed in designing a rescarch
strategy poscs areal dilemma. On one hand, they are often central to the success
or failurc of a country’s own ¢cconomic recovery program. Some have argued
that the inadequacics of these policics have compounded the problems faced by
countries trying to adjust their aggregate balances (Dcll 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-cyclically rather than
anti-cyclically, and this can hamper the access of developing countries to
international borrowings, a potentially important mechanism for adjustment
(Killick, 1986b). To the extent that countrics have reduced access (o capital
markets, the burden of adjustment must be borne more heavily by the domestic
cconomy. As a conscquence, the likelihood is increased that the adjustment
program will have deleterious impacts on the distribution of income,

Hellciner (1986a) notes that these changes in the nature of the international
capital markets has meant that the volume of 1esources available to the lowest
income countrics has decreased at the verytime they were most severely buffeted
by adversc events, both in the international economic cnvironment and in their
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domestic economics. This highlights another dimension of the international
setting on the question of the distributional conscquences of policy reforms. Not
only has the reduced volume of resources available to developing countries
mcant 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
tothe higher income countrics, generally perccived as having greater credit-wor-
thincss. Asaresult, as well as influcncing the distributionalimpact of stabilization
and adjustment policics in any onc given country, the int¢rnational financial
system has conscquences for distribution across countries. If 4 fow large poor
countries have to rely largely on domestic adjustments, then the adverse impact
on the most vulncrable groups in global terms is likely to be grcater.

There is another dimension to the role and importance of the miternational
cnvironment. In addition to conditioning the choice of policics that a country
faces, unforescen chunges in international circumstances can modify the out-
come of domestic policics. In the case of many Latin American countrics, their
domestic policies were successful in bringing about a recovery in their external
balances. However, due to sluggish demand for their exports in industrial
countrics 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 risc in unemployment. Africa now faces similarly worrisome prospects, as
adjusting countries boost their production of export goods (c.g., cocoa). The
prospect for a dramatic fall in international commodity prices needs to be
considered. The success o failure of a country’s efforts cannot be judged in
isolation from changes in the international conditions which it faces.

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

Certainly, it scems clear that the distributional impact of a country’s own
policics 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 rescarch to
encompiss the full st of international cconomic relations and policies would
be to make it simply unmanagcable.
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The decision to restrict attention to the set of domestic policics from which
a country may choosc is madc with full recognition of the fact that at the end,
onc might well be forced to conclude that the only rcally significant options for
reducing the impact of macroeconomic stabilization and adjustment on the poor
lic, in fact, in the international arcna, In other words, whatever course of action
an individual country adopts, there will inevitably be ascrious decline in the real
incomes of the poorest houscholds. Choosing different mixes and scquencing of
policics from the domestic sct 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 staged
restructuring of the cconomy, so that aggregate supply and demand were
brought into line without the imposition of drastic declines in the real income of
the most vulnerable.

By choosing to restrict the study to the domestic options, rather than to
cncompass both the domestic and international policyinstruments, we run arisk
thatimportant policy changes will be excluded in the interest of making the study
manageable. In cifect we are imposing a “small country” assumption with
respect to the international environment; implicitly we are arguing that in the
short-run the country has explored all possible external options, and it now must
take the international economic and institutional sclting as given exogenously.
No action by the country can change the conditions it faces. The adjustments to
the country’s discquilibria will come solely from domestic changes, be they
planned or involuntary.

This approach recognizes, but chooses deliberately to set aside, such
strategies as bargaining for greater access to world markets for commodity
exports, negotiating the rescheduling of debt repayments cither individually or
collectively, and unilateral declarations of repayment moratoria, It is to be
stressed 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 rcal incomes and nutrition of the poor.
The additional knowledge should help in the formulation of macro-
cconomic policies for developing countrics which reduce the social costs of
adjustment.

2.To assist national governments in developing improved methods and institu-
tional arrangements for the monitoring and surveillance of the impact of
proposed macrocconomic adjustment programs.

In pursuit of thesc objectives, three central questions need to be addressed:

A. What arc the mechanisms through which domestic policies aimed at restor-
ing macrocconomic balences affect the real incomes of the poor?

B. Similarly, what are the transitional impact on the poor of mcasures taken to
remove market bottlenccks and to eliminate parallel markets?

C. What is the evidence from sclected developing countries that the choice of
domestic adjustment policics have had a significant bearing on the observed
distributional outcomes?

D. Towhal extentis it possible to sclect amix and sequence of domestic policics
that reduce or climinate the declin in the real incomes of the poor while
accomplishing the goal of improving the macrocconomic balance?
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4. THEORETICAL
FRAMEWORK

4.1 Some Preliminary Matters

Macrocconomic adjustment involves the adoption of policies aimed at im-
proving the balance between aggregate supply and demand in the economy. In
order to cstablish the basis for a discussion of these policics (Scction 4.2), and
their distributional consequences (Scction 4.3), it is necessary to review the
fundamental national income accounting relationships in the context of an open
cconomy. Whilc these relationships are nothing more than variations ona theme
of basic identitics, they provide a convenicnt structure for reviewing the alter-
native policy measurcs, their impacts and limitations.

In an open cconomy, the total value of the output produced is purchased by
cither domestic or forcign residents. The part purchased by forcign residents
corresponds to exports (X). The purchascs by domestic residents of domestic
goods and services is simply their total spending, less the amount spent on
imports (M). Total spending by domestic residents is defined as absorption (A),
and is made up of spending by the private scctor (p) and the public sector (g),
50 that

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

A-M=Ap + Ag-M (42)
The value of national output (or national income) (Y) is given by total spending,
domestic and forcign, on domestic goods, or

Y = Ap + Ag + (X-M) (4.3)
Inthe closed cconomy, the value of output must be cqual to the valucof spending,
or Y = A.Inanopen cconomy, some of the demand comes from forcignsources,
and part of the domestic spending falls on forcign goods. Rearranging (4.3)
yiclds

X-M=Y-(Ap + Ag) (44)

which shows that the balance of trade is identically 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
nct international transfers (R) arc added to both sides, the following statement
of the current account balance (CAB) is obtained:



CAB=X+R-M=Y+R-(Ap+Ag) (45)
If there is a current account deficit (CAB < 0) itis identically cqual to the
excess of spending by domestic residents over their income, Aggregate demand
excecds the level of aggregate supply, or in popular terms, the country s living
beyond its means. If the level of autonomous capital flows arc not sufficient to
cover this deficit, and if the possibilitics for further accommodating capital
inflows have becn exhausted, then domestic absorption (cither private or public)
must fall or national income (or national output) must risc.
Absorption comprises spending on consumption (C) or investment @), so
that (4.5) can be written

CAB =Y + R-{(Cp + Ip) + (Cg + Ig)} (4.6)
If we now introduce net taxcs (T), ,
CAB = {Y +R-T-Cp: -Ip + {T- (Cg + Ig)] 4.7)

Finally, by denoting the first term on the right hand sidc of (4.7) as savings

(Sp), w= obtain

CAB = (Sp-1Ip) + {T-(Cg + Ig)} (4.8)
or that the curresi account deficit is identicallyequal to the level of net domestic
savings, made up of privatc savings and public savings. Rcducing domestic
absorption implics raising the level of net savings in thc economy. The net
domestic savings arc exactly cqua! to the change in the stock of claims on the
rest of the world (ANFA), so that

CAB = Nect Domestic Saving = dNFA 49

(Private + Public)

If there arc no net savings in the private scctor, then it follows immediatcly
that a public scctor fiscal deficit implics a current account deficit. This implics
adccreasc in the stock of net forcign asscts, or an increase in the level of forcign
liabilitics. The point will cventually be reached where there are no further foreign
cxchangz reserves on which to draw, and ncither can the country issuc claims to
the rest of the world in order to acquire, through forcign borrowing, the
resources needed to meet the deficit. At this point domestic absorption must
fall in rclation to the value of output. Altcrnatively put, the gap between
aggregate demand and supply must be reduced. This is the cssence of the
problem of macrocconomic 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 is cast in the spirit
of the small, open cconomy, alternatively described as the dependent economy
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(Salter, 1959; Swan, 1960; Corden, 1985). This model, which has been widely
uscd, assumes that the country being analyzed is a price-taker, which faces given
world product and factor prices, and whose own actions have no cffect on these
prices. Although not explicitly stated, the model also assumes that the country
is “small” with respect to the international institutional environment. At least in
thec immediate future, the country has no influcnce on the rules and mechanisms
of international trade and finance. The importance of this issuc was discussed
in Scction 2.

Consider a small open cconomy which produces and consumcs three classes
of goods; importables, cxportables and home goods. The domestic prices of the
first two categorics, collectively termed tradable goods, are predominatcly
determined in world markets, subject to the country’s commercial policics (trade
taxcs and subsidics) and to the exchange rate. Provided that the relative price
of importables to exportables docs 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 is assumed to have reached the point of ar external imbalance,
which may have arisen for any onc of a number of reasons. We will not address
the issuc of the pre-crisis policies at this point. There may also be a state of
internalimbalance, often evidenced by accelerating inflation. For casc of exposi-
tion we will focus initially on the external imbalance.,

As shown in the previous section, this external disequilibrium is a symptom
of cxcess aggregate demand. If the home goods market is in cquilibrium, the
current account deficit is simply the excess 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 excceds national income. This view of i::c imbalancec makes
transparent the naturc of the task facing macrocconomic adjustment policies —
namcly that the excess demand for tradable goods has to be reduced. How is
this to be achicved?

The excess domestic demand could be reduced by policies that reduced
expenditure or raised output. This would involve reducing the 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
cffect would be to reduce the excess demand for tradables and climinate the
current account deficit.

But recall that the home goods market was initially in cquilibrium. Any policy
that reduces total domestic absorption will lcad 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 cquilibrium. In fact, the
contractionary demand policics have, in the first instance, eliminated the excess
demand in the traded goods scctor and substituted excess supply in the home
goods sector.

What mechanisms exist to climinate this cxcess supply of home goods? If the
prices of home gocds arc totally flexible, the excess supply will put downward
pressurc on the price. This will mean that the price of tradables, assumed to be
constant in nominal tcrms (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 cort: actionary policics, while the change
in the relative prices induces an increase in their supply. Equilibrium in the
external account is restored by eliminating the cxcess demand for tradables, and
the home goods market returns to equilibriunt. The structure of the cconomy
will have changed, as the output of the traded goods sector will have increased
relative to the production of kome goods.

This result follows from what is clearly a rather stylized model, on the surface
of which there are no immediate implic tions for the distribution of income.
Nothing has been said about the nature of the demand reducing policics 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 cxamine
assumptions that were deliberately left implicit in the first statcment of the
model. It was assumed that prices were flexible, and that all resources were
homogencous and would move frecly and costlessly between sectors.

Supposc that the nozuinal price of home goods had not fallen. This would
have mcant that there was no change in the relative prices, as the price of
tradables is assumed to be given to the cconomy, and we defer consideration of
trade and marketing policy at this point. With no change in relative prices and
incentives te production there is no mechanism to restore cquilibrium in the
home goods market. The excess supply in that market will be climinated, by
definition, but only by crcating uncmployed resources in that sector. The
external imbalance in that case will have been eliminated by substituting domes-
tic uncmployment for an unsustainable forcign trade deficit. It is this type of
adjustment that occurs in an cconomy whether the authoritics consciously
impier-cwt & stabilization policy or not.

The econoraic managers have two targets; extcrnal and internal balance, or
the climination of cxcess demand or supply from the markets for traded and
home goods. To achicve these two targets, two key changes are necded. 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 markel, the risc 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 scctor. But with the fall in the price of home goods relative to traded
goods, there will be an increase in the demand for home goods at preciscly the
same time as a fall in the supply. The only way that the excess demand can be
climinated from the home goods market is for the price to rise. This will continue
until all the excess demand is eliminated, or in other word< until the relative price
is restored to its original position. This will of course, leave the excess demand
in the traded goods 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 achicve both internal and external balance. If the
prices of home goods are sticky, then it will be necessary (o 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 offsctting the excess supply in the home
goods market arising from the fall in demand. 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 raust be avoided, otherwise the effect of the
devaluation would be negated.

The eventual suceess of a macrocconomic 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 is simply no other way of inducing the changes
in the production and consumption of traded goods necded to cnsurc 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 dircctly; contractionary policies reduce the pressures on the
pricc of non-traded goods. Both policics act to reinforce the improvement in the
ratio of domestic prices of tradables to non-tradables (PT/PN).

Il there is no nominal devaluation to raise the numerator of this crucial ratio,
all the 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 thisabout, and if cither nominal wages or prices are sticky, this willgenerate
morc uncmployment. The incevitable adjustment will then be achieved by un-
cmployment.
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On the other hand, if there is no restraint on aggregate demand., prices of
non-traded goods will risc and offsct 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 of changes in relative prices
and the relative importance of policics to reduce absorption and achicve a
switching of output and demand. If prices in the non-traded goods scctor are
fully flexible downwards, then the effect of a reduction in absorption will be to
create an initial condition of excess supply in the home goods market. A decline
in their price would climinate 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
achicve the change in the relative prices needed to adjust the pattern of
production and demand.

Clearly, the real world is scldom characterized by such complete flexibility.
Ifhome goods prices or moncy wages are not downwardly flexible, then devalua-
tion will be needed to alter the relative goods prices. The essential point is that
rcal wages in terms of traded goods must decline in order to reduce the cost of
domestic value added. This can occur in onc of two ways. Either the conditions
in the labor market arc such that wages decline and reduce costs or, when wages
arc inflexible, devaluation will raise the domestic price of tradables, lower the
price to forcign buycrs, and improve the competitive position of the country in
export markets,

In practice the structurce of labor markets is quite complex, and this precludes
any simple conclusions about the effects on wages and cmployment. The
fundamental cconomic forees associated with a stabilization program opcratc
through the markets for tradables (both adjustment and cxportables) 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 is no simple way to map those changes into the labor market (Terrell,
1987). Within cach scctor, there are various categorics of labor (unskilled,
semi-skilled, managerial, ctc.) and various types of labor markets. There may
wellbe a modernsector (petroleum, mining, financial services) in which nominal
wages arc sticky, contrasted with traditional scctors (sclf-cmployed, unor-
ganized workers, artisans, petty services) where returns to labor are highly
flexible and constitute a significant mechanism for adjustment. Both the tracied
and non-traded scctors can have clements of both the so-called modern and
traditional labor markets. Restrictions on labor mobility may mcan that wages
arc not cqualized across the two markets, even within the onc productive scctor.
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Labor may flow morc rcadily between the modern parts of both the tradable
and non- fraded goods scctors (e.g., between urban factorics 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 policics is
felt by different groups.

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

Again, however, the nature of the labor markets is important. It is never the
casc that the entire labor 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 may be borne
in part by a shift of labor at the margin to the informal and small farm scctors.
These sectors become the residual pool into which labor flows when aggregate
demand declines and out of which it is drawn when the output of the modern
sectorsisrising, Anincreasc in informal sector employment and a corresponding
decline in the 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 wage rigidity in one part of the cconomy will show up in part in uncmploy-
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 of the labor market, in order
to trace the cfeets of adjustment on wages, incomes and cmployment.
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4.4 Adjustment and Distribution

The primnary focus in the proposcd case studies are changes in houschold
incomes within iow income groups, rather than on changes in the distribution of
income per sc. In order to analyze the cffects of economic reform policics on

houschold incomes in the target groups, it is helpful (following Corden, 1985)

to break down income into a number of key componcents.

(a) Earncd (or Productive) income is that which is gencrated by providing the
services of the houschold’s labor and capital to the market. The demand for
and the prices of those scrvices will be determined by conditions inthe factor
markets. This will reflect the derived demand for the factors in the various
producing scctors.

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

(c) Social income is the valuc of services provided by the public scctor, other
than dircct transfers.

(d) Total income is the sum of disposable and social income.

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

Thecontribution of theoretical analyses to our understanding of the short-run
impact of adjustment policics on the various components of income is extremely
limited. For the most part, the standard framework as outlined in Scction 4.2
and variants of it, is restricted to addressing changesin the functional distribution
of income. As such it is concerned only with the carned income component.
However, thisis not the only avenue through which stabilization policy reforms
impinge on the real incomes of poor houscholds. In many cascs, evidence has
accumulated that cuts in transfers and social income as a result of macro-
economic adjustment policics have had a markedly deleterious cffect on the
welfarc 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 adjustment programs
which has been largely neglected. It is quite feasible that the immediate impacts
on the welfarc of poor houscholds may differ from the intermediate or longer
runeffects. There arc two reasons for this. In the first place, some of the clements
of the adjustment policics may well have an impact over an extended period,
rather than the entire effect being felt in the initial year in which the policics arc
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implemented. Sccondly, the first effects of a policy reform program may be those
of stabilization mcasures that tend to be coniractionary, while there arc greater
lags in bringing about incrcascd output as a result of policics which aim to
restructure the cconomy 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 enterpriscs.

There isa presumption that while the policics associated with the stabilization
may result in cuts in domestic absorption, the greater cconomic cfficiency
engendered by the adjustment and restructuring policics will result in higher
ratcs of real cconomic growth than would otherwise have been the case. Viewed
in this light, the question is onc of timing, and in particular, whether supply
augmenting policy reforms, by their very nature, will only begin to take hold after
the poor have borne the effects of short-term stabilization measures: or alterna-
tively, whether the payofTs of restructuring, in terms of higher real incomes, will
be sufficicatly immediate as to avoid a period of reduced private and public
consumption,

Even if there are significant short-term gains to the cconomy from price-
oricnted policy reform that raiscs incentives to producers and increases the
cfficicncy of markets, there can be no presumption that the benefits will accrue
to the groups bearing the costs in the initial periods. In addition, asthe proposed
focus is on short-run changes in the real incomes of the poorest groups, current
cuts in their real income from belt-tightening measurces, such as climinating
subsidics, can be so devastating as to make future, uncertain compensating gains
largely irrclevant,

Macrocconomic adjustment policies may operate in a whole scries of ways
to influence the distribution of income and the real income of specific groups.
This section identifics 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 Qutput and Employment

It is almost certain that, in the majority of cascs, the single biggest sct of
influcpees on houschold incomes arising from adjustment operates through
output and cmplovment,

If resiructuring succeeds in creating incentives for expanding the output of
tradables while managing to avoid a major recession in the rest of the cconomy,
there will generally be an increase in employment. It is not uncommon for the
real prices paid to farmers to have fallen so low duc 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 dircctly beneficial effect on the demand for
landless labor and also expans the cxportable surplus.

Inflation, the shortage of forcign currency and the erratic supplics of imports
often make the climate for investment uncertain and lead to under-utilization of
installed capacityin the manufact uringscctor. These fcatures often characterize
an cconomy which has rcached a position of unsustainable imbalances. A policy
rcform program that removes these bottlenecks will encourage employment
growth in the non-farm sector.

The structure of an cconomy plays a crucial role in determining the distribe
tional outcomes of macrocconomic adjustment policy. Similar policics applicd
in diffcrent countrics may be cqually cffective in restoring macroeconomic
balance but have markedly different conscquences for the incomes of different
houscholds. Central to this issuc is the extent to which relative factor intensitics
differ by scctor, the cffect of the adjustment policics on the relative profitabilitics
of diffcrent sectors, and the extent of the short-run supply responscs. For
example, in an cconomy where the »xport scctor cmploys much of the ¢cconomi-
cally active population in small peasant farms, a rise in the relative pricc of
exports willincreasc the incomes of factors in that sector. If this is the low income
group, then the overallimpact of the change may be quite favorable. The impact
on the urban poor will depend on the extent ol migratior: to the rural sector to
gain cmployment in the expanding export scctor, 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 scctor.

Contrast this with an cconomy where most of the exports are mincrals, and
the population is concentrated in domestic food production and services. There
is likely to be only a modest expansion of cmployment in mining following a
devaluation. The income distribution effects will depend on the extent to which
the state captures the rents to mining and redistribuccs 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 houscholds, I in
general the prices of tradables rise relative to non-traded products, then thosc
houscholds whosc consumption is more heavily weighted toward tradable goods
will be relatively disadvantaged. As a very high proportion of the total expendi-
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tures of the poorest houscholds are concentrated on food and housing, the
impact on their real incomes will depend crucially on what happens tothe prices
of these commoditics.

Il macroeconomic adjustment follows an extended period 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
pricc of housing scrvices, penalizi~g low income renter houscholds. 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 forees involving patterns of assct ownership, access
to credit, the functioning of capital markets, and the role of inflationary expec-
(ations,

There is some evidence that in periods of inflation, which arc 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 casc, a
deflationary period might be expected to be associated with a fall in the relative
price of food and an improvement in the 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 foods 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
houschold incomes through shifts in the quantity and prices of labor and capital
supplicd by the houschold sector. Of particular importance is the behavior of
the labor market, as discussed in Section 4.3. One of the most frequently cited
allegations concerning adjustment programs is that they lead to a fall in real
wages and 10 a risc in unemployment as a result of the contractionary effect.

While it is gencrally 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 the prices of both home and traded goods. As Corden (1985)
noles, it is conceivable that reel wages could rise, if the declining profitability in
the home goods scctor 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 is concentrated on
home goods, then the real measure of their real income should reflect this rather
than some average level for the whole community.



Changes in wages, and particularly employment by scctor, arc an essential
and significant part of the effect of adjustment on houschold carnings. In the
formal sectors, however, changes in the duration of uncmployment, hours
worked and participation ratcs are important sccondary characteristics of the
labor market.

Little attcntion has been given to the role of credit markets, especially in the
informal sectors. Macrocconomic adjustment policics may result in changes in
the cost and availability of credit, with important consequences for incomes in
the small informal trading sector.

4.4.4 Asset Markets

In some countrics, changes in cconomic incentives and the concomitant new
pattern of output, will be accompanicd by changes in the values of cxisting rcal
and financial asscts. This will result in a redistribution of wealth and possibly
changes in the rcal wealth of some poor houscholds. Of particular importance
may be housing and land prices; whether in fact this dircctly affects the welfare
of low income houscholds 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 cxample, changes in domestic incentives in favor of
a previously repressed agricultural cxport scctor might be accompanicd 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 from
inflation, the relative price of housing may fall, dircctly bencefitting the low
income urban population.

4.45 Transfers

The current inconies of poor houscholds will often contain a significant
clement of transfer payments, and to a lesser extent, taxes. Any assessmeni of
the impact of macrocconomic adjustment on real income would be incomplete
without attention to these flows. Transfers can originatc in the private or public
sectors. In the casc of private transfers, there are circumstances where private
(gencrally family) remittances are an important clement of real houschold
incomes, The transfers maybe of an on-going or periodic nature. It is the former
that arc 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 originatc from forcign carnings of migrant .
workers, or from other scctors, as in the case of rural familics supporting an
urban member, or urban carnings flowing to rural houscholds. 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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perecived level of basic needs. They present a simple model of transfers among
social networks of houscholds, from which estimable transfer functions are
derived whose arguments are the shortfall between actual income and a ‘basic
nceds’ level, together with structural characteristics (size and composition) of
the houschold. Estimates were made for data from El Salvador, where in the
city in question transfer payments were reccived by one third of a sample of 500
houscholds, and constituted ncarly 40 percent of income.

The magnitude and cven direction of these flows are likely to alter as a
conscquence of adjustment policics. Those policies will, if cffective, alter the
rclative outputs, employment and wage carnings in different scctors. For cx-
ample, if there is a downturn in domestic construction as a result of a switch out
of home goods, then remittances from urban workers to rural familics may
decline or even cease. Those workers might be supported during a period of
subscquent 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 houscholds following an adjustment program. Other
privatc transfcrs may arisc from non-governmental charitable organizations,

In addition to these private sources of transfer payments, there arc often
direct and, cven morc important, indireet transfers from the public scctor.
Subsidics on food, fucls, utilitics and transport can represent an important
component of the real income of some poor houscholds, although the leakages
to the non-poor of major fiscal programs in these arcas are notorious. If
rcductions in aggregate demand arc achicved by reducing these clements of
public expenditure, the real incomes of the poor may be adversely affected.

4.4.6 Investment

While macrocconomic adjustment cfforts often involve reducing domestic
absorption through cuts in public investment spending, they may also involve an
increasc in external financing for development expenditures, compensating for
any decline in investment. These cuts of potential expansions can affect the flow
of investment to augment both the stock of physical and human capital. Invest-
ments in roads, sanitation, rural clecirification, or drainage and flood control all
affect the future stock of capital in the 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 carnings. Similarly,
investments in schooling, hospitals, health clinics, or job training affect the future
stock of human capital held by individuals. The task of macrocconomic adjust-
ment policies is daunting, Conceptually, it is a straightforward problem whercby



32

the net present value of the future foregone net income streams, identified by
socio-cconomic group, should be added to any other dircct reductions in a
houschold’s income in the current year.

Thetask of empirically sorting out the distributional consequences of changes
in investment is likely to prove extremely difficult. At the same time, it is a
potentially important distributional consequence of adjustment policies. There
is a rcasonable presumption that such cuts might well impinge most severely on
the poorest houscholds. 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 discquilibrium conditions which often characterize forcigncxchange and
commodity markets which have rigid prices provide opportunitics for the
creation of parallel markets. Often when the official market channels including
the channel for forcign exchange have excess supply or demand such parallel
markels achicve market clearing, However, such markets are often illegal, and
participants face some probability of penalties (Landaucr, 1988). Pa:ticipants
will then devote some resources (o avoiding such costs. This results in dead-
weight loss to socicty, the removal of which leads (o an overall increase in social
welfare.

Another feature of parallel markets is that they generally result in rents
accruing to some members of socicty (Krucger, 1974). Recipients of such rents
will devote resources to protect them. If adjustments and market reforms
climinate these rents there may be a sizeable loss of income to scgments of
socicty. Restriction in forcign exchange availability is onc commonly studicd
mcans by which rents are created; individuals which gain access to cxchange at
a relative low cxchange rate (below the free or parallel market) or who are
allotted import quotas can acquirc goods at prices below the scarcity cost of the
resources and below the price which may prevail in the | parallcl] market.

Exchange ratc distortions give risc to both parallel markets in forcign cur-
rency as well as to smuggling. Import quotas create incentives for the latter but
do not by themselves encourage parallel market for forcign exchange (Sheikh,
1976). Smuggling, both into and out of an cconomy, is also cncouraged bytariffs
and other tradc barricrs. Economic reforms which remove implicit or explicit
taxes may reduce the incentive for this smuggling. The cconomic gains that may
be expected include the reduction in the costs of smuggling, but can be cxag-
gerated if the move from an underground economy to the official cconomy is
taken to be an increasc in the volume of production and trade rather than a shift
in market channcls.
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Economic rents which may be affected by adjustment policics are not
restricted to those stemming from foreign exchange and import quotas. Any
two-ticr 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 resuits in rents accruing to a subset of consumers, often,
but not always thosc in urban arcas. Limited and, hence, rationed credit and
fertilizer provided under a system of quotas are other cxamples of rents which
arc obtained by a subset of the general population and which may be reduced
or climinated with market rationalization. Opportunitics for publicly subsidized
cducation, particularly higher cducation, may fall in this catcgory as well,
Adjustment policies often may have only a small impact on market clearing or
parallel market prices yet may have a large impact on the size and distribution
of rents and, hence, income. the extent that this occurs is an cmpirical 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 akeyrole of devaluation is to alter the relative pricesin order to expand
the traded goods scctor, exchange rate changes can be expected to have an
impact on the level of absorption. Whether the impact of devaluation is expan-
sionary or dcflationary is a matter that has received considerable attentionin the
litcraturc. In the past, it has generally been assumed that to the extent that a
devaluation had any persistent rcal cffects, they would be expansionary. The
change in the relative price would switch both forcign and domestic demand
toward domestic output. Output, and as a consequence employment, would be
stimnlated, especially in the presence of unused resources.

A cautionary note was raiscd 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 offsct the increasc in foreign demand for their country’s output. The issuc
was later pursued by Cooper (1971b) and more recently by Krugman and Taylor
(1978). They argued that the contractionary cffect on the demand for output
causcd by a fall in real incomes may offsct any expansion in the export sector. In
the short-run, a devaluation would always raisc the costs of imports such that
the extra domestic currency spending onimports would exceed the extra inwome
generated in the export sector; aggregate demand must thercby 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 cffect, if substitution pos-
sibilitics in production and consumption are ruled out, there can be no switching
effect accompanying a devaluation. The entire adjustment must, incvitably,
come as a result of a decline in aggregate demand.
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Recently, the argument that a devaluation might be contractionary has been
strengthened by the analysis of van Wijnbergen (1986). In contrast to the carlier
concerns which focussed on the cffect of a devaluation on aggregate demand,
this study identifics threc channels through which a devaluation may have a
direct contractionaryimpact on the aggregate supplyside of the economy. These
are therise 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 thesc effects are important, then they are potentially more damaging than
any suppression of aggregate demand. This is because a contraction of supply
will be inflationary and will tend to offsct the real impact of a change in the
nominal exchange rate.

The primary purposc of a nominal devaluation is to incrcasc 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
declinc in the domestic demand for these goods generaics the increase in the
supply of tradables nceded 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 hy raising the price
of tradables; nominal wages may cven be able to rise provided that the product
pricc increases enough to ensure the relatve wage falls (Johnson and Salop,
1980).

In fact, as seen, where nominal wagcs are sticky, a contraction in aggregate
demand may result in uncmployment. With no fall in nominal wages duc 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 increasc the
demand for labor in the tradable goods scctor. 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
accompanicd contractionary demand policies in the face of sticky nominal wage
rates.

There arc other aspects of cxchange rate management which often accom-
pany a policy rcform program. As well as a devaluation, there may be a
realignment of multiple rates and a conscquent reduction in the taxes and
subsidics thatare implicitinsucha system. Some sectors that have enjoyed access
to forcign exchange at subsidized rates may lose by this move, while other sectors
may face lower implicit taxes by no longer being forced tosurrender 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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Itis indeed difficult to specify how these changes will affect the distribution
of income. There will be an immediate cffect associated with 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 arc no longer discriminated against relative to manufactured
exports. Their relative effective price will rise and resources will be reallocated
away from sectors that have become relatively less profitable. The distributional
conscquences will then depend, once again, on the relative factor intensity and
the pattern of consumption by income level. If traditional exports are intensive
in the use of unskilled labor, and if tradables are a low proporticn of the
consumption of the lower income houscholds, then it may well be that the
unification of the exchange rate leads to a redistribution toward the poor.

§.1.2 Commercial Policy

Countrics implement commercial policies (which collectively constitute the
trade regime) for three main purposces. In the first place, the trade interventions
(tariffs, taxcs, licenses, quotas, prior deposits) have the cffect 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 good by an export tax (e.g,, beef in Argentina), or protecting the
jobs of workers in domestic industry by tariffs on imports (shoces in the United
States), are well known examples of this use of commercial policy.

Second, these policies have their origins in attempts by the government to
influcnce the balance of transactions between domestic and foreign residents
(Krueger, 1981). A sudden and blanket ban on all “non-essential” imports is a
welltried, if not proven, crisis-induced technique for managing foreign exchange
ICserves.

Finatly, many countrics have historically relied heavily on trade taxes for the
public purse, and where other taxation mechanisms are not well developed,
there is often 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 tradables need to be reversed. Commercial
policies, as commonly applicd tend to overvalue the real exchange rate. On the
other hand, there will almost undoubtedly be a tag before output responds to a
change in the relative prices, and there is an immediate and pressing need (o
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reduce the current account deficit. As a result, it is not uncommon to see greater
usc of commercial policy as a short-run attempt to cut imports and subsidizc
cxports,

A balance of payments deficit reflects an excess supply of moncy, {requently
brought about by the cxpansion of domestic credit to finance public sector
deficits. With a fixed exchange rate, the inflationary impact of the monetary
expansion is not fully passed on to domestic prices. In an cffort to avoid the
inflation that would accompany a devaluation, a country may scek (o use
instruments of commercial policy to contain the external deficit in the short-run,
While this strategy may contain the inflation in the immediate future, it can entail
other costs arising from disruption to the flow of imported intermediate goods
nceded in the productive sectors. 1t is not clear that the distributional conse-
quences through the decline in output and employment are nccessarily less than
those that would have accompanied a rise in the inflation rate.

The shortage of raw matcrials 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 cquipment, often viewed as postponable,
will reduce the future stock of installed capacity and shift partof the adjustment
through time. In the long-run, issucs of macrocconomic demand management
can be addressed apart from those of the trade regime. In the short-run, when
faccd withthe imperatives of responding to an unsustainable external imbalance,
the two become intertwined. Any assessment of the distributional implications
of macrocconomic in the short-run cannot overlook the role of commercial
policy, changes in which often imposc abrupt and severe adjustments.

5.1.3 Fiscal Proxies

It has long been recognized that the effect of a devaluation in the goods
market could be replicated by an equi-proportionate tax on all imports, malched
by a subsidy to exports. In this way, the domestic price of tradables would have
risen rclative to home goods in a manner analogous to that which would have
been achieved with a devaluation of the currency. These (ools of commercial
policy could be uscd, not to zlter the patern of trade flows, but to substitute for
an cexplicit change in the domestic price of forcign currency.

Morcrecently, it has been shown that this cquivalence is onlytruceifall foreign
cxchange 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 arc never applicd uniformly, nor arc they
comprchensive in their coverage. As they create opportunitics for rent seeking,
their cffectivencss is likely to erode over time as misuse, corruption and evasion
become more prevalent. The inherent political cconomy of the process almost



39

guarantces that the rates will be unevenly sct. The desire to avoid a devaluation
may well lead to the use of fiscal proxics, but they will e of a patchwork nature
and will add to, rather than alleviate, the incfficiencies and real resource costs
of a multitude of trade legislation. Direct and sclective controls on trade have
been widely used and are advocated by those who consider that the so-called
orthodox approaches result in excessive contraction (Ahluwalia and Lysy, 1981;
Eshag, 1983), or fail because of political opposition (Thorp and Whitchead,
1979). The essential point is however, that if ‘correctly’ applicd, such an amalgam
of selective controls would duplicate the cffect 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 attemplts to reduce the rate of growth of domestic absorption involve
controlling the growth in the rate of credit expansion to the private scctor. This
is achicved cither by changing the reserve requirements of the banking system
or limiting the expansion of the monctary base. These steps may be accompanied
by selective policies to encourage or restrict the credit to specific sectors. It is
incevitable 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 aceess to foreign funds or will
depend on the curb markets. To the extent that non-price rationing of credit
prevails, the smaller firms, sclf-cmployed in the informal sector, and small
farmers are all likely to be disadvantaged in their aceess to credit. The price of
credit will rise duc to the restrictions on the growth of supply. The real, albeit
implicit, intcrest rate facing various scctors will increase disproportionately for
somc, 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
measurc of adjustment policies. A risc in the real interest rate will discourage
privatc 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 cquilibrium rate of interest. Assuming that the
supply of savings (from domestic or foreign supplicrs of funds) is responsive,
then the level of savings and private scctor investment will shift to a higher level,
Thc increased flow of forcign savings wilt permit a larger current account deficit
than would have othcrwise been the casc, and so case pressure on the need for
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macrocconomic adjustment to reduce the unsustainable external imbalance.
The morc attractive investment climate has, in cffect, made part of that unsus-
tainable deficit now sustainable by stimulating the flow of forcign funds, Recent
evidence on capital flows (o countrics where real interest rates were raised
indicate that this can be an important clement of the stabilization package.
Nonctheless, the prospect of financial deregulation leading to greater capital
flight, morc than offsctting the increased capitalization, needs to be carcfully
assesscd.

Whether such a policy has direct distributional conscquences is not some-
thing that can be readily predicted, although greater access of low income
houscholds to more credit at lower cost often follows moves to liberalize
previously repressed fnancial markets. This may be particularly important in
the informal and small farm scctors.

In addition tointerest raic controls, taxcs on interest carnings and tax credits
for certain classcs of investment affeet the rate of private capital formation.
Furthermore, areduction in the publicsceetor deficit will reduce the publicscctor
demand for savings, and with it the crowding out effect in private capital markets,
Whether this leads to growth in the total potential capacity of the cconomy will
depend on how the real resources previously captured by the public scctor were
uscd.

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 increasc in the cffective cost of credit to some sectors, it can imply
substantial redistribution of rents gencrated by selective credit policies and
non-price rationing. The political cconomy of these transfers is such that they
would typically be regressive. This would siegest that the changes might have a
favorable effect on the distribution of income. However, it has (o be recognized
that thosc previously capturing the rents will not relinquish them inssilence, and
there is no guarantee that tightening of credit expansion will have a desirable
distributional outcome. There is little guidance on these issucs in the literature.,
The role and importance of the credit markets for distribution under an
cconomic 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 expensc 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 dircct rationing, Under these condi-
tions, higher rates will encourage savings at the expense of consumption and
rclcasc 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 lcad to an cfficiency gain by withdrawing resources from
projects whose rate of return was below the social opportunity cost of capital.
Whecther the effect on the distribution of income would be favorable is not
somcthing that can be predicted a prioni. The type of project, the nature of its
output, its forcign 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 conscquences which simply cannot be predicted in any
generalizable manner. This underlines the need for empirical investigation.

If the monctary authoritics attempt to avoid any rise in interest rates, they
have to cnsure that the stock of money supplied is equal to the desired holdings
of the non-bank public. To accomplish this, there will need to be a continuous
injection of domestic credit in order to offset the decline in net foreign assets
occasioncd by the current account deficit. In this way the stock of high powered
moncy remains constant. Why would the authoritics pursue such a course? As
Hanson (1983) notes, onc obvious reason is that more output and employment
can be sustained by stimulating domestic absorption in excess of the aggregate
supply (real output), through increases in the monctary base. If the cconomy is
operating at ncar 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 moncy stock through
increascs in the domestic credit component of the monetary base can do more
than generate a short term boom in ouiput and employment, at the expense of
running down reserves and creating inflationary pressures, Maintaining the real
moncystock at alevel which is commensurate with domestic absorption in excess
of output is inconsistent with a policy to redress 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 moncy 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 rales, are
counter-productive to a policy aimed at climinating 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 moncey supply which are necessary to realize
macrocconomic goals may interfere with adjustment. A combination of internal
markel rationalization and liberalization of trade will generally provide
producers and traders with a vastly different st of market signals than they had
faced previously. Much of the existing capital structure will be inappropriate and
the ability to retool or to reestablish inventories will be hampered by restrictions
on credit. To some degree this is more an issuc of the speed of adjustment than
the nature of the new investments. But it is an 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

Macrocconomic adjustment programs will customarily include restrictions
on the rate of expansion of credit bythe Central Bank tothe public sector, Faced
with reduced capacity to finance its deficits by creating claims at the Central
Bank, and by definition, the lack of further access to forcign borrowing, the fiscal
deficit must be reduced by a combination of raising revenues and cutting public
expenditures. While the process of adjustment involves both supply enhancing
and demand constraining clements, the urgency of the task and the lack of access
to additional resources and/or the slow pace at which the cconomy responds to
price adjustment potentially means that greater reliance must be placed on
demand management. In such circumstances, a reduction in the public sector
deficit becomes an important short term aim of the policy reform program,

Such a reduction is not necessarily a ‘cost of adjustment’ (Khan and Knight,
1985). The fundamental aira is to bring total absorption into a sustainable
rclation with the cconomy’s level of real output. Unsustainable levels of public
sector spending. unmatched by increases in taxation to fund it, not infrequently
lic 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 is whether 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 sclf-
employcd, farmers producing non-traded foods and professionals arc relatively
Iess affected by these tax increascs.
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Cuts in cxpenditure fall heavily on ‘postponable’ projects. Public employees
and firms supplying scrvices for investment projects (c.g., road building,
carthworks, school or hospital construction) will be most dircctly affected. In
addition to their dircect influence on the rate of growth of aggregate demand, the
mix of revenuc and expenditure policics can influence the level and composition
of output, the external deficit and the rate of inflation. Ideally, a country would
want to choosc those measures which, while reducing domestic absorption, also
cnhance the allocation of resources through the structure of relative prices.

There arc severe methodological hurdles in assessing the incidence of expen-
diture. The public sector provides many types of services and is involved in many
enterprises. The direct impact on, say, wages of a cut in expenditures represents
only the initial impact (Catsambas, 1987) and a more complete analysis needs
to trace through the final effective incidence, in a manner analogous to cstimat-
ing the incidence of taxes, as distinct from impact on who pays the tax. If the
government cuts health expenditure, it makes little sensc to consider the impact
on the poor of a fall in income flows to doctors in public hospitals. For some
items of expenditurc that constitute merit or public goods, identifying cven the
initial beneficiarics is a nigh impossible task. There is nothing 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 houscholds, the proposed
study should place much greater weight on this aspect of the distributional
conscquences of macrocconomic adjustment policics.

While, conceptually, increases in revenue can be used to reduce the fiscal
deficits, it has been found that there is, in reality, limited scope to capturc morc
revenucs in the short run. Increasing taxation at a time when real incomes are
declining is politically difficult. As the taxation reccipts of most developing
countrics arc weighted heavily toward indirect taxces, they typically are not a
significant factor in altering the distribution of income. Most commoditics
consumed by income groups arc typically exempt from consumption taxes.
In any cvent, it is very difficult to gencralize about the incidence of indirect
taxation because its distributional consequences 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 scctons.

As trade taxes often form a major part of public receipts, increased tariffs on
imported consumer goods can raise revenue and arce typically progressive.
However, the supply of evasion methods is highly clastic as a rule, and the
administrative costs of cffective policing can be excessively high. Increases in
export taxes will come at atime 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 burden to forcign consumers is generally quite limited. The producers
of traditional exports tend to bear a higher share of taxcs, reflecting a bias in the
effective taxstructurc towards credits and exemptions for the exportolmanufac-
tures und other non-traditional items. If the export taxes divert production to
domestic markets, it may be the case that consumers are benefitted as a result
of prices that arc 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 substdize the consumers. Export taxcs
arc often implicitly applicd through the operation of parastatal marketing
boards, the evidence from which suggests that, not atypically, a taxonlowincome
farmers is redistributed to domestic consumers or middle income bureaucrats,

The direct impact of cuts in public spending will fall on the wages and salarics
of public scctor employcees, typically part of the middle income classes. Ceilings
on the growth of public sector employment, often an under lying causc of excess
demand, combined with limits on pay increases to reduce the real incomes of
this group, can, potentially at Ieast, often release resources that can be chan-
nelled to serviees for the poor. Conversely, if there is no targeting of the
remaining resources, then public sector retrenchment may imply a reduction in
social services,

A centralissue, forwhich thereislittle clear cmpirical evidence, isthe relation
between the levels of public and private investment. If, through competing for
resources (cither physical or inancial), public investment has crowded out that
in the private scctor, it doces not neeessarily follow that a reduction in public
investment will be equivalent to a net decline in total investment, If there arc
profitable investment possibilitics in the private sector, investment levels may
risc. Much depends on the type ot investment that was being undertaken by the
public sector (as to whether there was crowding out or a complementary effect),
on the credit policies (that determine the access to and price of funds to the
private scctor), and on the expected return to investment perceived by the
private sector (in particular, whether a decline in cconomic activity associated
with macrocconomic adjustment would adverscly affect the climate for invest-
ment).

5.2.3 Social Expenditures and Transfers

Muchatiention was givenin the 1970s to the possible worsening of the income
distribution as a conscquence of rapid rates of cconomic growth. It was arguced
that the lack of & trickle down would Ieave behind an increasingly impoverished
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scctor who were denicd the benefits of cconomic growth, Were that the casc,
onc 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 arc that the basic measures of
human welfare improved, in many cases quite dramatically. But in contrast, the
recessionary period of the 1980s has scen cuts in social spending, with both
immediate and long-term conscquences for welfare (Musgrove, 1987; Beharic,
1987; Inter-American Development Bank, 1986).

Wheri reductions in public sector spending occur as part of a demand
management strategy to reduce domestic absorption, the Aistributionat consc-
quences will depend on the exact form those cuts take. Public spending covers
many arcas including defencee, justice, administration, social programs, produc-
tive enterprises and infrastructure. At the same time the expenditures may be
for current outlays (government consumption) or for capital works (government
investment). Expenditure elasticities which relate the change ina 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 sclected, the coverage
of countries, and the coverage of the public sector accounts (central versus state
or local 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, nationat
cducation expenditures are a particularly useful guide. In the first place, it may
be that capital programs arce postponedinan effort to maintain current operating
costs, raising the issue of the inter-temporal impact of the policics. Sccondly,
cven small cuts in some essential items may lower the overall productivity to an
extent very much greater than that suggested by the decline in overall spending;
in other words the quality may be quite adverscly affected. Thirdly, the cuts may
fall in arcas that have a disproportionately high cost to the poorest familics.
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 cfficiency 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 serviees to cnsure
that the poor are actually the beneficiaries 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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Itis not uncommon for a wide range of goods and services to be provided by
the public scctor at prices below marginal costs. Increascs in thesc prices can
helpimprove the cfficicncy of resource allocation and reduce domestic demand.
On the other hand, this may impinge dircctly on the incomes of the poor and
raisc inflation if the added costs are built into wage increascs.

Cutsinsocial services often occur at the same time asadecline in cmployment
accompanying a major contractionary period. As a conscquence, public expen-
diturc acts pro-cyclically, reducing the realincomes of houscholds by cutting the
social as well as the carned components of total income.

5.3 Structural Policies

There is a range of policy reforms aimed at achicving a restructuring of the
cconomy and a restoration of cconomic growth. In contrast to the demand
manag:ment policics which aim to achicve macrocconomic cquilibrium for a
given level of installed capacity, these structural programs arc concerned with
improving the cfficiency of resource use and cxpanding the productive capacity
of the cconomy. There can be no pretence that there are clear demarcations
between these various groups of policics; in fact the impact of some demand
management and switching policics might well be to increase investment and to
encouragc resource movements so that overall cconomic efficicncy is enhanced.

In the main, however, the structural policics 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
conscquences and it is argued that much of the growth that occurs as a
conscquence of structural adjustment policics, including major liadc liberaliza-
tions, a reduced role of the state in the cconomy, the realignment of relative
prices and a redirection of investment, will not positively affect low-income
groups in the short term.

Furthermore, there seems tobe a widely held presumption that inthe medium
term, when such policics arc expected to show a significant cffect, the risk of a
decline in real incomes of the poor is less. Better targeting of social programs,
higher levels of output and cmployment, less intervention resulting in the secking
and capturing of rents, and less pressure to reduce public spending will all
contribute to favorable distributional conscquences. It is at this stage that the
upper half of the J’ curve takes over, if in fact such a pattern doces describe the
coursc of the real incomes of the poor throughout an adjustment program,
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5.3.1 Market Liberalization

Market liberalization cssentially involves removal of interventions and
regulations to clear the way for the free flow of resources. In developing
countrics, product and factor markets suffer from controls and restrictions,
Liberalization aims to identify and address these interventions with a view lo
create the conditions for 1. free flow of goods, services and factors and 1o
introduce cfficiency in the allocation of resources.

In forcign trade, exchange rate adjustment and/or tariff alignment arc often
considered by policy-makers, if at all, as policics of last resort. Initially, critical
forcign exchange shortages are addressed by quantitative restrictions and other
administrative measures. The immediate responsces to critical balance of pay-
ments difficultics usually involve import restrictions, foreign exchange control,
licensing of imports, prior deposits, quotas or a complete ban on “non-cssential”
imports and on imports that compete with domestic production. This system of
controls assures continued automatic protection for incfficient import substitu-
tion. At this stage, imports may be limited to capital goods, with resulting adverse
cffect on exports. Hence export subsidics, rebates, tarilf exemptions ofimported
inputs for exportable production with the aim of supporting cxports directly, are
instituted. But, these involve a complex administrative hurdle and much dclay.
By the time all these combinations of administrative allocation of forcign
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 rcgulations. In agriculture,
some producers are restricted to the production of onc type of product but not
other types. In some extrem.c cases, the technology of production is also deter-
mincd by administrative fiat. Different pricing rules and acezss to inputs and
outputs arc common place. These result in leakages from government sanc-
tioncd beneficiarices of lower-priced inputs to those without similar access to the
subsidizcd inputs; thus, creating the impetus for additional controls. Uniformly
fixed pan-territorial prices for producers supplemented by various types and
degrecs of compulsion and, in a few cases, by out-right requisitioning have been
excised to ensure access Lo agricultural products by state parastatals. This has
been facilitated by setting-up roadblocks and check-points. As a result, national
markets have been broken and parallel markets with wide price differcntials
across adjacent arcas have evolved.

In the Sub-Sahara African (SSA) context, an cfficient agricultural marketing
arrangement can be decisive in averting the stagnation in agriculture, in improv-
ing the macrocconomic imbalances and in introducing a more cquitable
economic systcm. The statc, in addition to reserving ncar-monopsony right for
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itselfin domestic products, has a pervasive rolc in export marketing, Prices paid
to farmers arc often far less than export prices. Marketing costs arc in general
expected to be higher in SSA duc to the poor infrastructure. But, payment to
farmers is further depressed by high explicit cxport taxrates or levels of taxation
implicit in the pricing by these marketing agencics or duc to the incfficiencics in
their operation. The results are lower farm income and a distorted system of
production incentives against tradable agricultural products, particularly cx-
portables. In other cases, the privileges accorded to marketing agencics and/or
trade restrictions have created incentives for smuggling.

To compensate for lower producer prices, inputs arc 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 is aimed
to correct for the disincentives Lo production, it introduces a new set of biases
by encouraging their usc beyond the socially optimum level. Morcover, since
these inputs are usually rationed, the priority input distribution favors big
producers instcad of the small producers whose marginal production is likcly to
be higher, thus, the input marketing and pricing system introduces both alloca-
tional and distributional incfficicacy instead of corrccting for distortions in the
product market. For industrial goods, usc of domestic sources of inputs is
requircd before venturing to use imported ones. Following the same rationales
of controls and interventions, the monopoly position crcated for domestic
manufacturing of consumer goods is tackled by instituting price controls.

The distorting cflccts of these decisions have become obvious. The flexibility
and a rcasonable 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-cssential” imports are cut, there is no room for
further administrative mancuvering, Running the system of controls itself uscs
up scarce administrative man xower. Even with best of intentions, decisions are
often delayed. Incentives for rent-sceking activitics, corruption and cfforts to
circumvent the government rules are enhanced. Controls, instead of taxes,
charges and levies, also deprive the government of badly necded revenue,

Market liberalization is crucial to the success of pricc-induced policy chan-
ges. Policics that aim to align domestic relative prices to their international
cquivalents and tointegratc domestic markets cannot producc the desired result
unless cconomic agents obscrve the price signals. Exchange rate adjustment and
changes in tariff and subsidy policy become f ully effective in directing resources
to productive sectors onlyif the changes in relative prices arc known and become
the basis of decision making, In policy initiatives, cxchange rate adjustment and
areview of the structure of import tariffs, taxes and subsidics is indeed cssential,
But, as a start, such a policy should involve the minimizing and gradual lifting of
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the administrative resirictions that obstruct the smooth functioning of any
price-induced policies. In export and domestic agricultural marketing, reducing
existing incfficicncics, cncouraging a morc competitive environment and creat-
ing an integrated national market are a pre-requisitc for a sound and
broad-based agricultural policy. Failure in this regard makes the prospect of
wcll-intentioned policies almost ineficctual.

Market liberalization should clear the way for the free flow of resources.
Unifying the domestic market and legalizing existing paralle] markets and the
opportunitics in smuggiing will help to re-route transactions to the formal
channcls and casc the burden on state marketing agencics. In the process,
however pre-existing rights to rent-secking activitics are croded. New prospects
in resource allocation and distribution arc also crcated. Exchange rate adjust-
ment, revision of agricultural output prices and change in tariff structure are
likely to benefit the rural and agricultural scctor only if the market is capable of
rclaying the signals properly.

5.3.2 Public Enterprise Peform and Privatization

Public enterpriscs (PEs) are a diverse set of firms fully or partly owned by
the statc and distinguished from other state functions by their sale of goods and
services to gencrate revenuc, The size and structure of PEs vary significantly and
depend on the range of conditions that led to undertake the operation in the
public scctor in the first place. In most cascs, the inclusions and exclusions of
the PE sector, its organization, and mode of operation are often arbitrarily
determined and reficct individual country’s cconomic, historical, social, political
and idcological 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 central control and direction which
influcnce resouree allocation cffort and day-to-day management. Often PEs are
sct-up in responsc to private market failure to produce efficicnt outcomes.
Market failure can occur duc to the existence of public goods, externalities,
information asymmctry, technological indivisibilitics and thereby natural mo-
nopolies. PEs 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 scctor returns, differences in the planning horizon (foresight)
of the two, and willingness to take risk. PEs arc also intended as a means to
achiceve social objectives such as the creation of employment opportunitics and
cnsuring regional equity in the distribution of cconomic activities.

Comparison of the performance of PEs and private cnterprises is often
difficult. The performance of PEs is mixed. Their poor performance in the 1970s
and 1980s has become among the central concerns of policy debate and reform
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in rccent years. Their large and growing claim on the budget and the fiscal,
monctary and balance of payments implications of their domestic and forcign
borrowing arc responsible at least for part of the macrocconomic disequilibria.
With the objective of improving efficiency various measurcs are being instituted.
But, the contradictions in the objective for which PEs arc established, the
absence of competition, too much government interference in their day-to-day
operaticn and the absence of incentives for managers hinder the attainment of
the objectives of improving cfficiency in the management of resources in their
command. Mcasurcs to improve their performance should therefore be ad-
dressed to climinate or minimize these shortcomings.

Market structure determines allocative cfficiency. In cases where the number
of firms is large (cach having a limited market influence) privatizadon can be
considered as a likely candidate for a reform measure. In cases where scale
cconomics arc absent, and operations divisible, privatization plays a crucial role
for cfficient resource allocation. In pursuit of profit, competition among privatc
enterprises cnsures full cconomic efficiency. This is possible for instance in
agricultural marketing and truck transportation. Bu, for the private sector to
thrive, market restrictions should be removed and entry and exit into the market
should be made casy. Efficicncy can also be introduced into the PEs if they can
be made to compete with the private sector. This can expose the sector to the
disciplinc of the market and thereby lead it to increasc its efficiency.

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

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

Although some cconomic operations can be privatized, the conditions re-
quired for an cfficicnt private sector conflict with the initial requircment and the
processes of privatization itsclf. For instance. PEs,in many cascs, emerge be-
causc of privatc market failure.

Where PEs arc tobe maintained, astrategy should be pursucd which includes
a clear dcfinition and prioritization of the objectives for which PEs arc cstab-
lished, and an explicit statement of the non-commercial goals together with their



51

costs and bencfits. The PEs should be operated on a purcly commercial basis
using the profit to achieve social objectives. The level of autonomy and account-
ability of PE management should be enbanced and efforts should be made to
avoid government interference in the day-to-day operation of enterprises. At-
tempts should be made to introduce a system of periodic review and monitoring
of performance with yardsticks agreed upon by the government and PE, to
institute appropriate managerial incentives, to improve the capital structure of
enterprises and to provide skill up-grading programs.

5.3.3 Shont-Term Supply Response to Price Oriented
Adjustment

Agriculture is the largest cconomic sector in most developing countrics. It is
the major contributor to foreign cxchange carnings and absorbs much of the
labor force. However, the sector has not received the attention commensurate
with its importance and there is generally a larpe divergence between stated
intentions and policies. The specific disincentives (o agriculture originate from
policics that dircctly aim to keep agricultural prices low and/or from policies
resulting from wide parastatal margins. Indircetly, policics that aim to promote
import-substituting industrialization, cause over-valued exchange rates and
create an inflationary pressure through expansionary fiscal and monctary
policies produce similar disincentive effects. Through the effect of the latter, the
depression in the relative price of agricultural goods is further compounded.

In the 19505 and 1960s, parts of the agricultural cconomics discussion and
policy debate was dominated by the real or imagined perversity in supply
response. The argument rested on the premise that the income effect of a price
change could outweigh the substitution effect. As a result since a producer 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 production. Recent empirical findings generated from restricted
market conditions and quantitative restrictions seem to support this assertion
(Bcll, 1974; Berthelemy and Gnacgy, 1987, Bevan, Bigsten and Collicr, 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 is wide evidence that farmers respond positively to price incentives. The
type and guantity of procucts grown, inputs used and farmers’ openness to
technical and organization changes can be significantly influenced by a con-
ducive pricing and macrocconomic policy environment.

Supply response is generally higher in the long-run and for individual crops
than in the short run for aggregate agricultural production. Under conditions of
fragmented markets, delays in the Nlow of information and farmers’ attitudes
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towards the persistence of policy changes, it may 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 possibilitics
of adopting new technology, the agricultural scctor’s capability to attract labor
and capital from other productive sectors, and the trade-off among individual
crops.

Even kere, there is wide difference both conceptually and in the interpreta-
tion of empirical estimatcs of clasticitics depending on the data used for quantity
and therelative price measure. For a subsistence crop, the production response,
whether aggregate or for an individual crop, is generally lower than the response
of marketed surplus. The latter response comes cither from an increzse 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
yicld.

Recent policy prescriptions aiming at reversing the decline in agricultural
output, aggregate cconomic growth and the volume of exports suggest adjusting
agricultural priccs upward, reducing parastatal involvement, improving their
performance, cutting export taxes, devaluating the domestic currency and taking
measurcs 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 arcas. A positive
growth and distributive effect is likely. But, as a higher producer price generates
improved return to surplus growing farmers, it lcaves pure subsistence farmers
unaffccted. Net purchasing farmers and non-agric.:ltural houscholds who arc
wagc carncrs, 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 o reiterate the crucial role that liberalization
plays in promoting cfficicncy 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 compctition could amount to replacing
onc form of incfliciency , namely burcaucracy, with another form, that of the
market.

Thereis ageneral reluctance on the part of policy-makers tolaunch prosrams
of liberalization and privatization duc to the real or imagined sub-optimal
outcomes they expect, and/or equally important, duc to cxisting vested intcrests
in the status quo. As a result, concerted cffort in this respect is very recent. The
experience is therefore sketchy and review of results is at best mixce,
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Finally, cven if there is agrecment on the efficacy of the program, converting
thoughts into deeds is not casy. Recent expericnee has shown that a program of
libcralization and privatization requires careful assessment and planning of what
isto be liberalized or privatized, the timing and duration over which the program
will be undcrtaken and nceds a fairly extended period of learning-by-doing.
Expericnce has shiown that cither 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
cntire program.

Sccondly, 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, in which casc, 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 is in its intcrest, the
government should also introduce a program of reform in the investment codes,
in the regulations governing forcign exchange repatriation, and reforms affecting
the domestic capital market. Lastly, the government should instill a sense of
confidence and assure cconomic agents that the program is real and persistent.
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6. IMPLEMENTING
ADJUSTMENT
POLICIES

6.1 Order of Policy Changes

There is almost no theoretical foundation for analyzing the question of the
‘optimum’ order in which 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 litcrature documenting the experience of countrics
wilh major liberalization reforms, particularly in the Southern Cone (Corbo and
de Mclo, 1985; Edwards, 1984 and 1985).

A country experiencing major imbalances, reflected in high 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 policics have contributed to the
currentimbalances. Not infrequently, itis evident that a large degrec of govern-
ment regulation in labor, financial and commodity markets lics at the heart of
the problem. In an ¢ ffort to ensure that the reform measures lead o sustainable
cconomic growth, the country may well decide, cither of its own volition or with
the prodding of creditors and international agencics, to introduce a program of
liberalization in conjunction with the adjustment measures.

This will involve the simultancous introduction of a considerable range of
new policies, and the order in which 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 cconomy as a whole, and thisis reinforced by trade liberalization
removing the protection previously afforded the import-substituting sector, then
the resulting recession may be too severe to be sustainable.

It is likely that where there are serious imbalances, there will be pressurcs
from international financial institutions that these should be reduced through
appropriate demand management measures before attempting to procced with
liberalization. In other words, the size of the initial discquilibria is an important
factor in considering the order of implementation, A necessary condition for a
successful liberalization is a stable and competitive level of the real exchange
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ratc. This may not be casy to achieve when starting from a position of high
inflation. If the macrocconomic 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 scctor will place the
libcralization at risk.

Financial dercgulation at a time of large disparitics between domestic and
forcign interest rates may (nduce sudden capital inflows, and an accompanying
appreciationofthe real exchange rate. This will finance an expansionin domestic
absorption in excess of real output. The increased demand will fucl inflationary
pressures, which in turn will lead to further appreciation of the real cxchange
rate as the price of non-traded goods rises. However, if this is not 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 is rather more speculation than hard evidence about the pace at which
macrocconomic adjustment should proceed. In part this reflects the fact that
the ability of ecconomic models to predict the time paths of adjustment following
amajor policy change is still quite limited. The vestoration of sustainable internal
and external balances is atransitory problem (Huang and Nicholas). It could be
argucd that rapid shock treatment will restore the cconomy to equilibrium more
quickly, and hence have a higher payoff than a drawn-out strategy of gradualism,
In other words, if there are gains to be made from climinating the disequilibria
then they should be realized as soon as possible. Gradualism will only prolong
the costs and delay the receipt of the bencfits, so reducing the return to the
‘investment” in the policy change.

Fromadistributional 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 arc in a position to do so without severe
hardship, or that they will benefit in a commensurate manner when the cconomy
has adjusted. This highlights the importance of the dynamic paths of adjustment
and cmphasizes the need to address these, in spite of the inherent difficulties
that such an undertaking will face.

A rapid responsc in some Asian countries to the rise in the pricc of oil allowed
their cconomics to continue Lo grow, in contrast to other countries where an
appreciating real exchange rate and accelerating inflation were accompanicd by
low or negative real growth (Sachs, 1985). There is a gencral presumption that
by acting carly, rather than postpoaing the introduction of policies, and by
sclecting specific items for, say, the expenditure cuts, less overall austerity will
be nceded (Sclowsky, 1987; Tanzi, 1987).
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The two central aims of any adjustment process should be (o 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 supposc that the impact on the poorest scgments of
the population will be, or at the very Ieast potentially could be, lower in these
circumstances. In this sensc 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, a sct of policics,
may contribute to minimizing the total cost of the adjustment, but may not
necessarily minimize the impact on the most vulnerable groups.

How arc the total costs to be minimized? There are two componcents to these
costs. In the first place, the policics should avoid creating idle resources and loss
of outpul. Foregone production imposes a scrious and direct cost on the
cconomy and through the associated unecmployment has immediate distribu-
tional conscquences, Sccondly, the policies should minimize the frictional costs
that arc incvitably associated with the reallocation of resources. It is in relation
to this sccond question that the matter of temporary versus permanent discqui-
librium is important.

If the disturbances that lead to the crisis are identificd as temporary, then it
is important to adopt a sct of policies that will not signal the need for major
resource reallocations in the cconomy. The costs associated with such move-
ments could not be viewed as an investment, as the resource movements would
nced to be reversed in the near future. In contrast, if the causes of the macro-
cconomic disequilibria 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
goads sector into the traduble goods sector,

It is almost incvitable that the costs of making these changes will rise, often
steeply, the faster the adjustment program 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 policics is thercfore a
potentially significant clement in the distributional outcome of economic
rcforms and restructuring policics.

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 policics sclected
will have an important bearing on the distributional outcomes. If, for cxample,
the problem is decemed to be temporary, the correct solutions will involve
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temporary financing, cither through borrowing or the usc of reserves. The aceess
to additional resources will obviate the need for reductions in domestic absorp-
tion and will alleviate possibly unfavorable distributional changes. However, if
the problem is in fact of a permancent nature, application of temporary solutions
will only postponc the eventual adjustments that will be required, By the time
those adjustments arc implemented they will in all probability need to be more
severe, and will almost inevitably have uafavorable distributional conscquences,

The converse may cqually apply. If a st of po'icics is implemented to deal
witha problem perceived to be permancnt, but which in fact was only temporary,
there may be adverse, and in fact unnccessarily severe, distributional implica-
tions. The likelihood of this type of crror, given the political costs, is admittedly
lower than sceking temporary solutions to permancent disequilibria.

Perhaps the overriding aspect of the question of the mix of policics in the
present context is the extent to which a country introduces a blend of macro-
cconomic adjustment measures and policics directly concerned with protecting
the poor during the period of adjustmen. Modifying the overall policy reform
strategy to cnsure that excessive contraction is not imposed on scctors where
there are vulnerable houscholds, and targeting the existing — or even a reduced
overall — level of spendingon  cial programs (o ensurc that vulnerable groups
receive adequatce attention, are important aspects of the mix of policics that are
adopted.

6.4 Interdependence of Economic Folicies

The policies adopted in the OECD countrics have a demonstrable impact
on the macrocconomic performanc : of the developing countrics (Bornbusch,
1985, 1986a). In an interdependent world where commodity and financial
markets have become increasingly global in nature, it is axiomatic that there will
be strong linkages between different groups of countrics. While this paper has
taken the domestic policies of the developing countries themselves as the
principal focus, it is incvitable that the external environment which they face will
influcnce their adjustment programs.

In addition to the policies of the developed countrics, the external environ-
ment also involves the policics of international agencics, in particular the World
Bank and the IMF, together with international trading rulcs, as influcnced by
the GATT and international commodity agreements. There has been consider-
able discussion in the literature on the role of international agencics (Goldstcin
and Montecil, 1986; Helleiner, 1983b; Katseli, 1983; Killick, 1982; 1984a; 1984b;
1986a; 1986b) and an analysis of the IMFs stabilization programs from a
distributional viewpoint (Khan and Knight, 1985). There is no shortage of advice
on how the Bank and the Fund might improve the conduct of their affairs
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(Taylor, 1987). Itis not the intention of this paper to add (o that literature. There
remains however, a less widely discussed aspect of the external cnvironment,
i.c., the influence of the economic policics of the developed countrics,

There are a number of ways that influence can be manifested (Goldsbrough
and Zaidi, 1986). 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
policics. Thirdly, the sustainability of the domestic policics will be influenced by
events external to the country.

Trade as an engine of growth has long been recognized as an important part
of the linkage between the industrial and developing countrics. In broad
measure, that relationship has been empirically substantiated. The level of
cconomic activity in the OECD will influence the demand for exports from the
developing countrics, 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 countrics,

However, the matter is not simple. On one hand the effects will depend on
the nature of the policy changes inthe OECD. Increased economic activity due
to an investment led expansion in the OECD might pull more impor's from the
developing countrics; but at the same time if real interest rates were to risc,
lending to LDCs could decline and simultancously the cost of debt servicing
could risc. On the other hand, the widely varying circumstances of the developing
countrics themsclves preclude any general conclusions about the transmission
of effects from the OECD. Some 7 = net exporters and others are net importers
of particular commoditics 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. Countrics with high debts and low
dependenee 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 in the demand for
their exports. In other developing countries, the trade cffect may overshadow
the debt servicing effects, and they would be helped by an expansionary period
in the OECD.

In summary, it is impossible to gencralize. In the present context, the impor-
tant message is that when examining the response to domestic adjustment
policics in a particular developing country, regard must be paid to changes in
the external conditions. Sharp rises in real interest rates, a fall in commodity
prices for exports, a risc in the price of imports and a decline in the forcign
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 unforescen 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 sct 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 mi» is adverted by an improvement in external
conditions.
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7. MODELLING
APPRCACHES

The purpose of this section is to provide a bricef overview of some of the
approaches that have been taken to the formal modelling of the distributional
conscquences of policy reforms. The central problem is to examine the impact
of macrocconomic adjustment policics 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 is only
in the last decade or so that distributional concerns have been incorporated in
empirical :nodels of any types.

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

The second 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 activitics) and distribute
it to institutions, from whence, in the next step, it is distributed as income to
houscholds. 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 houschold, both the carned income and the social transfers
nced 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 in transfers
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 cach activity. Changes in
investment and savings will follow, and will alter the patiern of assct ownership
inthe broadest sense (including physical and human capital) and hence alter the
intcrtemporal 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 is a synopsis of some
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of the approaches that have been used to address parts of this complex,
interrclated chain. The objective is to identify modcls relevant to the key parts
of the problem at hand, and to obtain guidance about thosc aspects which can
be sct aside as not central to our purpose.

Before proceeding to selected cxamples of modelling approaches, it is
important to clarify different concepts of the income distribution (Adclman and
Robinson, 1987b). In the first instance, one may cnquire 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 is allocated to units (e.g.,
individuals, houscholds, cconomically active) by their level of income.

Most of the theoretical, and a significant amount of the cmpirical, cstimates
concern the functional distribution of income, intercst in which dates from the
carly classical cconomists, However, that interest centered largely on the cffect
of long-term growth on the shares of income going to primary factors. Morc
recently, the linkage to policy reform has been incorporated through the
proposition that short run adjustment takes placc by altering the distribution of
income among groups with diffcrent marginal propensitics to save. In this way,
the volume of savings necessary to match the investment requircments is
gencrated for any given level of income (Taylor, 1979 and 1983). It is presumed
that the recipients of labor and capital income have different propensities to
save, and that a redistribution toward labor would improve overall cquality in
income distribution, although this link to size distribution is lcnuous,

In contrast, the size distribution has been viewed largely from a
microcconomic 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 structurc of output and employmcent and factor
rewards in the cconomy arc taken as given. As Dervis, de Mclo and Robinson
note, “work in the size distribution tradition thus ignores both the importance
of macrocconomic fluctuations and their impact on incomes in the short run ...”
(1982, p.400).

In summary, the studies of macrocconomic adjustment that do address the
distribution of income ar«: concerned, at best, with the functional distribution.
In contrasl, those concerned with size distribution take as given the very
fluctuations and adjustments that arc 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 scctor. Recent examples that typify this approach are provided
by Braverman ct al. (1987) and Quizon and Binswanger (1983 and 1986).

The first is described as a multimarket analysis which has as its central core
a scries of behavioral cquations 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 subsidics, and allows onc to estimate the
cffect on the government budget, on forcign exchange carnings, on changes in
factor demands, and on consumer and producer welfare. In a country where a
very large portion of the population is rural and macrocconomic adjustment has
adircct 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 rclatively straight forward, low cost modelling approach
to the major impacts of policy changes coming through a rcform 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 houschold 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
wagc carnings. Sceondly, there is no linkage to the rest of the economy, so that
changes in the agricultural scctor estimated by the model are not necessarily
consistent with cconomy wide changes stemming from the overall reform
program.

The linkages to the rest of the cconomy are more explicitly treated in the work
of Quizon and Binswanger, who model the cficet of productivity change and
policy on the agricultural scctor. This work is of particular intcrest 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 cach group is determined
by their supply of factors (labor, land and draught power), input prices, and
non-farm income which is given exogenously. The real income of cach of the
groups is found by deflating the nominal income by a price index specific to that
group’s pattern of consumption. Migration is allowed for by treating the move-
ment between the urban and rural scctors as a function of the real wage in the
rural sector. This model illustrates the difference in policy impact when the
cconomy is open 1o trade compared to a closed economy model.
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7.2 Social Accounting Matrices

Social accounting matrices (SAMs) arc a unified way to present a set of
accounts for an cconomy 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 wishces to specify.
These ‘groups’ typically encompass:

a. Production sectors or activitics (cg. staple crops, export crops, perennial
crops, livestock, fibers; various non-agricultural sectors such as manufac-
turing, services, financial, utilitics ctc);

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

¢. Institutions (such as houscholds);

d. Capital account (to receive savings and make investments);

¢. 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 activitics to the primary
factors (the value added); the flows from these factors to institutions such as
houscholds (in the form of income for factor services) and governments (in the
form of taxcs), and eventually completing the circular flow of funds in the
economy by tracing the demand for goods from the producing sector generated
by houscholds, government and forcign residents.

The SAM captures the flows across markets, where a movement of com-
moditics or factor services is matched by a corrcsponding 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 counterpartsare also captured
by the SAM (Robinson, 1986). These include for example the payment of
transfcrs from government to the houschold sector, Remittances from foreign
to domestic residents, or intcrnal 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 gleanced from disparate
sources. It also ensures that all the flows in the cconomy arc accounted for; i.c.,
no leakages out of, or injections into, the system are permitted. Every receipt by
some agent is matched by a corresponding item of expenditure in the column of
another agent.
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A SAM establishes an initial sct of conditions which can form the basis for
an analysis of policics, after gencrating 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
thc economy actually functions, and hence generates the new array of flows. To
achieve that step requires that some behavioral assumptions be added. One can
notc at this point, however, that merely by having specificd thosc flows in an
organized, systematic and intcrnally consistent manner is, of itself, an aid to
identifying the key behavioral relationships. Naturally the process of specifying
the structurc of the flows cannot be divorced from what is known about the
behavioral issucs. The two matters incvitably proceed in a simultancous rather
than a sequential manner.

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

These changes in final demand arc translated to changes in sectoral output
and factor demand, and finally to changes in the income of houscholds by solving
for the multiplicrs based on the static cocfficients derived from a SAM. The
cocflicicnts arc computed by dividing each element in the columnby the column
sum, under the assumption that they remain fixed over time. For this reason it
is important to definc those accounts in a manner which makes feasible the fact
that the cxpenditure cocfficients are constant over the length of run con-
templated. However, as a SAM is a square matrix and the cocfficients in cvery
column must sum to unity, there is no inverse to the matrix. This dilemma is only
resolved by specifying that onc (or more) of the accounts in the SAM be
exogenous. Obvious candidatesarc the government account, the forcign account
or perhaps the capital account.

The post adjustment SAM is not independent of the choice of which ac-
count(s) to make cxogenous. If the capital account is exogenous, for cxample, a
demand driven model will result in which income responds to the stimulus of
incrcased investment until a level is reached such that the savings from nominal
income arce sufficient to closc the model by matching the exogenous risc in
investment spending. Each choice of exogenous accounts implies a different
form of macrocconomic closure and generates a different final solution,

In anapplicationto United States agriculture, Adelman and Robinson (1986)
demonstrate the usc 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 multiplicr matrix to find the direct and
indircct cffects of exogenous changes. They are able to compare the impact on
the incomes of the poorest 40 percent of houscholds stemming from a range of
policies, including transfers, trade and price supports or input subsidies. They
stress that in its basic form involving fixed cocfficicnts, the SAM does not allow
for substitutions in consumption and production arising from rclative price
changes, nor docs it address resource allocation. However it docs not preclude
the insertion of richer behavioral specifications allowing for, say, profit maximiz-
ing by firms in the detcrmination of factor demand, or a system of commodity
demand cquations to reflect utility maximizing behavior by consumers.

A SAM based approach is used by Drud and Grais (1983) to cxamine
macrocconomic demand management in Thailand, tracing the consequences of
short term measures including fiscal policics (acutingovernment consumption;
increased taxation of houscholds and producingscctors), commercial policy (an
increase in tariffs or cxport subsidics to reduce the external imbalancc), 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 arc gencrated. This can be scen as a further step in going from a
framework for the static organization of data to a consistent model. This
cvolution is surveyed by Thorbecke (1985), and the topic comprchensively
treated in Dervis, de Melo and Robinson (1982).

Typically, CGE modecls have been more concerned with cvaluating the longer
term conscquences of development strategics. They are real models concentrat-
ing on the implications of relative prices and ignoring the monetary side of the
cconomy. The question of income distribution has been analyzed “in terms of
comparative statistics between onc cquilibrium and another. Little is said about
the adjustment process out of static equilibrium. This problem is of particular
concern in the context of short run macro policy problcms ... with discquilibria
in cither commodity or factor markets” (Bruno, 1979, p.9).

Robinson (1986) sketches the essential clements of CGE. The SAM structure
provides a base (cither 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 houscholds. The government and
forcignscctors arc added to achicve completeness. The behavioral mechanisms
have to be specificd for cach group of actors, and assumptions about the
institutional cnvironment imposed. Are consumers and producers maximizers;
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do they respond to price signals; how are markets allowed to clear; are there
fixed prices in some markets?

A summary of CGEs applicd to agricultural price policics in six countrics is
given by de Janvry and Sadoulet (1987). Of particular interest s their comparison
of the results of the CGEs with those obtained from partial cquilibrium analyses,
or multi-market studics discussed above. For example, an increase in output of
food cropwould tend to bencfit consumers, a standard result of partial analyses.
But when the income, employment, wage and price effects arc allowed for (the
very strength of a CGE approach), the result is Iess clear, and some groups of
consumers may be harmed. The authors stress the importance of the wage
determination mechanism in governing the distributional outcomes.

Steps have been taken to make the models more dynamic, If they are to be
uscful in assessing the short run distributional consequences, then this is an
important development. Sarris (1986, 1987a and 1987b) applics a CGE fitted to
a SAM for cach of four countries to address the impact of policy reform in the
short and medium run. The modelincorporates labor migration, factor realloca-
tion to various products according to their relative profitabilitics, and a range of
substitution possibilitics. Dynamic adjustments occur in the allocation of capital
to scctors, 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 houscholds
could be included. A range of adjustment policics is examined, including
devaluation, cuts in public sector employment, and cuts in imports, government
expenditures and transfers to houscholds. While there was an improvement in
theexternal and internal balances, real GDP fellin all years (up to 10), suggesting
a strong contractionary cffect.

The CGE mode!s will all map the d siribution of income from the productive
sectors to factors of production; i.c., 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 houscholds, The socio-cconomic clas-
sification of houscholds is chosen to represent the major categories whose level
and sources of income differ. The mapping to cach of these mutually exclusive
and cxhaustive groups is made 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 nccessary to consider the distribution within cach of the groups.
This last step is not typically part of the CGE structure, but is important, as the
variation in incomc across groups often cxplains no more than onc half of the
total variance in incomes. Dervis, de Mclo and Robinson (1982) review the two
alternatives of generating information about the within-group variance from the



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

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

(1) Onc must be able to identify the target group.
(2) Anindicatorof the welfare of the individuals in the group has to be specified.

(3) The mechanisms have to be defined whereby the policy instruments lcad to
chang's in the welfare indicator.

For cxample, 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 policics might have the result of increasing the demand for wage
labor and raising domestic-output, marketing and prices of staple foods. The
responsc of individuals (houscholds) to these changes in their real incomes and
the prices they face will be to adjust their food consumption with consequent
implications for nutricnt intakes. Some aggregate measure of their intakes will
presumably respond, cither increasing or decreasing,

The target groups may be exogenously identified by, for example, political
concerns, social charactcristics or data availability. Often, however, it is desired
to identify the groups which arc 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 carly in the analysis. The same indicator may of course be used much
later in an analysis to cxamine the changes the policy instruments have had on
the target groups.

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
light they do not attempt interpersonal welfare comparisons, but use specific
criteriato make objective statements about the relative severity of poverty among
sociocconomic groups. To understand the impact of structural adjustments on
poverty, such measures arc necessary.

However, without fear of contradiction, it can be asserted that none of thesc
three basic steps is in any way a trivial task. Conceptual difficulties, measurcment
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problems, and limitations on the type and coverage of available dati bedevil
every stage of this exercisc. Yet without resolution of these three steps, there is
little prospect for any constructive contribution to come from further rescarch.
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 mcasure, gross changes in which can be traced in an
analytically defensible manner, to responses by the members of the group to
changes in their real incomes (broadly conccived as all the carned and non-
carncd components including access to social services), and the prices they face.
Only in this manncr will it be possible to compare the implications for welfare
of alternative cconomic reform policies. This step is seen as the most crucial if
an asscssment is to be made of the impact on nutrition of different policics to
restore macrocconomic stability.

The purposc of this section is to provide a review, albeit extremicly bricf, of
some of the key issues which underlic 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 it is uscful to clarify
what is mcant by poverty and malnutrition. To begin with it is nccessary to
distinguish poverty and malnutrition from incquality in the distribution of
income, expenditure, or consumption. Incquality may be undesirable and a
major causc of poverty, but it is not the samce thing, Poverty and malnutrition
contain an clement of absolute deprivation while incquality is relative to the rest
of the population.

In scction 7, two basic approaches to the measurement of e income
distributional conscquences werce discussed. These were the functional and the
size distribution of income. Changes in the functional distribution, i.c., the share
of income going to primary factors of production, Go not in and of themselves
convey much information about the conscquences of policy changes on welfare.
Atthe 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 onc can obtain the size distribution of income by, say, houscholds.
Information about changes in the share of income going to, say, the lowest 20
percent certainly gives a clue about the consequences of the policics, although
at lcast in the context of many of the trade and liberalization policics whose
distributional conscquences have been analyzed, the size distribution of income
is remarkably invariant with respect to a wide range of development strategics
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(Adciman and Robinson, 1978), and incidentally with respect to alternative
modecls (Adclman 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 mcans that the group composition of the deciles
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 poverty (and wealth) among occupational and sociocconomic
groups without doing much to increasc equity” (Adclman and Robinson, 1978,
p-191.) Furthcrmore, there is significant variability cven within a sociocconomic
group, so that restricting an analysis to changes in the mean income or the share
of income going to a group would provide a very incomplete picture of the
distributional conscquences.

For these reasons, it is proposed that further rescarch should focus dircetly
on the measurcment of poverty, however defined, and not concern itself with
changes in the distribution of incomes per se. Kanbur (1987) argucs that there
arc good recasons for adopting a focus on poverty rather than incquality. From
a policy perspective, major interest centers in changes in the extent of poverty
under alternative policics. The absolute well-being of the poorest is of more
immediate concern than changes in their position relative to the non-poor. In
addition, in both the national and interrational policy debate about the nature
and timing of macrocconomic adjustment, information &iout impact on poverty
is likely tomake it casicr to achicve a consensus about measures aimed to modify
the policies themselves or the role of compensatory measures.

8.1.2 Measures of Poverty

Inthcory,incomeis the preferred variable for measuring absolute and relative
poverty because it incasures the ability to acquire goods deemed necessary for
the typical houschold or member of socicty. However where onc individual in
the family controls most cash income, actual consumption may not reflect the
wholc family’s nceds or desires. Conscquently, consumption is a better measure
of nced satisfaction. In addition, consumption has less inter-temporal variation
than docs income and according to some forms of the permancnt income
hypothesis is a 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 arc more casily and
accuratcly measured and the detailed consumption data for specific items, in
particular food, arc frequently uscful in their own right,
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To differentiate the poor from the non-poor, a poverty line must be set. There
arc many techniques and the resulting poverty lines will have different properties
and capabilitics. For cxample, a minimum consumption vector of nutricnt,
clothingand housing nceds maybe defined and with the least cost bundle chosen
and priced using lincar programming. But housckolds who expenditures cor-
respond exactly with the poverty line, but do not purchasc the precisc basket of
goods, will be deficient in one or more nutricnts.

Altcrnatively the poverty linc can be based on observed market behavior to
allow a typical low-income consumer just sufficient resources to frecly purchase
goods satisfying his minimum nceds. As Sen has pointed out, both of these are
uscful and reasonable representations of “poverty.” The choice should be
determined by the desired use. For cxample, for agovernment program to supply
food and clothing, the cost of the goods is appropriatc whereas estimating the
number of deprived people requires a measure which allows for consumcr
choice.

Consumption and income are continuous variables. The poverty linc makes
a discontinuous distinction between the poor and the non-poor. To the extent
that poverty — as opposed to incquality — has an clement of absolute depriva-
tion, a few dollars may in fact make a large difference. But it is difficult to quantify
nceds even for purcly physiological necds such as nutrition. As a result sensitivity
analysis is important to test the robustness of any conclusions and recommen-
dations. As Kanbur (1987, p.66.) says, “whilc a critical attitude to datais healthy,
it should not stop us from using what data there arc to the best of our ability.”

Thus far we have dealt predominantly with identifying poor individuals,
Identifying target groups or evaluating policy impacts requircs measuring the
severity of deprivation felt by a group based on its income distribution and the
poverty linc. Such a summary statistic able to asscss the state of poverty in a
nation is nccessary for analysis, monitoring and ¢valuation, but involves a Joss of
information and requires a measure sensitive to several dimensions. Sen (1976)
proposcs three propertics which he argues are fund. .-acntal to the notinn of
poverty: 1) that poverty is greater when the income of any poor person falls; 2)
that poverty is greater when the number of poor people rise; and, 3) that poverty
is greater when the amount of incquality among the poor incrcascs. The scverity
of poverty is not influcnced 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
tothedegrec of deprivation or incquality. Recentlythere has beena convergence
in this litcrature toward the usc of a poverly measurc that satisfics Sen’s
propertics, and is simplc to apply and is decomposable, so that extent of poverty
in various catcgorics 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 houscholds, by incorporating a parameter for poverty
aversion. The farger this aversion, the more weight is attached to the extent that
the poor fall below the poverty line is weighted by the shortfall,

The issucs involved in the quantitative assessment of changes in poverty
stemming from adjustment policics have been reviewed by Achdut and Bigman
(1987), Bigman (1986) and Kanbur (1986a). A SAM or OGE model only
provides an cstimate 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 dircctly to map changes in the
level of poverty. Such is not the case however; intra-group variances in income
arc quitc significant. Thorbecke and Berrian (1987, p.21.) note that if, for
cxample, the “...CGE modecl 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 incor:.c.” Information about intra-group variance may come from
survey data or by assuming a frequency density function such as log-normal
distribution, Different approaches arc outlined in Thorbecke and Berrian
(1987).

Of particular relevance to the proposed study is the extension of the poverty
linc to measuring food poverty. An approach duc 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
(gencrally restricted to calorics) and food expenditurcs, The poverty line is that
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 caloric deficit by calculating the amount by which an individual’s
consumption would fall short of requircments were theyto consume adict whose
pattern was typical 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 policics. The approach hinges on using a stylized
representation of the changes induced by various policy instruments reflecting
expenditure reducing policics, and analyzing how this affects the income of
different groups. The impact of the policics is scen to be cither additive or
multiplicative; examples of the latter are changes in the price of an export
commodity, which will rais¢ incomes in proportion to farm sales, or a cut in food
subsidics that will reduce incomes in proportion to food expenditurcs on
subsidized items.

Using these methods, onc can compute the change in the poverty index that
willaccompany a given change in policy, or the clasticity of poverty, with respect



74

lo, say, a cut in food subsidics, or a contractionary demand policy that reduces
incomes in a group by, say, 25 percent (Besley and Kanbur, 1987). This can be
done across all socioeconomic categorics that have been specified, in a manner
such that overall change in poverty is decomposed among groups,

A logical extension of this poverty analysis is to reverse the question, and
instead of asking what is the impact on poverty of this or that policy, ask what
type or mix of policics would minimize (or at lcast reduce) the rise in the poverty
index. For example, based on the use of dccomposable food poverty measures,
onc could seck policics that minimized the ncgative nutritional impact subject
to achieving a predetermined improvement in macrocconomic balances,

The other main use of poverty measures, assuming an additively decom-
posable measure has been used, is to decompose poverty according to the
poverty of various subgroups which make up the society. A profile of poverty
can be created from several poverty decompositions each along a different
sociocconomic variable. Poverty profiles arc limited in that cach dccomposition
table is by onc or two variables and other variables arc not held constant. While
such correlations are of limited usc in pinpointing casual linkages, they provide
uscful information for formulating or evaluating policy. They are particularly
appropriatc in the initial phascs of a study since they frequently suggest direc-
tions for further analysis,

8.2 Measuring Nutritional Status

Health and nutsitional status reflect the status of many basic human nceds.
On the basis of carlicr case studies, concern has been expressed that data on
health and nutritional status show a significant and often severe loss of welfare
(Jolly, 1984, 1985, 1986a, 1986b; Cornia, 1986a, 1986b, 1986¢). The argument is
made that such changes kave beer associated with the recession of the 1980s
and the adjustment policics adopted by developing countries in responsc to it.
Jolly concludes that “as it mostly operates at the moment, adjustment policy
~transmits and usually multiplics the impact on the poor and the vulnerable.
The result, as shown in many countrics, is rising malnutrition in the short-run
... (1985, p.3).

Bchrman (1986) provides a comprchensive review of the literature on the
impact of macrocconomic policies on the health and nutritional status, highlight-
ing the shortcomings in our theoretical and empirical knowledge. He notes that
there are a number of mechanisms for buf| fering the potential negative impacts,
through substitution in consumption toward cheaper nutricnt sources, through
dissaving {perhaps in some lesis than ~bvious form such as not investing in a
child’s cducation but rather adding him to the work force), through changes in
encrgy output, through changes in labor force participation and behavior, and,
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by implication, the time allocated to houschold production of child quality, by
various houschold members,

Nonc of this is to deny that there are significant changes in the real income
of houscholds. But it docs caution that the houschold’s responscs may takc a
wide variety of forms; some of these will involve houschold incomes rising as
incentives to production are restored, while in other situations incomes may fall,
In the casc of the latter, the impact of a fall in rcal income may be transmitted
to other items, perhaps education, housing or clothing, rather than dircctly on
health and nutrition. Certainly they represent a fall in incz.inc and investment,
so that future rcal well-being, including heatin and nutritional status may be
affected. Such intertemporal transfers however would not be identified by
anthropometric urd clinical measures of health status because they measure
only short-run cffects.

There arc 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 ratcs for
population groups. Input measures look mainly at n.zasures of food consump-
tion and occasionaily at ancillary fxctors such as safc water, health facilitics or
nest control. Governments have more control over inputs, but the true cfforts
are represented by output.

Child anthropometric mcasurements arc determined by many health and
environmental variables, but 1.« ‘et consumption is the primary onc. Arm
circumference, skin thickness and most importantly, children’s growth levels are
all used. Child growth measurements can distinguish between chronic under-
nourishment and a recent short-term serious malnutrition, often an important
distinction. Anthropometric measurements arc most useful if combincs with
houschold s'xciocconomic data, in a process similar to the poverty profile.

Bascd on the principles of a Beckerian houschold production and time
allocation model, Behrman (1987) outlines a rich specification for the analysis
of health and nutritional status. A health production function is specified with
nutricnts, market inputs, individual attributcs and time as arguments. He stresses
that the rclation between health status and nutrient intake may not be a
straightforward onc.

A mortality function is defined in terms of health status falling below a critical
level, making mortality a hcalth status indicator (“albeit extreme and irre-
versible”) whose determinants are those of health status itself,

Nutricnt intakes depend on food consumption plus the timie and human
capital of the food preparer (the “mother”), A utility function whose arguments
include health, nutricnts and mortality is maximized subject to a full income
constraint, and the resulting first erder conditions yicld 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 houschold.

An empirical application would have to grapple with dynamic effects of asset
accumulation and with the possible simultancous 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 houschold
food consumption survey is nceded, together with some measure(s) of health
status, and information about other houscholds 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 thie impacts of
macroeconomic adjustment are transmitted to poor households in the short-run,

Policy reform ultimately affects the health and nutrition of individuals
through changes in priccs and incomes. “Prices arc broadly defined to include
the total cost to an individual or a houschold to obtain goods and services,
whether from a private vendor or a governmental agency. If, for example, health
clinic services arc reduced as part of cconomic adjustment policies so that
paticnts 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 is not a substitute for measuring real income changes at the houschold
level. Such indicators can be used for additional insights into how particular
dimensions of well-being adjust to severe cconomic changes. What is more, these
arc 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 rescarch strategy, and it is from this basis that are drawn the
specific clements outlined in the final section, Four central matters are scen as
key to the proposed study, and these are discussed first.

(a) Of overriding importance to the entire paper is the focus of the rescarch on
poverty in general, and the nutritional status of the poor in particular. It is
axiomatic that there will be distributional consequences of adjustment
policics. What is of concern here is one dimension of those consequences,
namecly the impact on the nature and extent of absolute poverty. One aspect
of poverty justifying particular attention is the 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 policics whose fun-
damental objectives arc to enhance cconomic growth and raise incomes
through expanding the productive basc of the economy, or increase ag-
gregate supply through cfficicncy 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 rescarch. In addition, addressing the short-run
implications is consistent with a focus on poverty. Fundamentally, the issue
is onc of human welfare, and policics which reduce the real incomes of the
already impoverished arc 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 clse,
there is nothing inherent in the process of stabilization cum structural
adjustment that cnsures 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

(d)

policics. 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
dircct distributional consequences, and there is some evidence to suggest
that greater weight attaches to domestic policics than to external causes of
macrocconomic imbalances. Policies to protect the real incomes and nutri-
tion of the poor during periods of macroeconomic adjustment incvitably
arc very largely of domestic origin. It cannot be stressed too heavily that the
external policics, both the domestic policies of other countries and the
intcrnational 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 policics relating to the interna-
tional system of trade, finance, access to world capital markets, dcbt
repayment and intcrest rates would simply expand the scope of the
proposed rescarch to cover an impossibly large sct of issues.

Finally the proposed rescarch is to provide quantitative estimates of the
impact on the incomes and the nutrition of poor houscholds, of different
policics. 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 cither explaining the past or forccasting the future, In the first
instance, past experience is a reflection of a multitude of forces and a
complex serics of intcrrelated policy reactions both domestic and interna-
tional. Before and after comparisons are simply not a mcthodological
approach which would lead to forming quantitative cstimates 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 lic well outside the scope of the proposed rescarch, The
principal emphasis will lic on contributing information for domestic policy
makers. They are scen as the primary clients. Improved knowledge about
the impact on poverty of macrocconomic adjustment measures will help
them in both the formulation of domestic policies and in their negotiations
with intcrnational agencics.
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9.2 Major Elements of the Research Strategy

9.2.1 Theoretical Framework

Whilc the importance of theory to provide a framework for future research
has been stressed, it is cvident that there is no clear, straightforward sct of
theoretical propositions on wnizh 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 theorctical guidance
about the impact on the sccondary distribution; the theoretical linkages between
macrocconomic aggregates and the incomes of the poor arc 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 rescarch, but rather to amplify theoretical issucs relating to
particular picces of the analysis. Closc attention to theorctical concerns should
help in the formulation of analyscs for the determination of macroeconomic
aggregates, of the functioning of labor markets, and of the determination of
nutritional status.

Often cconomic theory only provides unequivocal predictions about the
dircction of an impact through a high degrec of abstraction. In the process, some
very relevant features of the real world may be bypassed. Even where the theory
does permit the dircction of the change to be predicted with confidence, the
actual magnitude remains an empirical matter. For thesc rcasons, there isa need
to undertake cmpirical studics.

9.2.2 Overview of the Evidence

It is suggested that limited resources be devoted to a compilation of existing
data for a broad, cross-section of countrics. There is no presumption that such
an cxcrcisc could provide sufficient detail to analyze the distributional conse-
quences of cconomic reform policics. However, it is argucd that such
information could provide the basis for developing a serics of stylized facts about
the course of adjustment and its impact on some distributional indicators. The
following list is intended as a guide to this information.
Rcal GDP growth; total and per capita
Changes in inflation and the current account balance
Changes in output by scctors
Level and composition of public sector spending
Rcal wagc rates and uncmployment
Changes in rcal 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 purposc of country studics is to draw on the diversc and rich expericnce
of the past; to extract from that expericnee lessons which will add to the stock
of knowledge about the way an cconomy responds to macrocconomic adjust-
ment policics and how the costs arc borne by diffcrent groups.

In order that rescarch can lead to gencralizable results, it must draw on a
sufficiently wide rangc of expericnces; otherwise, it is at best, a rccounting of the
experience in some selected situations. Every onc of these situations has its own
peculiaritics and unique features, and if only a small number arc examined, it
will be hard to create credible conclusions that might have some broad ap-
plicability.

By sclecting a small number of countrics, resources could be focussed on
detailed assessments by analysts with specialized local knowledge. In contrast,
greaier coverage would lead to more widely applicable results, In part, this
conflict is resolved by the two pronged approach. The first, outlined in the
previous section, involves a compilation of results from a large number of
countrics using cxisting information available from international agencics. The
sccond involves a serics of more detailed case studics in sclected countries.

Inany event, the assessment of the evidence ina particular country faccs the
incscapable issue of cstablishing the counterfactual casc; i.c., what would have
happened if some other course of action had been taken. Income distributions
will change even if ¢ country opls to take no deliberate adjustment measures.
The very fact that an economic crisis involves  unsustainable discquilibria,
guarantces there will be adjustment, whether deliberate or not, The process of
adjustment will simply occur involuntarily in the absenci of conscious policy
actions. Note that even “doing nothing” is still a policy, as it will permit the
adjustment to take place through suy, an acccleration in the domestic inflation
rate, the emergence of a black market in forcign currency, rising uncmployment
or a return to semi-subsistence production, etc.

The comparison of the income distribution before the cconomic reform
program with that prevailing after is, nevertheless, an important part of the
puzzle. It does mean, however, that carcful attention has to be paid to what is
meant by both “before” and “after”, Sclecting the distribution prevailing at the
point of the crisis will generally not be appropriate, as by definition it reflects an
unsustainable level of absorption which must have been going to change
(Johnson and Salop, 1980; Addison and Demery, 1987b). Likewise, if the
adjustment policics have included clements whosc contribution to sustainablc
cconomic growth will not be evidenced in the short-run, but which may well lcad
to improvements in the distribution of income, then the perception of what is
“after” needs careful thought.
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Nonc of this is to suggest that the actual experience of a given country should
not be analyzed. It is both necessary and important to document that experience.
It is improbable that the data and the analytical apparatus will be suck as to
cenduct this step in a formal, rigorous manner. More likely it will form part of a
narrative of the cvents, policics, rcactions and outcomes, which collectively
represent a rich body of evidence,

This narrative represents an important part of the country studics. It needs
to document the background to the evolution of the macrocconomy; 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. In short, the problem is of 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
capturcd in the analytical model. But this approach alone is not sufficient to
assess the effect of other policics that might have been adopted.

A primary purpose of the proposed rescarch is to consider the effect of
alternative policy choices in pursuing the macrocconomic objective (c.g., im-
proved balance of payments, reduced deficit) on the real incomes of the poor.
There arc a number of ways in which this comparison of alternative policics can
be conducted.

(i) In principle, the evider.ce from a given country that has employed different
strategics at different points in time could be examined, However, there are
likely to be few cases where distinct experiences could be identificd and
where data was available over asufficient length of time toenable the effects
of different policy approaches to be sorted out.

(i) In a given country, onc can posc the question: what would have been the
outcome interms of t::2 real incomes of the poor if some alternative str-*cgy
had been cmployed” To conduct such a policy analysis requires that there
be amodel construceed to reflect the salient features of that economy which
can be used to simulate the outcomes of policies other than those which
werc implemented. This would allow a comparison of the actual policy with
an alternative policy, as well as an evaluation of the cffects of a range of
alternative policies. The analytical steps to do this are cnumerated below.

(iii) Finally, onc can usc a serics of country studics, chosen to cover a range of
circumstances and policy styles, and through a comparative analysis of their
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expericnces draw conclusions about the effect of different approaches to
macroeconomic adjustment on the real incomes of the poor. In this manner,
onc can address the question: docs the policy matter?

Both approaches (i) and (iii) involve holding constant the effect of other
influcnces; in (ii) this is done explicitly, while in (jii) its is done more informally,
by having a sufficiently large sample of country case studics. It would be uscful
in this case to include onc or more examples of countrics where adjustment has
not taken place.

We nowturntothe question of implementing approach (i), across a selection
of casc study countrics. The central proposition is the need to be able to quantify
the impact of adjustment policics on the welfare of the poor and to compare the
outcomes of alternative policics. This means that formal analytical procedure
has to be specificd. At the same time, the value of the case studics is greatly
cnhanced if it is possible to gencrate results on a comparable basis. This will
significantly strengthen the comparative analysis of country cxpericnces
proposed in (iii) and discussed in the following section.

To achicve this uniformity and thus the comparability, it is tempting to arguc
that the same methodological procedures should be applied in cach case. For
others, it is sufficient if there were to be general agrcement about definitions,
mcasures and concepts. Beyond that, the actual procedures followed should be
cssentially “free-form.” Such an approach allows greater scope for reflecting
the diversity of circumstances in cach country. In fact, it could be argued that
because of this diversity there is no one approach that is appropriate for all
countrics. Furthcrmore, the stock of existing analyscs 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.

Allresearch projects involving country studies face this dilemma. As in most
things, ncither of the two end points of the spectrum offer satisfactory solutions,
and a compromisc has to be sought. A compromise will be found by identifying
a minimum sct of analyses common for all cascs; where the resources exist this
can be amplified. Exactly what is cnvisaged in that “minimum set” is the 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 propositions of the project:

1. The focus of the research is on the linkages between stabilization and
restructuring policics and the welfare of the poor. Of particular concern is
their nutritional status.
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2. The rescarch is concerned with countrics facing unsustainable disequilibria
in their internal and external balances.

3. As a conscquence they will have to adopt certain measures to restore
macrocconomic stability and (o improve markets and the ability of the
cconomy (o respond to market signals,

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

5. The objective of the country studics is to provide quantitative cstimates of
the changes in these welfare targets in response to selected policy instru-
ments,

6. Itis recognized that achieving this objective requires both abstraction from
many of the nuances and complexitics of economic, institutional and human
systems, and restriction of the 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 managcable bounds.

8. Ofthe many policy instruments, only a small subsct relating to the short-run
correction of macrocconomic imbalances will be considered. These will be
further confined 1o domestic policy alternatives, rather than a wider range
involving the country’s international cconomic linkages through trade,
factor movements and financial markets. This is done with the fullest
recognition of the potential importance of these measures, but with the need
to sct some limits on the bounds of the exercise.

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

10. The complexity of the issues is such that there is no onc single integrated
“model” that can predict the short-run impacts on nutrition and poverty of
changesin policies starting from a position of macrocconomic discquilibria.

Figure 9.1 represents the skeleton of the analytical scheme for the country
studics. 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 cachsstage. It is these that form the corc 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 1
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(houschold and individual welfare). The objective is to provide a broad guide to
these tasks. The details and mechanics of implementing them are so inextricably
ticd to the circumstances and the available data in the case study countries that
they can only be added by the country investigator.

Stage |

The target variables are the measures of welfare related ‘o nutrition and the
cxtent of poverty. These measuresare a reflection of changesin abroadlydefined
mcasurc of real houschold income. Depending on data, one can cither construct
a model which maps changes in real income stemming from changes in prices
and assets into other welfare measures such as nutrition and consumption or go
dircctly from prices and assets to consumption with a reduced form. The former
mappingisindicated as mapLin figurc 9.1 while the latter implicitly encompasses
both map I1a and map 11b as well as map 1. Any of a number of measurcs can
be :mployed, 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 houschold
income. That intra-group variance has been addressed in a number of ways,
including the use of a two paranzeter lognormal distribution. The group-spccific
log variances have cither to be estimated from survey data or taken from other
sources. In cases where the individual is the unit of analysis, information on
houschold compasition for cach group is needed to aggregate back up to a
typical houschold in the group.

Such a poverty index is based on defining a poverty linc, and represents a
summary measure computed as the weighted average of the poverty gaps (c.g.,
the difference between the estimated income determined poverty line and the
houschold’s actual income) of all poor houscholds. By using a form of a poverty
index that is decomposable across groups, cither longitudinal survey data or
houschold models can be used to estimate the change in the magnitude and the
extent of poverty. The overall change in poverty is then the weighted average of
the changes in the poverty index for cach 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 sct of adjustment
policics may result in, say, a 7 pereent rise in the overalt poverty measure, 86
percent of which, for sake of illustration, was concentrated among the informal
arban sector and the landless agricultural workers. If decision makers are
concerned with alleviating the welfare impacts of the cconomic reform measures
through, say, compensatory policics, then the proposed method identifics where
those cfforts would be needed and the possible magnitude required. It would
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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 macrocconomic balances while not permitting the change in poverty in
certain vulnerable groups te exceed a specified limit (including of course, no
change)? By viewing the policy issuc in this manner, the possibility arises of
changes in the external, as distinct from the domestic, policies. If it werc possible,
for example, to obtain 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 creatc a
food poverty index in which the typical consumption pattern and the prices
facing cach of the sub-groups is explicitly reflected. While the specification of
nutricnt requirements is not a matter on which there is universal agreement, the
approach docs provide a practical, relatively straightforward means of quantify-
ing the impact of the policy changes on nutrition, which is both decomposable
and comparable across sub-groups. Whether or not it provides an adequate base
for absolute assessments of nutritional adequacy is a question that can be left to
one side in the present context.

Thercisa further dimension to which the decomposability of the food poverty
index can be applied. Within any one sub-group, the changes ir: the index can
be decomposed into the parts reflecting changes in income, prices, or transfer
programs (c.g., food distribution or subsidy schemes).

Thesc poverty measures require information on the household expenditure
patterns, a minimal nccessary data requirement for the study. In the event that
additional houschold 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 cquations
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. Houscholds do not comprisc a homogencous sct
of members and there is widespread evidence of intra-houschold variations in
poverty. Age, gender, occupation and sector of employment may all affect
differentially the welfare of individuals, and not just the houschold alone. Clearly
the extent to which these matters can be incorporated will depend on the data
available in particular countrics.
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Stage Il

The essential part of the research is to identify the sources of income, broadly
conceived, and to map the changes in those sources into the incomes of
houscholds in cach of the sociocconomic groups. (Maps Ila and I1b) Before
turning to these sources, it will be helpful to discuss the classification of
houscholds by sociocconomic groups.

These groups are idcally selected in order 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 is on the poorest houscholds, detailed
disaggregation of the non-poor houscholds is unnecessary. A possible caveat to
this contention arises if an understanding is important of the political conflicts
that condition the choice of policics. If there are potential changes in the real
incomes of some politically powerful non-poor group ( ¢.g., the military, the civil
service, the urban professional or the agricultural capitalists) then it justifics a
greater disaggregation of the non-poor.

Occupation, scctor of employment, location, pattern of consumption expen-
ditures, importance of public scctor transfers and services, assct endowments
and type of organization of production arc all criteria that bear on the selcction
of these groups. A prototypical classification might include:

Rural - landless agricultural workers
- small farmers
- medium and large farmers
- non-farm services
Urban - industrial and scrvice workers (skilled and unskilled)
- infor - 2l sector self employed
- civil scrvants
- professionals
- capitalists

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

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

(1) Wagc income

(2) Non-wage income

(3) Market prices of the most important commodities purchased
(4) Taxes and transfers



(5) Bencfits of services provided by the public sector.

The first three sources transmit changes in quantitics and prices cniaaating
from responses in the product and factor markets to adjustment ;:olicies (Mup-
ping IIb), while items (4) and ¢5) reflect the incidence of costs and benefits of
public sector ;rograms which arc subject 10 change under a policy reform
program (Mapping 11a).

At this point it is nccessary to recognize the importance of a full evaluation
of mcome, including that carned through parallel markets. Estimates of the
magnitude of underground carnings have been made for a varicty of countries
{May, 1985 and Tanvi, 1983). It takes some extrapolation, however, to attribute
such carnings in the aggregate to holders of types of asseis. For cxampls, it is
plausible that cocoa smuggling reflects border price differentials in various
years, but to go from there io attributing such cxchanges to differcat size farms
and different localcs requires some sawvy. nevertheless, it is an endcavor that
nceds to be considered. In many cascs, however, expenditure data are available
and provide analicrnative measure of long-run income 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 houschold
mcames, it is proposed to ase Social Accounting Matrices as a comnion unifying
theme across the casc study countrics. This will permit a mappiag from the
scctoral breakdown of production through the primary lactors of production to
the disaggregated classification of householc discussed above, The structure of
a typical SAM wiil likely include the following accounts:

(2) Activities: Corresponding to the producing sectors of the ccenomy and
disaggregated to reflect aspects that influence the incomes of the poor, and
even more crucially, the impact of adjustment policics. Because of the
importance of food in both the consumption and income generation of poo-
houscholds, the agricultural sector should be disaggregated into such
groups as tradables (export and cash crops; food staples) and home goods
(some basic food crops). in the-non farm suetor, ogricultural processing i
often animportant activity, together with constr uction, utilitics and services.

(b) Factors: Labor and capital (including land)

(c) Institutions: Houscholds by sociocconowmic groups and thc government
sector

(d) Capital Account: Consolidates savings and allocation to investment goods.

(¢) Rest of the World



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.
Eveniif it were not possible to proceed beyond this stage, considerable informa-
tion can be gleancd 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-
fulmechanism through which macrocconomic policies affect the income of poor
houscholds, particular attention should be paid to this step. It is recognized that
the incidence of public sector expendituse is not a trivial task; it has been
attempted for sclected 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 quantitics in the factor and product markets.

It is nccessary to specify how the vriginal SAM (the pre-adjustment pattern
of flows) is to be transformed to the post-adjustment SAM. The simplest and
most direct procedure is to specify onc or more exogenous accounts in stage 111
and construct a matrix of SAM multiplicrs. A range of experiments relating to
exogeaous 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 coeflicients, it does not allow for substitution
possibilitics. In the short run this may not be too scrious for some parts of the
economy. But in the consumer demand section, this could be a major limitation
and the SAM multiplicr approach would nced to be supplemented with an
estimate of the effect of implied price changes on consumption patterns, cspe-
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 arc among the more significant paths, attention to the
labor market is especially warranted. The evidence is that there have been both
wagc 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 cach of the producing scctors from which labor demand is derived. Factor
incomes then follow from which the changes in income for the houschold sector
are determincd. The public sector behavior is probably best treated as ex-
ogenous in the present problem. Equilibrium in the product markets follows
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from the supply and demand by sector. The model is completed 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.
Dynamicversions 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
macrocconomic disequilibria is probably attempting more than can reasonably
be expected with the current state of the modelling arts.

Linking Policy Changes with Stage il

The final step in the link between the adjustment policies and their 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 Illa 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, it would seem quite inappropriate
for the country studies to engage in a macro modelling excrcise, without any
interaction with household or sectoral models.

The simplest way o deal with this module is to treat it as totally exogenous
andto specify thosc instruments of adjustment policy that can be entered directly
as cxogenous changes to the SAM-based scheme. Shifts in the level and pattern
of public spending, changes in tax receipts, transfers and subsidies, can all be
handled in this manner. Similarly, the climination of rents under parallel markets
can be approached in this manner. To a large degree, these specifications of
exogenous shifts in policy affect stage 11 through map I and subscquently, the
remainder of the model. The extent to which these mcasures improve the
macrocconomic 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 thal it is unrealistic to attempt to construct asingle
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, exchangz rate and foreign trade regimes, trade liberalization, and
agricultural pricing policy. Each is concernedd with the effect of the policy
environment on some aspect of economic performance. This approach exploits
the rich and varied experience of individual countrics. 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 of their economies differed markedly
(Sachs, 1985).

While our knowledge is quite 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 cffect, it is a more detailed basis of comparison of experience across countries
than can be gleaned from the overview. It would be specifically addressed as the
question: docs 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 mix chosen has a bearing on the impact of macrocconomic
adjustment on poveriy 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 cconomic reform program. Of particular interest is the impact
of the forcign trade and cxchange 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 growth of real per capita incomes, the rate of
industrialization, levels of savings and the productivity of investment. Further-
more, the performance of the cconomy following exogenous shocks appears to
depend, in significant m=asure, on these differences in structure that reflect
altcrnative long-tecrm development strategies.

There are two possibic explanations of why the distributional consequences
of macroeconomic adjustment policics 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 policics 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 onc 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 itselr may be condi-
tioned by the existing structure of the economy. Some policy opticns may simply
not be available or rot 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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