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MARC LINDENBERG AND NOEL RAMIREZ
 

Introduction
 

The purpose of this book is to help future international managers and 
policy makers understand and participate in the definition of national 
economic strategies in developing countries. This is not a work for 
economic theorists. Instead, it attempts to make analytic frameworks 
and basic economic and political terminology accessible, and it provides 
case studies of situations in which decision makers have had to define 
national options. 

The chapters and cases, developed and used extensively since 1980 
to help the Central American presidents, their cabinets, business leaders, 
labor organizations, and political parties understand national policy 
issues, are intended to serve as a learning device for practicing the 
analysis of national policies. The cases are intended to be used as a basis 
for class discussion, not to illustrate the correct or incorrect administra
tive handling of an economic or political situation. In the United States, 
the materials are currently used at the John F. Kennedy School of 
Government, Harvard University, and by such consulting organizations 
as Arthur D. Little and Associates. They are also in use at the Central 
American Institute of Business Administration (INCAE), Costa Rica; in 
a growing number of overseas management institutes; and in seminars 
sponsored by the Inter-American Development Bank (IADB) and the 
World Bank. 

The book proceeds from principle to practice in four parts. In part I, 
"Understanding National Strategy," conceptual frameworks are pre
sented for organizing economic and political information about past 
policies, performance, and problems. Typologies for understanding the 
benefits and risks of new strategies are introduced, along with method
ologies for determining which groups might perceive themselves to be 
winners or losers should governments attempt to implement these 
strategies. 

Part II, "Analyzing Short- and Medium-Term National Strategy," 
uses cases from Costa Rica, Chile, Bolivia, Taiwan, and Indonesia to help 
readers study the dynamics and consequences of short-term strategies 
such as stabilization, and of medium-term strategies such as liberaliza
tion and structural adjustment. The cases permit the reader to apply the 
frameworks from part I in order to understand policy packages and 
speculate about their economic and political implications. 

Part III, "Formulating Industrial Strategy," provides formats for 
evaluating key choices for the industrial sector, such as import substitu
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tion and export promotion, and the policies often associated with those
choices. It uses cases from Singapore, Central America, Malaysia, and 
Taiwan to help readers understand different aspects of industrial policy
and their consequences. 

Finally, part IV, "Designing Agricultural Strategy," presents oppor
tunities to review product and market choices in the agricultural sector. 
Through the use ofcases from Latin America, it allows the reader to learn
about policy options such as reducing agricultural subsidies and chang
ing the agricultural product mix. 

Our approach to this book reflects the assertion that successful 
strategies to increase growth, employment, and productivity in the
world economy can be effectively developed not on!,, for firms but also 
for countries. It is our contention that students of management and
public policy can learn about policy options through the study of cases
and conceptual frameworks. We believe the materials that follow can 
assist them in this learning process. 



PART I 

Understanding National Strategy 

Part I,"Understanding National Strategy," outlines the frameworks that
 
will be used to analyze country strategies throughout the rest of this
 
book. The first chapter, "Key Concepts for Understanding National
 
Strategy," introduces the four areas around which decision makers can
 
organize their analyses: (1) reconstructing the past and understanding
 
the present; (2) shaping the future: short- and medium-term economic
 
options; (3) managing winners and losers; and (4) adjusting the organi
zation to change. The following chapters, "Designing Short- and Me-

dium-Term Economic Strategies" (chapter 2) and "Managing Winners
 
and Losers: Assessing the Political Impacts of Economic Strategies"
 
(chapter 3), explore these frameworks in detail and offer cases toprovide
 
practice with them.
 



1 MARC LINDENBERG 

Key Concepts for
 
Understanding National Strategy
 

Societies like ours have no fat to spare.They areeitherlean and healthy or they die. 

-Lee Quan Yew, prime minister, Singapore* 

In our presentstate ofdevelopment in Singapore,we are not rich enough to be able to set up a welfare state. 
Ourfirstpreoccupationshould therefore be the accumulationof wealth througheconomic growth rather 
than more equaldistributionof existingwealth and a proliferationofstate welfare services. 

Within any developing country, what might a re-
cently assigned manager of a multinational oil com-
pany, the newly elected president of the chamber of 
industries, the recently appointed housing minister, 
and the young head of a national labor union have 
in common? If they had lived in Singapore in 1966, 
when the future of that country's econon :ic strategy 
was being hotly debated, each would have had to 
understand the -overnment's viewpoint, as ex-
pressed in the ou.-,.s at the head of this chapter, and 
explain it to theii constituents. Furthermore, they 
would have needed to analyze the implications of 
these government positions for their own 
organizations' strategies. 

The ability to perform such an analysis would 
have been useful not only in Singapore during that 
critical period, but anywhere where current devel-
opment options were-or are-under discussion. 
Multinational managers and civil servants, in fact, 
are assigned to a minimum of ten countries before 
their careers are completed, and have to understand 
the development strategy in each one of them. Local 
leaders similarly participate in countless changes of 

-Goh Keng Swee, minister of finance, Singaporet 

national strategy within their own countries during 
their professional lives. 

Previous experience that new decision makers 
might have had as political organizers, technicians, 
or professionals often provides inadequate prepara
tion for the problems they confront. The purpose of 
this chapter is to offer an overview of key questions 
and frameworks that have helped others develop a 
quick grasp of the dynamics of their economic and 
political environments, the national development 
strategies employed there, and many of the policy 
issues they have faced. This overview will be fol
lowed by a more detailed discussion of short- and 
medium-term economic strategy in chapter 2, and of 
the political management of economic change in 
chapter 3. 

Underlying this approach are a few critical as
sumptions. First, the more than 126 countries listed 
in the most recent World Development Report are an 
important unit of analysis.' As with firms it is pos
sible to identify strategies and performance charac
teristics at the country level. Understanding such 
characteristics is essential to the managers from both 

* The Mirror (Singapore), July 25,1966. 
t Speech, May 1966. 
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sectors who want theirorganizations to remain com- attention to these recent changes in their environpetitive. Second, we have a particular interest in the ments ended in bankruptcy, and countries that didmore than 73 small countries, those with less than not adjust their national strategies continued in aten million inhabitants. We feel that their strategic downward spiral. Fourth, there are no guaranteesproblem is extremely difficult due to their economic that countries or firms can avert crisis during times openness and their vulnerability to external shocks of economic readjustment. However, both analysisfrom the world economy. 2 However, there are three and good strategy do make a difference. reasons why we are convinced that size presents no National strategy may be defined as the abilityspecial disadvantage in the quest for economic well- to unite general objectives with the policies andbeing: our own work in small countries; 3the expe- practices needed to help achieve them. Such a visionriences of highly successful small countries like is an optimistic one. It asserts that consciously de-Singapore, Taiwan, and Hong Kong; 4 and the work signed national economic strategy can make a difof other professionals. 5 In fact 'ome colleagues ference in a country's level of living.7 The argue that their being smaller and more uniform development experience since the end of World Warethnically and culturally than larger countries actu- II bears this out. For example, in 1987 the Worldally gives them a special advantage in building na- Bank reviewed the economic performance of 41 detional consensus and maintaining more consistent veloping countries between 1963 and 1985 based ondevelopment policies.6 Third, the need for serious the strategies they employed. These strategies werecountry analysis by managers has become even classified as strongly outward oriented, moderatelymore urgent because of the global economic crisis of outward oriented, moderately inward oriented, orthe early 1980s. Managers who did not pay careful strongly inward oriented (see table 1.1).8 They 

TABLE 1.1 Trade Strategies and Actual Country Performances, 1963-1973 and 1973-1985 (percentage) 

Strongly Moderately Moderately StronglyIndicators outward oriented outward oriented inward oriented inward oriented 
1963-1973a 

GDP growth 9.8 8.8 4.0 7.0
Real GNP per capita 6.5 5.0 2.0 4.0

Inflation 
 5.0 6.0 6.0 4.0
Gross domestic 13.0 20.0 15.0 22.0 

savings
 
Avg. growth in mfg. 14.0 
 16.0 5.0 10.0 

exports
1973-1985 b 

GDP growth 7.0 4.5 3.0 5.0

Real GNP per capita 6.0 
 2.0 -0.4 2.2
Inflation 10.0 45.0 16.0 14.0
Gross domestic 32.0 20.0 18.0 23.0 

savings
 
Avg. growth in mfg. 14.0 
 14.5 4.0 8.0 

exports 
a. In 1963-1973 the countries were the following: Strongly outward oriented (Hong Kong, Korea, Singapore); Moderatelyoutwardoriented(Brazil, Cameroon, Colombia, Costa Rica, Guatemala, Indonesia, Israel, Ivory Coast, Malaysia, Thailand);Moderatelyinwardoriented (Bolivia, El Salvador, Honduras, Kenya, Madagascar, Mexico, Nicaragua, Nigeria, Philippines,Senegal, Tunisia, Yugoslavia); Strongly inward oriented (Argentina, Bangladesh, Burundi, Chile, Dominican Republic,Ethiopia, Ghana, India, Pakistan, Peru, Sri Lanka, Sudan, Tanzania, Turkey, Uruguay, Zambia).b. In 1973-1985 the countries were the following: Strongly outward oriented (Hong Kong, Korea, Singapore); Moderatelyoutward oriented (Brazil, Chile, Israel, Malaysia, Thailand, Tunisia, Turkey, Uruguay); Moderately inward oriented(Cameroon, Colombia, Costa Rica, El Salvador, Guatemala, Honduras, Indonesia, Ivory Coast, Kenya, Mexico,Nicaragua, Pakistan, Philippines, Senegal, Sri Lanka, Yugoslavia); Strongly inward oriented (Argentina, Bangladesh,Bolivia, Burundi, Dominican Republic, Ethiopia, Ghana, India, Madagascar, Nigeria, Peru, Sudan, Tanzania, and
Zambia). 
SOURCE: World Bank 1988a: 83-85. 
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found that outward-oriented countries had higher 
growth in gross domestic product (GDP) and em-
ployment, and higher gross domestic savings. In fact 
the World Bank study showed as much as a 4.0 
percent difference in average annual real GDP 
growth per capita over a 25-year period, depending 
upon the economic strategy selected. Such sustained 
differences can literally change the life opportunities 
for an entire generation in a developing country. 

Finally, while success with national strategy is a 
cause for optimism, this should be tempered with a 
healthy dose of caution and realism. Since each 
country's cultural environment is different, no reci-
pes for development can bc passed blindly from one 
to another. Little is known about the comple,. social 
and political actions necessary to make national 
strategy work. However, there are some common 
questions that leaders can ask to arrive at answers 
that are appropriate to their special situations. 

Managers and leaders stand a better chance of 
making national strategies realistic if they try to 
answer the following questions. 

1. Reconstructingthe pastand understanding 
the present. What economic strategy has 
the country pursued in recent years and 
how successful was it? What current 
problems exist? 

2. 	 Shapingthefuture: short-and medium-term 
economic options. What short- and me-
dium-term economic options might be 
viable for the country? What policies 
might be required? Which options might 
be the most attractive and why? 

3. 	Managing winners and losers. Which 
groups might perceive themselves to be 
winners and losers in the scenarios de-
veloped? What tactics might be used to 
maintain support for new economic 
strategies? 

4. 	Adjusting the organizationto change.What 
organizational adjustments must be 
made should any of these scenarios be-
come a reality? 

Let us look briefly at some of the frameworks 
that have been useful in analyzing each of these 
questions. 

Reconstructing the Past 
and Understanding the Present 

Studying the recent past helps us see how we got 
whereweacetodayand whethercurrenttrendsmay 
continue. Three frameworks have been particularly 
useful in providing "photos" of past and present 
country environments, strategy, and performance: 
(1)country performance matrices (see table 1.2), (2) 
political maps (see figure 1.1), and (3)problem lists 
(see table 1.3). 

Country performance matrices. Country perfor
mance matrices enable a policy maker to organize 
information about the past rapidly. One of the most 
useful framework, presented by Bruce Scott and his 
colleagues (see table 1.2), divides critical informa
tion into three broad categories: (1)the international 
and domestic context, (2) country objectives, strate
gies, and policies, and (3) economic, political, and 
social results.9 

Information about the context includes popula
tion size and ethnic mix, geographic descriptions, 
natural resource endowments, domestic and inter
national economic and political copditions (such as 
tensions with other countries), internal conflicts, 
and market conditions during the period in ques
tion. 

Data about objectives, strategy, and policy in
clude broad information about governments' stated 
intentions for economic growth, employment, in
come distribution, and political participation; about 
the general strategies employed in aiming at those 
objectives (for example, an outward export orienta
tion, a balanced trade orientation favoring neither 
production for export nor the domestic market, or 
an inward orientation focused more on domestic 
markets); about the choice ofsectors to stimulate (for 
example, agriculture versus industry); and finally, 
about the packages of monetary, fiscal, trade, wage, 
and exchange-rate policies selected to provide in
centives and controls for keeping the strategy on 
track. 

Finally, performance information includes eco-. 
nomic data on, for example, rates of gross national 
product (GNP) growth, sectoral growth, inflation, 
and unemployment. Social and political perfor
mance data include changes in life expectancy, liter
acy, health, and nutrition, as well as such evidence 
of discontent as violence levels, strikes, and docu
mented human rights abuses. 

All such information can be collected through 
the use of economic statistics from government 
agencies, especially the central bank and the minis
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try of finance or planning, as well as from national 
research institutes, opposition groups, and interna-
tional organizations such as the International Mon-
etary Fund, the World Bank, and the United
Nations. Political and social data can be gathered not 
only through existing sources such as the World 
Health Organization, multilateral donor agencies,
and Amnesty International, but also through gov-
ernment agencies and special studies. 

An example of the utility of a country perfor-
mance matrix as a photo for rapidly grasping a 
country's recent history is provided in table 1.2 for 
Singapore during the 1959-65 period. The matrix 
reminds us that Singapore is a small island country
at the tip of the Malay Peninsula in Southeast Asia 
with no natural resources but with a good location 
along the sea lanes between Japan and Europe.
While the interr ational economy was expanding in 
the 1960s so was the escalating conflict in nearby
Vietam. Singapore itself had problems with its two 
closest neighbors. The Sukarno regime in Indonesia,
along Singapore's southern border, was engaged in 
a policy of confrontation. Malaysia, its northern 
neighbor and major market for industrial sales, ex-
pelled it from a multicountry federation. Within 
Singapore there were tensions between its three 
dominant racial groups, the Chinese, Malays, and 
Indians, as well as an uneasy political alliance 
among groups with competing ideological tenden-
cies (described in the political map in figure 1.1,
which is discussed below), 

In the immediate postindependence period the 
government pursued a strategy of stimulating GDP 
growth through industrial import substitution, but 
with investments in education, health, and housing,

and limited but expanding political participation.

The role of government in the process was not sim-

ply to encourage private-sector investment with 

government incentives and the provision of infra-

structure but also with coinvestment in new indus-

tries. Industrial import substitution of nondurable,

labor-intensive goods was a priority along with in-
vestments in services and construction. Fiscal policy 
was quite conservative; in fact balanced budgets 
were achieved throughout the period. Furthermore, 
the country maintained relatively low levels of for-
eign borrowing. 

The results of the early period were impressive. 
Real GDP growth between 1959 and 1965 averaged6.0percent. The dynamic sectors were industry, ser-
vices, and construction. Gains were made in the 
health status of the population, in literacy, and in the 
availability of public housing. Unemployment was 
reduced. The country possessed a solid economic 
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base upon which new initiatives might be built. But 
what about the levels of political support for the 
government? 

Political mapping. Political mapping provides a 
quick photo of the relationships between key politi
cal actors and the governmen. 10 In a single page it 
is possible to look at the government's levels of 
support and opposition from domestic and foreign 
pressure g-oups, political parties, and social sectors 
(see figure 1.1). The purpose of the photo is to help
decision makers determine whether the 
government's political base is solid enough to con
tinuecurrent policiesas well asembark on newones. 

A quick review of relevant terminology is essen
tial in preparing as well as interpreting the political 
maps that follow. "Pressure groups" are defined as 
organizations that mobilize their clientele through
articulating and defending the specialized interests 
of their membership without an explicit desire to 
govern. "Political parties" mobilize and maintain 
their clientele through articulating and defending
broader interests and with the explicit objective of 
gaining control of the state.11 "Social sectors" are 
more general collections of urban and rural upper-,
middle-, and lower- class actors that either withhold 
or channel their support to interest groups, political
parties, and the government. "External sectors" are 
those foreign actors--countries, donor organiza
tions, intelligence agencies like the CIA and KGB,
and so forth-that also influence the government
and other actors within a particular country. 12 

On the political map, all of the political actors 
are organized along a continuum based on their 
levels of support or opposition for the government.
For example, the current government and the 
groups that support it most directly appear in the 
center in a category called the "central combina
tion." Those groups whose support is the most solid
 
are placed clearly in the center and those whose
 
support is weaker are placed closer to the edges of
 
the central combination. Groups that oppose the
 
government but 
are willing to participate in the 
legislature and respect the constitution are placed in 
the "legal opposition," while those groups that use 
violence to demonstrate their opposition are placed
under "antisystem." Finally, groups and social sec
tors that are apathetic are not placed on the political 
map at all. It is important to remember that they
represent a large proportion of a developing
country's population and that mobilizing them is an 
important task for most political actors. Groups that 
want a greater degree of state intervention than the 
actual government are placed to its left on the polit

http:state.11


TABLE 1.2 Singapore: Country Performance Matrix, 1959-1965 

Internationalcontext 
Vietnam War intensifies 
Confrontation with Indonesia 
Expelled from Malaysian Federation 
Positive growth of world economy 

Nationalcontext 
Internal power struggle 
Heightened racial conflicts 
Language differences 
Strong work ethic 
Honesty/efficiency 

Objectives 
Growth 

Maintain GDP growth ahead 
of population growth 

Distribution 
Social investments 

Strategies 
Short-term 

More production 
Medium-term 

Import sub3titution 

Policies 
Fiscal 

Balanced budget 
Domestic borrowing 

Monetary 
7 to 10% growth of the money supply 

Commercial 
Incentives to industrial import 
substitution 

Labor 
Wage hikes controlled 

Exchange rates 
Fixed 

Results 
Economic (annual) 

GDP growth 6% 
Industry 15% 
Construction 13% 
Services 15% 
Inflation 10% 

Social 
Unemployment down 
Health status improved 
More public housing built 
Literacy up 

SOURcE Based on Scott, Rosenblum, and Sproat 1980: 1-17. 

1-3 



FIGURE 1.1 Singapore: Political Map, 1966 
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ical map while those that want less are placed to its 
right. A convenient measure of the degree of state 
involvement is public-sector expenditures as a per-
centage of GDP. 

It is relatively easy to spot coalition problems in 
political maps by looking for absence of support 
(blank spaces) or imbalances (large clusters of 
groups) by comparing maps of the same countries 
over time. For example, governments with little 
pressure group or party support in the central com-
bination are in a precarious position, as are govern-
ments whose primary support is solely from 
external actors. Countries with more and more 
groups moving toward antisystem positions also 
have difficult problems. 

Finally, the maps can be ised to help visualize 
which groups perceive themselves to be winners 
and osers as a result of recent economic policy and 
performance. Such analysis provides both a guide to 
problems and a forum for discussion of new strate-
gies, tactics, anr. coalitions for both governments 
and other groups to accomplish their objectives, 
Data for political mapping come from interviews 
with country leaders and also from voting data, 
opinion surveys, media reporting, and academic 
studies. 

Singapore's 1966 political map, as shown in fig-
ure 1.1, helps demonstrate some of the concepts and 
analytical uses of political mapping in general. For 
example, the central combination looks relatively 
solid. The regime has its own block organizations, 
official news media, unions, and political party, 
which got 49 percent of the vote in the last election. 
The regime has support from portions of all social 
classes and racial groups, but slightly more support 
from English-speaking Chinese and from lower-
middle, middle-, and upper-class groups. It also has 
external support from the governments of the 
United Kingdom and the United States, but this is 
not as solid as the internal support it receives from 
certain trade unions, block organizations, and its 
own political party. The left side of the map has a 
cluster of strong and growing domestic opposition 
fom the Barison Socialist party (which has gained 
an increasing percentage of votes), and from leftist 
trade unions, media, and external actors. A weaker 
cluster ofbusiness pressure groups, political parties, 
media, and foreign actors form the political opposi-
tion on the right side of the map. 

The Singapore political map is useful in diag-
nosing problems. One problem is the loss ofgovern-
ment support in the 1963 elections and the growing 
strength of groups on the left side of the map. A 
second problem is the lack of clear external support 

from key countries and specifically neighbors. 

Problem lists. After an analysis of past country 
perf-rmance and political coalitions, it is important 
to ask whether any changes in context are significant 
enough to warrant revision of country strategy or 
policies. This can be done by listing the problems 
identified in the performance and political maps 
explained earlier in this chapter. Such p-t-oblem anal
ysis can be done on an individual basis or. to identify 
new problems, in group sessions with policymakers. 

An example of this kind of problem analysis for 
1966 Singapore appears in table 1.3. The table lists 
the changes in Singapore's context that policymak
ers believed threatened the viability of its strategy. 
For example, in that year the British announced 
closure of military installations in Singapore that 
generated 10 percent of that country's GDP and 
employed 40,000 people or around 5 percent of its 
labor force. In addition Singapore ran the risk of 
losing 20 percent of its industrial sales due to its 
deteriorating relationship with Malaysia. On the do-

TABLE 1.3 Singapore: Problem List, 1966 
1. Changes in environmental conditions create incompatibility with economic strategy and policies of 

ndustrial import substitution.
 

International:
 

* 	loss of jobs due to closure of British military 
bases (40,000 jobs or 5 percent of all employ
ment) 

a threat of loss of Malaysian market for indus
trial pro ss o oltia l tension s 
trial products due to political tensions (10 per
cent of totalindustrialoutput) 

0 	 threat to transport lanes and raw material 
sources due to tensions with Indonesia and 
Malaysia 

Domestic: 
o increased opposition from political left 

2. Serious question about whether import substitu
tion will create enough jobs to make up for those lost 
by withdrawal of the British bases as well as to keep 
up with the growth of the labor force. 
3. Will the government be able to maintain its polit
ical base of support in the absence of a new strategy 
to generate growth and employment? 

SOURCE Marc Lindenberg. 
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mestic scene, groups on the political left were ex-
panding their political base. Analysts and foreign 
journalists questioned whether the industrial sector, 
a strong motor during the previous six years, could 
continue to generate high levels of growth and em-
ployment through a policy of import substitution in 
such a small domestic market. 

The mismatch that emerged between certain 
new features of Singapore's environment and its 
economic strategy and policies forced leaders to 
consider new economic options-the next topic in 
our discussion of country analysis. 

Shaping the Future: Short- and Medium-Term 
Economic Options 

If current problems are serious enough, policy mak-
ers may be forced to reconsider both national objec-
tives and short- and medium-term economic 
strategies and policies. 13 This may require changes 
in emphasis on particular sectors. Figure 1.2 pro-
videsa matrix that helps organize information about 
the short-term economic choices available to deci-
sion makers using the categories mentioned above, 
For example, shoring up domestic political coali-
tions may require a government to change the rela-
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tive emphasis of national objectives on growth, dis
tribution, and political participation. The country 
might have to alter its short-term economic strat
egy-the strategy it will follow for the next 12 to 18 
months-to reverse an economic collapse or avert 
future problems. 

Short-term options may be thought of as exist
ing along a continuum. At one end of this continuum 
the government can attempt to expand production 
to generate new economic growth and employment 
through, for example, incentives or direct invest
ment in new activities; at the other end it can try to 
temporarily reduce demand through, for example, 
stabilization programs.14 In the middle of the contin
uum the government can postpone tough decisions 
about demand reduction or measures to encourage 
new production by looking, for example, for foreign 
resources to finance the same efforts, or by using 
such inflationary policies as increasing the fiscal 
deficit to keep the economy and employment grow
ing temporarily. 

In the case of Singapore in 1966, the country was 
forced to reconsider its medium-term economic 
strategy-its strategy for the next two to five years
and decide whether it could continue its inward 
orientation (growth through stimulating the domes
tic market) or whether it would have to make a 

FIGURE 1.2 Conceptual Framework for Review of National Economic Strategy 
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SOURCE: Marc Lindenberg and Noel Ramfrez. 
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transition to either an outward orientation (an empha-
sis on export-led growth) or a mixed strategy (growth 
through more balanced emphasis on both exports and 
the domestic market). Understanding this medium-
range process of structural adjustment has been one of 
the most important and controversial tasks for devel-
opment policy makers in the 1980s.15 

Depending upon the strategic choices made, 
there is normally a teorientation necessary in fiscal, 
monetary trade, labor, and exchange-rate policies, 
as well as a redefinition of priority sectors-for ex-
ample, more emphasis on export industry, tourism, 
or food production. (Chapter 2 is devoted entirely to 
the discussion of short- and medium-range eco-
nomic choices for countries.) 

Managing Winners and Losers 

Sometimes economic scenarios may look so attrac- 
tive to leaders that they lose sight of the political 
risks involved in implementing them.' 6 Such eco-
nomic myopia can be fatal to governments that, for 
example, ignore strong public reaction to stabiliza-
tion packages or fail to get control of hyperinfla-
tion.17 Although governments are usually not 
toppled whentheypursueunpopulareconomicpol-
icies, the social cost of riots, national strikes, and 
slowdowns is high. Here are some steps that might 
be followed in considering the political feasibility of 
new economic strategies. (A detailed discussion of 
the analysis of winners and losers in policy change 
appears in chapter 3.) 

Learning from others. There is a great deal to learn 
from the record of country success and failure in the 
management of economic change since the 1950s.18 

It is important that those involved in analyzing the 
feasibility of a new economic strategy consider 
which groups have normally supported or opposed 
it in other countries. For example, let us assume that 
Singapore had needed to embark on a short-term 
program of stabilization, followed by a medium-
term strategy of outwardly oriented growth. (In fact 
Singapore in 1966 did not have to consider stabiliza-
tion as an option; it did, however, begin to switch to 
outwardly oriented medium-range policies.) Policy 
makers might have looked at the kind of data that 
appear, for example, in table 1.4 to see who protested 
similar policy measures in other countries. They 
might also have asked (as is done in detail in chapter 
3) why the political management of the change pro-
cess went relatively smoothly in some countries but 
collapsed in others. 

Identifying actual supporters and opponents. Po
tential winners and losers in new economic scenar
ios can be identified with the help of the political 
maps discussed earlier. Using the maps an analyst 
can identify the potential sources ofsupport for and 
resistance to particular policy packages. For exam
ple, an analyst considering potential support for and 
opposition to a new industrial export-promotion 
strategy in Singapore in 1966 might have come up 
initially with the list shown in table 1.5. 

Opponents of the new strategy might include, 
for example, industrialists involved in import sub
stitution who benefit from current high levels of 
effective tariff protection, subsidized interest rates, 
overvalued exchange rates, and other incentives. 
Such groups may fear that they will not be able to 
compete in their own domestic market should the 
government open the economy, and that they might 
not be able to adjust their firms rapidly enough to 
compete in the international market either. Union 
leaders from this same industrial import-substitu
tion sector might fear loss of jobs through the closure 
of noncompetitive industries and the flood of cheap 
foreign products. In contrast, members of the cham
ber of commerce might favor such a new strategy 
because opening the economy to imports might re
duce their levels of competition with importers' 
black market goods. Potential exporters might view 
the new policy focus very favorably as well. 

Such initial hypotheses can be confirmed by 
individual interviews with business and labor lead
ers, by group meetings with business chambers or 
unions, and by opinion surveys. 

Monitoring suplhort and opposition. Once deci
sions are taken to embark on a new strategy, support 
and opposition can be monitored by further meet
ings and surveys and by analyzing the actual re
sponses of groups. For example, early warning 
systems can be designed to anticipate serious prob
lems by looking for changes in the intensity and 
cohesion of opposition as policies are implemented 
(see table 1.6). By watching, for example, the number 
and type of protest incidents over time it is possible 
to detect changes in the intensity of opposition as 
groups mcve from simple public statements to 
strikes, seizures of installations, and finally terrorist 
actions. At the same time, one can look for changes 
in the level of the opposition's cohesion as incidents 
cease to involve single isolated groups and become 
multisector actions like national strikes. Such obser
vation can be buttressed by frequent preparation of 
political maps to see how the government's base of 
support might be changing during the policy imple

http:1950s.18
http:1980s.15


TABLE 1.4 Number of Reported Protests against Economic Adjustment Measures, by Type of Group Protesting
in Three Central American Countries, 1982-1987 

Economic measures in Costa Rica 

Group protesting 
Urbanlabor 
Rural labor 
Popular groups 
Teachers and students 
Public employees 
Business chambers 
Political parties 
National labor 
National business 
National popular 
National public sector 
Multisector (no private) 
Multisector (with private) 

Total 
Percent 

Reduced 
public 

services 
2 
4 
7 
1 
0 
0 
0 
0 
0 
0 
0 
0 
0 

14 
19.4% 

Wages 
and 

benefits 
1 
6 
0 
3 

14 
1 
0 
1 
0 
1 
0 
0 
0 

27 
37.5% 

Public 
sector 
layoffs 

0 
0 
0 
1 
2 
0 
0 
0 
0 
0 
0 
0 
0 
3 
4.2% 

Consumer Producer 
price subsidy 
hikes reduced 

1 0 
2 0 
9 0 
2 0 
0 0 
0 2 
1 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 

15 2 
20.8% 2.8% 

Tax 
hikes 

0 
0 
0 
0 
0 
1 
0 
0 
0 
0 
0 
0 
0 
1 
1.4% 

Trade and 
tariffs 

0 
0 
0 
0 
0 
1 
0 
0 
1 
0 
0 
0 
0 
2 
2.8% 

General 
govt. 

policies 
0 
1 
0 
0 
0 
0 
1 
0 
0 
0 
0 
0 
1 
3 
4.2% 

Against 
IMF/WB 
program 

0 
0 
1 
1 
0 
0 
0 
1 
0 
0 
0 
2 
0 
5 
6.9% 

Total 
4 

13 
17 

8 
16 

5 
2 
2 
1 
1 
0 
2 
1 

72 
100.0% 

Percent 
5.6 

18.1 
23.6 
11.1 
22.2 

6.9 
2.8 
2.8 
1.4 
1.4 
0.0 
2.8 
1.4 

100.0 

Economic measures in Guatemala 
Urbanlabor 
Rural labor 
Popular groups 
Teachers and students 
Public employees 
Business chambers 
Political parties 
National labor 
National business 
National popular 
National public sector 
Multisector (no private) 
Multisector (with private) 

Total 
Percent 

1 
1 
3 
0 
0 
0 
0 
0 
1 
0 
0 
0 
0 
6 
9.7% 

5 
0 
0 
2 
5 
0 
0 
4 
0 
0 
1 
0 
0 

17 
27.4% 

1 
0 
0 
0 
2 
0 
0 
0 
0 
0 
1 
0 
0 
4 
6.5% 

1 
0 
3 
1 
0 
1 
0 
1 
0 
0 
0 
3 
3 

13 
21.0% 

0 
0 
0 
0 
0 
2 
0 
0 
0 
0 
0 
0 
0 
2 
3.2% 

0 
0 
2 
0 
0 
0 
0 
0 
4 
0 
0 
0 
3 
9 

14.5% 

0 
0 
0 
0 
0 
1 
0 
0 
2 
0 
0 
0 
0 
3 
4.8% 

0 
0 
0 
0 
0 
3 
1 
0 
4 
0 
0 
0 
0 
8 

12.9% 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0.0% 

8 
1 
8 
3 
7 
7 
1 
5 

11 
0 
2 
3 
6 

62 
100.0% 

12.9 
1.6 

12.9 
4.8 

11.3 
11.3 
1.6 
8.1 

17.7 
0.0 
3.2 
4.8 
9.7 

100.0 

continued on next page 



TABLE 1.4 continued 

Economic measures in Panama 

Group protesting 
Urbanlabor 
Rural labor 
Popular groups 
Teachers and students 
Public employees 
Business chambers 
Political parties 
National labor 
National business 
National popular 
National public sector 
Multisector (no private) 
Multisector (with private) 

Total 
Percent 

Reduced 
public 

services 
1 
2 
2 
3 
1 
0 
0 
0 
0 
0 
0 
0 
1 

10 
12.2% 

Wages 
and 

benefits 
15 
4 
0 
2 
7 
0 
0 
4 
0 
0 
2 
2 
0 

36 
43.9% 

Public 
sector 
layoffs 

0 
1 
0 
0 
7 
0 
0 
0 
0 
0 
2 
2 
0 

12 
14.6% 

Consumer Producer 
price subsidy 
hikes reduced 

0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
0 0 
1 0 
0 0 
0 0 
0 0 
0 0 
0 0 
1 0 
1.2% 0.0% 

Tax 
hikes 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
2 
0 
2 
2.4% 

Trade and 
tariffs 

0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0 
0.0% 

General 
govt. 

policies 
0 
1 
0 
0 
0 
0 
1 
0 
1 
0 
0 
2 
5 

10 
12.2% 

Against 
IMF/WB 
programs 

0 
0 
0 
1 
0 
0 
0 
4 
2 
0 
0 
0 
5 

12 
14.6% 

Total 
16 

8 
2 
6 

15 
0 
1 
9 
3 
0 
4 
7 

11 
82 

100.0% 

Percent 
19.5 
18.1 
23.1 
11.1 
22.2 

6.9 
2.8 
2.8 
1.4 
1.4 
0.0 
2.8 
1.4 

100.0 

Economic measures in all three countries 
Total 
Percent 

30 
13.9% 

80 
37.0% 

19 
8.8% 

29 
13.4% 

4 
1.9% 

12 
5.6% 

5 
2.3% 

21 
9.7% 

17 
7.9% 

216 
100.0% 

SOURCE: Prepared by Marc Lindenberg and Maria Larraz de Quant, based on content analysis and rating of all reported protest news items in Inforpress(Guatemala)
between 1982 and 1987. Number of news items may not reflect actual number of protests. 
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TABLE 1.5 Singapore: Potential Sources of Resistance and Support for a New Export Strategy, 1966 

Potential sources of resistance 
Import-substituting industrialists 

Unions in import-substituting sector 

Barison Socialist party 

Unions 

Potential sources of support 
Chamber of commerce 

Foreign capital 

Industrial exporters 

Singapore unemployed 

Right political parties 

Consumers 

SOURCE: Marc Lindenberg and Noel Ramfrez. 

Key problems or issues 
Loss of tariff protection 
Fear of inability to compete in both domestic and international 

markets 
Fear of job loss 

Fear of erosion of levels of living 

Desire for more state intervention than government will permit 

Wage controls 

Key benefits 

Lowered tariffs 
Less competition from black market goods 
Better-quality goods 

New investment opportunities 

New investment opportunities 

New employment opportunities 

New coalition possible 

Less expensive and higher-quality goods 

mentation process. If protests start turning serious, 
governments can evaluate the risks as well as bene-
fits of continued implementation. 

Adjusting the Organization to Change 

For those in the private and public sector who must 
live with the consequences of new national strate-
gies, it is useful to study the implications of various 
scenarios for their organizations. Since there is an 
excellent literature on competitive strategy and 
business policy, it is not the purpose of this book to 
focus on analysis at the firm level or the level of the 
public organization.19 However, two frameworks 
are worth mentioning here. First, a simple analysis
of organizational internal strengths and weaknesses 
and of the external threats and opportunities posed
by the new scenarios has proven to be extremely 
useful to businessmen in developing countries. This 
can be combined with financial analysis to show 
how changes in exchange rates, interest rates, and 

wage policies may affect the firm's profitability, liq
uidity, and solvency. Other useful concepts have 
been developed by Michael Porter for looking at the 
firm's strategy and its competitive position in rela
tion to suppliers, substitute products, competitors, 
and markets (see figure 1.3). Managers can ask how 
each new scenario might change the relationships in 
Porter's framework and either threaten or improve 
the firm's competitive position. 

Summary 

The crisis in the world economy during the 1980s has 
made country analysis for managers and policy
makers who work in the developing world more 
important than ever. These decision makers can or
ganize such analysis around four basic areas: (1)
reconstructing the past and understanding the pres
ent, (2) shaping the future: short- and medium-term 
economic options, (3) managing winners and losers, 
and (4) adjusting the organization to change. 

http:organization.19
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TABLE 1.6 Monitoring Changes in the Intensity and Cohesion of Opposition to New Economic 
Policies 

Low intensity 

Public Strikes 
statements 

Low group cohesion Less serious problems for 

the government 

Single-group 
actions 

Two or more
 
groups from the
 
same sector
 

Multisectoral
 
coalitions 


High group cohesion 

SOURCE: Marc Lindenberg. 

Notes 
Works citedonly by authoranddateareffilly listed in the 
bibliographyat the end of this book. 

1.See World Bank (1988c). 
2. See, for example, Marc Lindenberg (1988a), 

B.Jalan (1982), and the special 1980 issue of World 
Development, vol. 8, no. 12 (Dec.) called "Islands." 

3. Between January 1984 and June 1987, at the 
request of private-sector leaders and the presidents 
of Costa Rica, Honduras, El Salvador, Guatemala, 
and Panama, the Central American Institute of Busi-
ness Administration (INCAE) conducted 73 semi-
nars to promote dialogue between business, labor, 
the military, and the public sector: 20 in Guatemala, 
10 in Honduras, 16 in El Salvador, 8 in Panama, and 
9 in Costa Rica. These seminars explored the prob-
lems of country strategy in small, open, export econ-
omies. 

High intensity 

Demon- Seizure of Road Terrorism 
strations institutions blocks 

More serious problems for 
the government N 

4. Among the more interesting materials on 
these transformations are those by Shirley Kuo et al. 
(1981) and Lawrence Lau (1986). 

5. See for example, Joan Nelson (1988), Peter 
Katzenstein (1986), Boris Blazic-Metzner and Helen 
Hughes (1982), and Gustav Ranis and Louise Orrock 
(1985). 

6. Blazic-Metzner and Hughes (1982) as well as 
Katzenstein (1986) make this point effectively. 

7. The role of strategy and creating dynamic 
advantage at tne country level is effectively pre
sented by Bruce Scott and George Lodge (1985, par
ticularly chs. 1, 2, and 14); see also Michael Porter 
(1986). Robert Reich (1982, 1983) also presents inter
esting views about dynamic comparative advantage. 

8. See also World Bank (1988a: 82-94). 
9. Development of this matrix came out of the 

materials design process in the Harvard Business 
School's courses on business, government, and the 
environment and is most effectively presented in 
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FIGURE 1.3 Effects of Country Scenarios on the Competitive Position of the Firm 
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SOURCE: Adapted from Michael Porter, Competitive Strategy (New York: Free Press, 1980), p. 4. 

Bruce Scott et al. (1980:1-18). 
10. For literature on the origins of this approach 

and its uses, see Marc Lindenberg and Benjamin
Crosby (1981) and Warren Ilchman and Norman 
Uphoff (1969). 

11. For more comprehensive definitions refer to 
the glossaries in Ilchman and Uphoff (1969). 

12. Ibid. 
13. For an interesting source that makes ideas on 

short-and medium-term economic strategy and pol-
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Designing Short- and Medium-Term
 
Economic Strategies
 

As soon as it was apparentthat Gen. Augusto Pinochethad been refused eight more years in power in a 
plebiscitelast Wednesday, Chileanoppositiongroups quickly reassuredbusinessmen that many of his eco
nomic policies would be maintainedonce democracy returnshere. The reactionwas understandable.... 
GeneralPinochetconstantlyremindedChileansof the country's recenteconomic growth-runningat 
about5.7 percent peryear for the past three years-andwarnedthat economic chaos wouldfollow his de
feat. 

-New York Times, October 10, 1988 

Economistsarenot naive and do not need textbooks to be convincedabout the complexity level involved in 
the economic development process. They know there is no magicformula; that there is no combination of 
one or two oreven ten or twelve policy instrumentswhich, once applied in the right order,can ensureeco
nomicgrowth. 

As the above report from Chile indicates, public and 
private sector managers must think carefully about 
the changing economic conditions in which they 
operate and the policies they might face under dif-
ferent regimes. Those who cannot cope with eco-
nomic change create serious risks for their 
organizations. Unfortunately, as Arnold C. Harber-
ger says, there are no recipes for the development of 
economic policy. Even during the relative stability 
of the 1960s ard 1970s. the task of anticipating eco
nomic policies and adapting organizations to 
change was not an easy one. Since the world eco
nomic collapse of the 1980s, this job has become even 
more difficult. 

However, there are frameworks that may help 

-Arnold C. Harberger * 

managers organize information about the possible 
causes of economic problems and the probable 
short- and medium-term strategies and policies 
their governments might pursue. The purpose of 
this chapter is to provide readers with further expo
sure to general frameworks, introduced in chapter 
1,to help them assess the implications of these diffi
cult issues for their organizations., 

A Framework for Analyzing Economic Strategies 

Characteristics of the economy. Both the relative 
size of their economies and the relative importance 
to them of world trade help to explain some of the 

42Z• World Economic Growth (San Francisco: ICS Press, 1984), p. 
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differences in economic behavior among countries, 
Large and relatively closed economies like the 
United States may respond positively to certain eco-
nomic policies, while these same policies may lead 
to opposite results in the more than 70 small coun-
tries with more open economies, such as Honduras, 
Zambia, and Hong Kong. 2 

During the period between the Great Depres-
sion and the 1950s, world econom c thought was 
dominated by the ideas of John Maynard Keynes.3 

Few economists, until quite recently, were inter-
ested in understanding some ofthe differences in the 
way small and relatively open, developing-country 
economies respond to economic policy. Keynesian
theory did influence the design of national economic 
policy in many developing countries. However, the 
financial imbalances experienced by many of the 
small open economies that had applied Keynesian 
policies prompted professionals from the Interna-
tional Monetary Fund and such institutions as the 
University of Chicago to develop new perspectives 
based on what is now called the "monetary ap-
proach to balance of payments." '4 

Using the new frameworks economists noted, 
for example, that large and relatively closed econo-
mies responded to expansionary monetary and fis-
cal policies quite differently than their smaller and 
more open neighbors. Keynesian theory had made 
the general case that monetary policy could be used 
to offset economic cycles in the following manner, 
During a decline in economic activity, the money
supply could be expanded. The increased liquidity
would then help reduce interest rates, encourage
domestic demand, and--without generating infla-
tion-stimulate economic recovery until full capac-
ity was reached. However, the same countercyclic 
monetary policy in the open economies of develop-
ing countries produced different results, depending 
upon the level of sophistication of the small 
country's financial market. For example, in small 
and open econemies with relatively well-developed 
financial markets, excess liquidity generated
through c-xpansionary monetary policy also helped
reduce domestic interest rates. However, instead of 
responding to the stimulus of lower interest rates to 
increase domestic investment, many third world 
businessmen simply moved their capital out of the 
country in search of higher profits elsewhere. 

In small and open economies with poorly devel-
oped financial markets, the results were even more 
perverse. Expansionary monetary policy helped cre-
ate excess liquidity in the hands of the publi. Tids 
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new purchasing power was translated into a grow
ing demand for goods that could not be produced 
internally. The result was often additional imports,
which could be financed without inflation-until 
the country's international reserves were used up.

Economists also noted that the sources of eco
nomic imbalances were often different depending 
upon a country's size and degree of economic open
ness. For example, while large and closed economies 
were hardly immune to imported inflation, their 
smaller, more trade-dependent neighbors imported 
even more inflation because their total imports were 
an even larger percentage of total gross domestic 
product (GDP). In the larger and more closed econ
omies, more frequently than in the smaller ones, the 
causes of inflation were found in domestic policies 
to stimulate demand. 

Finally, certain polici-s appeared to have a more 
immediate impact in small, open economies than in 
large and closed ones. For example, since small and 
open economies had little influence on the world 
price of their exports, devaluation became a short
term policy alternative to restore export-sector prof
itability, since international price increases did not 
compensate quickly for the inflation created by fi
nancial imbalances. 

A framework for diagnosing short-term economic 
problems and policy responses. The effects of 
short-run economic problems and the policy re
sponses to correct them in small and open econo
mies can h traced with the assistance of a
 
framework based on four elements: production, fis
cal policy, monetary policy, and balance of pay
ments. Production and balance-of-payments levels
 
reflect the performance of the economy, whereas
 
fiscal and monetary policies show the types of in
volvement available to the state to influence the
 
behavior of the first two elements.
 

While this framework overlooks many eco
nomic variables, it can provide a quick assessment 
of the way in which problems like inflation might
jeopardize exchange-rate stability and lead to finan
cial and economic collapse. The framework (sum
marized in figure 2.1) requires information from the 
following sources, published periodically in most 
countries by the central bank or the ministry of 
planning: (1)national accounts showing the perfor
mance of GDP and its components; (2) public-sector 
revenues and expenditures; (3) the monetary picture
showing the performance of the national financial 
system; and (4) balance-of-payments data recording 
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FIGURE 2.1 Short-Term Economic Problems: A Framework for Aihalysis 

Supply Distribution Demand 

Agriculture Salaries and wages Consumption 
Industry Interest Investment 

Construction Rent depreciation Exports 
Services Taxes minus imports

Dividends
 
Profits
 

Gross domestic produc& 

Reserves or 
foreign resources 

Fiscal policy Monetary policy Resources 
versus 

Domestic iesources Fiscal deficit 
and financing 

Financial-system 
balance 

credit 
demand 

Financial imbalance 

A Imports 
Balance of payments Inflation Devaluation 

V International D 
reserves
 

NOTE: A means rising; V means declining. 
SOURCE: Noel Ramirez. 

the country's trade and financial operations with the price-level changes are taken into account; or at 
rest of the world. constant prices, for instance "at 1950 prices," where 

real production levels are shown without the distor-
Gross domestic product (nationalaccounts). GDP tions due to price changes. For example, if a country

data are used to observe changes in a country's produced 100 tons of wheat in 1986, when the unit 
levels of economic activity. GDP is typically mea- price was 2 pesos, and in 1987 earned an income of 
sured either at current prices, that is to say, when 400 pesos with the same production level, then GDP 
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growth at constant prices was zero, although it in-
creased 100 percent at current prices, 

GDP can be reported from three different, 
though complementary, perspectives. The supply-
side approach measures the net contribution gener-
ated by each sector of the national economy 
(agriculture, industry, construction, and services),
The demand-side approach measures how national 
production is used (public and private consump-
tion, plus public and private investment, plus the 
result of exports minus imports). Finally, GDP can 
be measured by calculating its distribution among 
factors of production (wages, rent, interest, and 
profits) and returns to the state in the form of taxes. 

Each measure of economic activity offers a dif-
ferent perspective. For instance, supply-side calcu-
lations permit observation of rates of economic 
growth by sector and identification of specific secto-
ral problems. Demand-side observations allow a 
review of the mix of resources allocated to future 
growth through more current investment versus 
higher current levels of consumption. 

Fiscalpolicy. Analysis of fiscal policy provides an 
overview of the structure of public spending and 
taxation, the size of the fiscal deficit and, more im-
portant, how this deficit is financed. Fiscal deficits 
are normally calculated as a percentage of GDP at 
current prices. The idea is to avoid confusing the 
growth of the deficit in absolute terms with changes 
in the real burden a nation may accumulate if the 
deficit actually increases as a percentage ot GDP. 
Such deficits can be financed either with foreign 
resources directly contracted by the government-
for example, loans from international commercial 

banks to the ministry of finance-or with domestic 

resources, such as those received from the national 

banking system. 


According to the monetary approach to the bal-
ance of payments, fiscal deficit financed with foreign 
resources are not a source of price instability. I ie 
reason given is that the deficits could finance addi-
tional imports to face increased demand, leaving 
domestic prices unaffected. On the other hand,
should the deficit L'e financed by increasing the 
money supply, this increase in domestic demand 
could unleash an inflationary process, since there 
would not be an equivalent increase in the supply of 
goods. 

Monetarypolicy. In a closed economy the mone-
tary authority controls liquidity through open-mar-
ket operations, legal reserve requirements, and 
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portfolio ceilings. The same tools can be used in 
open economies. However, according to the mone
tary approach, only credit can be controlled and, 
through it, the level of foreign reserves, since liquid
ity is determined by the general public. The financial 
system can sustain a specific level of domestic credit 
by making use of foreign debt, international re
serves, domestic resources backed by national pro
duction, and monetary emission. In this approach, 
only the last source of financing is thought to be 
inflationary. 

In order to know for sure what type of resources 
have been used to finance a fiscal deficit, it is neces
sary to take a look at the overall monetary picture, 
including the borrowing practices of the central 
bank. The monetary picture reflects the general 
credit policy being implemented.5 

These data can be observed through studying a 
balance sheet for the financial system. The system's 
assets typically include private and public credit 
balances; its liabilities are comprised of both foreign
and domestic resources. Domestic resources include 
both money, consisting both of cash and of highly
liquid demand deposits; and quasi-money, whichincludes time deposits, bonds, and any oth 'rela
tively illiquid securities existing in the marketplace. 
Money and quasi-money combine to form liquid 
assets, that is to say, the total domestic liquidity 
existing in an economy at a given time. The total 
demand for domestic credit can be sustained not 
only by domestic resources but also by a country's 
international reserves. 

While domestic resources are the soundest 
source of financing a country's economic activity, 
they can also generate financial instability. For ex
ample, if nominal credit grows at a faster pace than 
GDP, the consequences often are: (1)a higher level 
of foreign indebtedness; (2) a loss of international 
reserves; or (3) a squeeze at the domestic price level 
(inflation), once alternatives 1 and 2 have been re
sorted to. These inflationary results are one of the 
reasons why countercyclic monetary policy does not 
appear to be an efficient tool to offset economic 
cycles in small and open economies.6 

Foreignsector.The last element in the framework 
is the foreign sector, whose behavior is reflected in 
the country's balance of payments. The balance of 
payments, as shown in table 2.1, is made up of three 
parts: (1) the "current account," recording the 

country's imports and exports of goods and ser
vices; (2) the "capital account," which includes the 
net movement of public and private capital (with
drawals minus amortizations); and (3) changes in 
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TABLE 2.1 	 Composition of a Country's 

Balance of Payments 


1. Real portion Imports and exports 

("current account") 


2. Financial portion Net capital movement 
("capital account") (official and private 

capital) 

Errors and omissions 

in net 	 Real portion
3.hain 	 +us 
international 	 + 

reserves 	 financial portion 

SOURCE: Noel Ramirez. 

net international reserves. If the first two accounts 
generate a surplus, then international reserves in-
crease. In the opposite case, reserves are reduced by 
an amount equal to the existing deficit. 

Economic strategies and policies aiming at off-
setting a country's financial imbalances through the 
balance of payments, leaving domestic price levels 
unaffected, cannot be implemented indefinitely, 
Once reserves are depleted and more foreign bor-
rowing is not feasible, the government faces the 
following dilemma. Either it must implement a sta-
bilization program-which will safeguard the 

country's financial and exchange-rate stability at the 
expense of slower economic growth and more un
employment--or it can continue the expansionist 
policies that depleted its reserves, and spark an in
flationary process that will maintain employment in 
the short run at the expense of the country's me
dium-term financial stability. Neither choice pro
vides an effective long-term solution. 

Using the analytical framework: Nicaragua 1976
1979. To illustrate how the framework can help trace 
the impacts of economic problems and policies, let

observe some interesting economic changes that 

took place in Nicaragua during the last three years 
before the Somoza government fell as a result of the 
Nicaraguan revolution. Table 2.2 shows the budget
ary operations of the Nicaraguan government in the 
years 1976 through 1978. 

In Nicaragua the fiscal deficit grew rapidly be
tween 1977 and 1978. The increase of over 700 mil
lion cordobas in current government expenditures 
was the consequence of mounting pressure on the 
Somoza government to maintain itself in power 
while the revolution was in progress. However, in 
1977 the government managed to secure the re
sources needed to finance the deficit from foreign 
sources. Due to the difficulty in getting foreign re
sources in 1978, the deficit for that year had to be 
covered with domestic financing. An analysis of the 
balances of the national banking system for 1976-

TABLE 2.2 Nicaragua: Budgetary Operations of Central Government, 1976-1978 
(millions of cordobas) 

Item 

Ordinary revenue 
Current expenditures 
Current savings 
Capital expenses 
Deficit (-) or surplus (+) 
Financing 

Foreign net 
Withdrawals 
Amortization 

Domestic net 
Central bank net 
Income tax retention 
Floating debt 
INSS a 
Other 

1976 1977 1978 

1,527.3 1,795.7 1,621.3 
1,210.2 1,539.1 1,979.4 

317.1 256.6 -358.1 
813.1 1,301.0 825.7 

-496.0 -1,044.4 -1,183.8 
496.0 1,044.4 1,183.8 
369.1 978.8 69.1 
470.4 1,151.8 381.6 

-101.3 -173.0 -312.5 
126.9 65.6 1,114.7 
42.7 16.4 636.3 
36.0 39.8 103.7 
45.9 28.1 318.2 
25.0 29.0 39.0 

-22.7 -47.7 17.5 

a. Instituto Nicaraguense de Seguridad Social (Nicaraguan Institute for Social Security). 
SOURCE: Central Bank of Nicaragua. 
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TABLE 2.3 Nicaragua: Sources and Uses of Funds of the Banking System, 1976-1978 
(millions ofcordobas) 

-Item 

Sources
 
Cash 

Demand deposits 

Time and savings deposits 

Deposits of other financial 


institutions in the central bank
 
Capital and reserves 

Government credit 

FED (credit net)a 

Foreign resources
 

Short-term 

Long-term 

Other 


Uses 
Domestic credit 
Central government (net)

Official entities 

Other financial institutions 

Private sector 

Other assets (net) 

Gross reserves 


a. Fondo Especial de Desarrollo (Special Development Fund).
SOURCE: Central Bank of Nicaragua. 

1978 reveals that domestic credit increased by over 
1,900 million cordobas (see table 2.3). While this 
could have fueled an inflationary process, it was 
basically financed by foreign resources and interna-
tional reserves so that, in 1978, inflation in Nicara-
gua was only 4 percent. 

As table 2.4 re veals, Nicaragua had a trade sur-
plus of US$92 million in 1978 but also lost approxi-
mately US$224 million in international reserves. The 
main cause ofthis loss of reserves was private capital
flight. This case hints that the crisis reflected in the 
balance of payments apparently did not stem from 
excess demand, and consequently from excess im-
ports, but from a political crisis, the Nicaraguan
revolution. 

Imported inflation. To complete our discussion of
the framework, it is necessary to recognize that im-
ported inflation is often a major source of financial 
instability in small and open economies. 7 

When the source of a country's financial insta-
bility is largely imported, but the solutions applied 
are relevant only to control domestically caused 

1976 1977 1978 

639.4 701.2 896.2 
1,036.0 1,084.7 1,001.6 
1,076.2 1,147.9 991.2 

46.8 48.8 39.5 

525.1 538.6 587.9 
60.2 61.4 61.4 

106.3 170.4 249.7 

712.3 1,096.6 2,072.6 
456.1 396.4 399.8 

8.9 65.1 72.3 
Subtotal 4,667.3 5,311.1 6,372.2 

75.7 145.1 724.1 
19.0 22.4 55.4 
51.7 59.2 492.7 

2,971.3 3,539.1 3,877.0 
458.9 391.5 656.1 

1,109.7 1,153.8 566.9 
Subtotal 4,667.3 5,311.1 6,372.2 

inflation, policy makers can unwittingly choke eco
nomic growth. For instance, if inflation has been 
brought about by a rise in oil prices, and policy
makers restrain domestic credit, they run the risk of 
bringing the country to a standstill. Thus it is useful 
to have a simple framework available to help trace 
the impacts of imported inflation as a source of 
financial instability. 

Imported inflation is determined by three basic 
elements: (1) the "import basket," that is, the per
centage of the total being imported from each par
ticular country or region; (2) the domestic inflation 
existing in each import-supplier country; (3) U.S. 
dollarfluctuationswithrespecttothird-countrycur
rencies. Table 2.5 provides an example of how to 
calculate imported inflation, which in this hypothet
ical case reaches 15.6 percent. 

If an economy's total inflation is 10.0 percent, we 
should estimate how much of the 15.6 percent im
ported inflation is contributing to that 10.0 percent.
An approximate answer is found by multiplying
imported inflation-let us call it 15.0 percent-by 
the ratio of imports to GDP. That is to say, if imports 
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TABLE 2.4 Nicaragua: Balance of Payments, 1975-1978 (millions of U.S. dollars) 

Item 1975 1976 1977 1978 
A. Goods, services, and donations -184.1 -38.7 -182.0 25.0 

FOB exports 374.9 541.8 636.2 646.0 
FOB imports -482.2 -485.0 -704.2 -553.3 

Trade balance -107.3 65.8 -68.0 92.7 
Service income 89.3 91.8 105.4 131.5 

Freight and insurance 15.2 12.8 16.3 14.9 
Travel 26.3 23.8 33.9 25.3 
Profits and interest 8.2 11.2 9.7 7.6 
Reinsurance 6.1 3.8 8.6 45.2 
Other 33.5 35.9 36.9 38.5 

Service outlays 182.8 197.5 230.6 258.5 
Freight and insurance 29.1 27.1 40.4 31.2 
Travel 32.3 35.1 46.3 59.8 
Profits and interest 61.3 78.0 78.0 101.2 
Other 60.1 57.3 65.9 66.4 

Balance of services -93.5 -105.7 -125.2 -127.1 
Donations (net) 16.7 10.2 11.2 9.4 

B. Private capital movement 44.5 26.8 -67.1 -282.5 
Direct investment 11.0 12.9 10.0 7.0 
Withdrawals on loans 10.0 15.0 16.0 13.9 
Amortizations -6.4 -6.0 -9.0 -16.8 
Commercial credit and other 29.9 4.9 -84.1 -286.6 

C. Official capital movement 112.2 65.3 196.4 43.2 
Withdrawals on loans 159.4 74.7 245.3 101.5 
Amortizations -20.3 -40.5 -50.2 -52.2 
Other *-26.9 31.1 1.3 -6.1 

D. Errors and omissions -4.3 -13.7 -3.9 -10.0 
E. Total balance (A+B+C+D) -31.7 39.7 -56.6 -224.3 
F. Change in net international 31.7 -39.7 56.6 224.3 

reservesa 

a. A (-) sign indicates an increase in reserves, and no sign means a decrease. 
SOURcE: Central Bank of Nicaragua. 

accounted for 50.0 percent of GDP, imported infla- mean it is irrational for policy makers to try to ration 
tion should have contributed 7.5 out of 10.0 percent foreign exchange when there are shortages. It sim
total inflation. This information is extremely critical, ply underscores the need for symmetry between 
since it lets one know how significant imported economic policies affecting domestic demand and 
inflation is as a source of the financial instability the those having an impact on supply. 
country is suffering, and hence how to provide an Now that a framework for tracing the causes of 
adequate solution to the inflationary problem. financial imbalances in small and open economies 

has been presented, let us review the different na-
General considerations of the framework. The tional strategies governments might implement in 
framework also helps to show the dangers of incon- the short and medium term. 
sistencies in macro policies. For example, if policy 
makers try to stimulate domestic demand with ex
pansionary fiscal and credit policies while restrain- National Economic Strategies 
ing imports, and if there is also a shortage of foreign 
exchange, an inflationary cycle may be generated General definitions. While some governments de
because the total supply of goods available to the fine their economic policy objectives with more clar
economy will not match demand. This does not ity than others, most stress one or more overall 
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TABLE 2.5 Calculating Imported Inflation (hypothetical example) 
(A) (B) 

Countries we 
import from 

Percentage 
we import 

Domestic 
inflation by 

country 
USA 50 10 
Japan 30 12 
Others 20 20 
Total 100 -
a. Devaluation of the dollar with respect to the yen by 10%. 
SOURCE: Noel Ramfrez. 

objectives such as economic growth, more even in-
come distribution, or broad versus narrow partici-
pation in economic and political processes. The
emphasis given each will guide national strategy in 
one direction or another. For example, from 1965 to 
1969 the government of Malaysia emphasized rapid
economic growth. Its policies were relatively consis-
tent with this overall objective and it had a great deal 
of success. After the race riots in May 1969, however, 
it altered its focus to combine growth and income 
distribution as major objectives. In contrast the Pol 
Pot regime's emphasis on a program of radical in-
come redistribution at the expense of economic 
growth in Kampuchea (Cambodia) in the 1970s, led 
it down a path of economic collapse and ostracism 
by many nations in the international community.
Finally, Sri Lanka in the 1970s emphasized partici
pation, growth, and income distribution. These 
broad choices, even when they are not made explic-
itly, help to structure the policy package that fol-
lows. Thus, managers must try to identify them. 

Once a general strategic direction is identified, 
managers might look at the fiscal, monetary, trade, 
wage, and exchange-rate policies governments use 
to try to implement the proposed strategy. While 
consistency among macro policies and between 
short-and medium-term strategies is one of the keys 
to a regime's success, it is by no means the norm. For 
example, it would be inconsistent for a government 
to encourage an export-promotion program in the
medium term while implementing inflationary pol-
icies that lead to an overvalued exchange rate-a 
disincentive to the export sector in the short run. 
However, for political reasons some governments
prefer short-term regime survival to long-term pol-
icy consistency. Managers need to be critically 

(C) (D=B+C) (E=AxD) 

US$ fluctuation 
with respect to 

other currencies Total effect 
Total 

weighted effect 
-

10a 
10 
22 

5.0 
6.6 

- 20 4.0 
- 15.6 

sistencies in policy and what these imply for their 
organizations. 

Short-term strategies. In the short term, that is to 
say, within 12 to 18 months, a government might
implement either of two economic strategies: on the 
one hand, growth through stimulating domestic de
maitd together with incentives to produce for the 
domestic or export market; or, on the other, when 
there is a lack of growth, a stabilization program to 
correct economic imbalances. However, when gov
ernments are capable neither of promoting growth 
nor of implementing stabilization to correct imbal
ances, they often resort temporarily to foreign bor
rowing and, in absence of this, to inflationary 
policies. 

Economic growth. GDP growth is attained by
expanding overall national production, increasing
factor productivity, or substantially improving 
terms of trade.8 Depending on the size of the econ
omy, and the productive sector's capacity to re
spond to economic policies encouraging
production, this strategy may turn out to be ex
tremely beneficial. However, in many countries, the 
capacity to increase production levels in the short 
term, even when installed capacity exists, is rela
tively limited by low productivity, lack of business 
confidence, and world market conditions. 

Stabilization programs. In the face of lack of 
growth, economic imbalances, and hyperinflation, 
many governments in the 1980s resorted to stabili
zation programs.9 The objective of stabilization is 
usually to correct economic imbalances, preserving
the country's financial stability and providing theaware of how governments view their short- and foundation for eventual economic recovery. Stabililong-term strategies as well as what their own time zation is often distinguished from structural adjusthorizons are. They need to be able to identify incon- ment, which is a medium-term effort to reorient the 
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economy based on its increased productivity and ing country resources to increase supply. Con
competitiveness in the world economy. versely, the World Bank focuses more on structural 

Both the International Monetary Fund (IMF) adjustment problems that can be solved only in the 
and the World Bank have played expanding but medium term through better utilization of a 
different roles in stabilization and structural adjust- country's resources. (See figure 2.2 for a review of 
ment.10 IMF programs are aimed primarily at reme- the roles and policies of these organizations.) 
dying short-term problems; they have the common Stabilization programs require difficult political 
objective of reaching price stability, which is at- and economic decisions, since they typically lead to 
tained through cuts in domestic demand, without increased unemployment, short-term reductions in 
paying much attention to the problem of reallocat- real wages, and cuts in government programs and 

FIGURE 2.2 Contrasting Economic Strategies of the International Monetary Fund and the World Bank 

Organization 
International 

Monetary Fund 
(IMF) 

World Bank 

Horizon K Short term - Medium term 

Objective Stabilization 
-- Structural adjust

ment based on 
comparative 
advantage 

Method Domestic demand 
reduction 

E Reduction in 
protectionism 

Results 

Pri-estability Resource relocation 
from protected sec
tor to comparative
advantage sector 

Profitable exports Larger exportable 
supply 

SouRCE~Noel Ramirez. 
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employment. In many instances, they require deep
devaluations and sharp declines in national liquid-
ity, which reduce the population's purchasing 
power. 

Orthodox stabilization programs follow the 
guidelines promoted by he IMF. But many coun-
tries with severe imbalances implement these pro-
grams without the IMF's resources and technical 
support. Unorthodox stabilization programs have 
been introduced by some governments in an effort 
to alleviate the social cost of tiaditional adjustment 
and to manage the adjustment in a more controlled 
fashion. Such programs are designed not only to
bridge the fiscal gap but also to protect high-risk 
poverty groups with special fast-disbursing pro-
grams of food assistance or small business loans. In 
addition, they aim to break the inflationary inertia 
by instituting regulatory mechanisms for more 
gradual changes in wages, interest rates, consumer 
prices, and exchange rates." 

Some countries have rejected both orthodox and 
unorthodox programs. They have tried to achieve 
economic stabilization merely through strong price
controls and fixed exchange rates to freeze imported
product prices. Often, however, the desired adjust-
ment has not been reached, and later they have had 
to adopt more orthodox programs. 

Usingforeign resources. When the above choices 
are not feasible, policy makers sometimes rely on 
foreign resource inflows, whether from borrowing, 
donations, or a greater infusion of foreign invest-
ment.12 While geopolitical factors sometimes make 
it possible to have easy access to foreign resources,
eventually limits are reached and a country's access 
is restricted. Furthermore, foreign resources have 
their political price and carry the risk of greater 
foreign dependence-a risk that must be balanced 
against the potential for generating growth and em-

ployment. 


Managers should bear in mind that different 

types of resources-bilateral versus multilateral aid 
flows, commercial versus concessional loans, more 
foreign investment versus less-carry different 
risks and benefits. These differences usually turn out 
to be very important in determining whether a 
government's short- and medium-term economic 
strategies will be feasible. 

Inflationarypolicies. If production cannot be in
creased in the short term and the country is unable 
to implement an adjustment program or to secure 
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enough foreign resources, governments sometimes 
resort to inflationary policies that jeopardize both 
financial and political stability.13 By and large, infla
tionary policies are based on political and social 
arguments about maintaining employment or stim
ulating demand to achieve rapid economic 
recovery. 

Often such policies degenerate into spiral hy
perinflation, as occurred in Bolivia (1983-1984) and 
Nicaragua (1987-1988), or earlier in Argentina (in
the 1970s). Such economic collapse has often forced 
governments to revert to stabilization programs. 

Short-term economic policies. Economic strategies 
are accompanied by specific fiscal, monetary, trade,
labor, and exchange-rate policies. Before looking at 
overall policy packages, a brief overview of these 
terms will be provided. 

Fiscalpolicies relate to the size and composition
of public current and capital expenditures and rev
enues, and to the distribution of costs and benefits 
of government spending and taxation. Fiscal policy
makers concern themselves with the size of fiscal 
deficits and how to finance them. They also make 
decisions about the size, productivity, and profit
ability of state-owned enterprises. 

Monetary policy determines the growth of liq
uidity in the economy and its relation to the overall 
growth of production. Through monetary policy,
decisions are made about the total magnitude of 
national credit and its distribution between the pub
lic and private sectors. In countries where thecentral 
bank sets interest rates, decisions are made about 
whether to encourage saving or consumption and 
whether to subsidize credit for specific sectors. 

Trade policy determines the way in which a 
country's goods and services will be valued in rela
tion to imports. Trade policy makers decide whether 
they will regulate the flow of goods and services in 
and out of the country through quotas and export 
incentives or tariffs. Where tariffs are used, policy
makers fix rates of nominal and effective protection. 
Finally, trade policy may include decisions about 
price controls in the domestic market and the extent 
to which there will be support prices and subsidies 
for local products. 

Labor policies include not only decisions about 
the generation of public and private employment 
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but the rules for provision of wages and benefits. 
Options for fixing minimum wages and for salary 
increases are usually reviewed on the basis of such 
factors as inflation indexes or productivity 
increases. 


Exchange-rate policy fixes the relationship be-
tween local and foreign currency as well as the rules 
for access to both. Policy makers decide whether to 
maintain a fixed exchange rate or a floating rate, that 
is, one basJ on market conditions or pegged to a 
single currency or to a basket of currencies. They 
also determine whether to maintain a single ex-
change rate for local producers or multiple exchange 
rates based on government priorities. Finally, they 
prioritize access to foreign exchange and decide how 
this proces, will be managed. 

The economic policies described above are often 
combined to produce the short-term policy pack-
ages described in the next section. 

Short-term economic policy packages. Stabilization 
policy packages. The objective of a stabilization pro-
gram is to control inflation and correct financial and 
economic imbalances.14 Typically, this objective is 
achieved by designing a policy package aimed at 
reducing domestic demand through a series of pol-
icy measures. 

In both orthodox and heterodox pI ograms, pol-
icy makers try to reduce fiscal deficits through cuts 
in public capital and current expenditure, service 
reductions, employee layoffs or hiring freezes, im-
provements in efficiency, tax increases, increases in 
user fees, and the sale and divestiture of state-owned 
enterprises. Adjustment programs that rely only on 
strong price controls and fixing the nominal ex-
change rate make little effort to reduce fiscal deficits. 

Stabilization programs are normally accompa-
nied by a reduction of monetary expansion through 
reducing levels of public- and private-sector credit 
and of public borrowing (especially from foreign 
sources). In orthodox programs this reduction in 
monetary expansion is reflected in real interest rate 
increases, while in unorthodox programs interest 
rates are managed within the boundaries set by the 
monetary authority. When stabilization is pursued 
merely through price controls, monetary expansion 
will continue. It often generates more inflation and 
areduction in real interest rates. When this is accom-
panied by controls on exchange rates, expectations 
about future devaluations encourage capital flight 
and the use of credit for speculative purposes. This 

often leads to further increases in interest rates. 
In the area of trade policy, stabilization pro

grams attempt to reduce consumer and producer 
subsidies. One of the major differences between or
thodox and unorthodox programs is that the latter 
programs attempt to regulate key prices-food and 
transport prices, for example-to reduce the adjust
ment cost to poverty groups. Stabilization programs 
normally do not attempt to reduce rates of nominal 
or effective protection or to change from quotas to 
tariffs. These later policies often occur in the more 
medium-term structural adjustment programs. Ad
vocates of the third approach recommend general
ized price controls, which, in turn, often lead to 
product shortages in official markets and thriving 
black markets. Furthermore, exchange-rate controls 
during an internal disequilibrium often cause a drop 
in export-sector profitability and a resulting decline 
in exports. Imports often become cheaper and their 
volume increases. Much of this stems from a failure 
to reduce the price inflation of nontradeable goods. 

During stabilization, wage adjustments are re
jected or at least controlled. This leads to sharp 
declines in both real wages and employment levels 
in the case of orthodox programs, and to attempts to 
maintain freezes within socially and politically ac
ceptable limits in the case of unorthodox programs. 
Changes in labor codes and in the overall structure 
of labor relations are often left for the more medium
term structural adjustment process. 

Finally, correcting overvalued exchange rates 
has been a key element in most stabilization pro
grams. Devaluations may be thought of as a tax that 
benefits the export sector and the government at the 
expense of the rest of the economy. Orthodox pro
grams often attempt large and infrequent devalua
tions or, through a crawling peg system, more 
frequent "minidevaluations." Heterodox programs 
often set temporary fixed exchange rates with peri
odic adjustments that can be normalized through 
minidevaluations or through a table of pre
announced adjustments called la tablita in Latin 
American countries. (See figure 2.3 for a review of 
policies.) 

While stabilization programs help correct im
balances, reduce domestic inflation, and recover ex
port competitiveness, there are many risks that 
accompany the process. For example, if the source 
of a country's disequilibrium is not excessive 
growth of domestic demand, but rather a deteriora
tion in the terms of trade, stabilization can create an 
unnecessary recession in the national economy. Sec
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FIGURE 2.3 Contrasting Policy Packages of the International Monetary Fund and the World Bank 

International Monetary Fund 

" Fiscal deficit reduction 

" Tax increases and/or expenditure reduction 

" Credit restraints 

I 


* 	To public sector 

To private sector
 

" 	Control on wage adjustments 

" 	Exchange rate adjustments 

I°°m~s~d~m~ndrducti~n I 

NOmE: A means rising; V means declining. 
SOURCE: Noel Ramfrez. 

ond, while stabilization can provide the basis of 
economic recovery, short-term unemployment may
increase substantially due to reductions in domestic 
credit and public spending. Finally, public expendi-
ture cuts usually take place in social services, and 
such cuts place a special burden on high-risk, low-
income groups. Finally, adjustment, particularly in 
Latin America, has been achieved by a virtual paral-
ysis of public investment. This begins a cycle of 
deterioration in the public-sector infrastructure. 

World Bank 

e 	Improving efficiency and reducing public
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e 	Better efficiency in managing state-owned 
companies and/or better investment pro
gram I 

* 	 Liberalizing resources in favor of private
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Inflationarypolicy packages. When governments
have little success in generating economic growth
and little access to foreign resources, instead of opt
ing for stabilization they often choose inflationary 
policies that maintain them in power on a short-term 
basis. 15 Through this process, they maintain short
term employment by monetary emission and in
creased fiscal deficits while leaving the more serious 
consequences of their actions to future govern
menis. Thus they create excess domestic demand 
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through increased public expenditures, expanded 
credit, wage increases indexed to inflation, and 
maintenance of the current structure of consumer 
and producer subsidies. During the process the ex-
change rate frequently becomes overvalued, 

The choice of inflationary policies is not a long-
term solution since, at any rate, the employment 
thus created willbetransient rather than productive. 
Often governments prefer to avoid the social costs 
of adjustment while neglecting the social costs of not 
making it. Specifically, in many instances an ex-
change adjustment is delayed in view of the infla-
tion-induced social costs that would be generated by 
this measure, while no attention is paid to the costs 
derived from an overvalued exchange rate in terms 
of unemployment in the export sector and in the 
import-competing sector. 

If nominal interest rates are riot adjusted to re-
flect inflation, real interest rates may even become 
negative. Debtors become better off and creditors 
often go bankrupt. All of this causes a serious dete-
rioration in financial intermediation and fuels infla-
tion further. The public has little incentive to save. 
Increases in the consumption of durable and even 
nondurable goods take place. Fhe public switches 
preferences from time deposits to more liquid finan-
cial instruments. The domestic resources of the fi-
nancial system decline in real terms, although they 
might grow nominally. The financial system's capa-
bility to finance investment projects declines, and 
this exacerbates the imbalances between supply and 
demand for goods and services. Thus, the attempt to 
avoid the cost of adjustment through inflationary 
policies may lead to more serious costs later. 

Policiesfor the use of foreignresources. In the 1970s 
it was common to hear that, when a country's debt-
service payments reached more than 20 percent of 
its exports, it had exhausted its capacity for addi-
tional borrowing. In the 1980s the debt crisis and 
political considerations have made such rules of 
thumb obsolete. While a burden of foreign debt 
service above 20 percent of exports is a serious one, 
it does not neccssarily stop governments from bor-
rowing when foreign resources are available or from 
finding cr'ative means to reschedule or repay debt 
in order to receive additional foreign resources. Pol-
icy makers who look for more foreign resources 
reason that, if they are used rationally, they will 
generate future GDP growth. Consequently, repay-
ing this debt will be much less costly economically 
and politically than stabilization or inflationary 
policies. 

To understand a government's policies about 
foreign borrowing, managers must recognize that 
countries do not go bankrupt nor are there foreclo
sure proceedings. While in the early 1900s, foreign 
powers seized defaulting countries' customs houses 
to gain control of tax revenues, overt foreclosures are 
very uncommon in the 1980s. The risks of nonrepay
ment today are poor credit ratings, reduced new 
financial flows, and financial and trade embargoes. 
Instead offoreclosures, a series of new initiatives has 
been proposed: debt equity swaps; limiting debt 
service to a fixed proportion of exports; negotiating 
regional or bilateral agreements to lessen debt bur
dens; special treatment for high-risk poverty coun
tries; debt rescheduling; and outright defaults. 
There is to date little consensus about the effective
ness of these measures or any clear sense of which 
will predominate. Once governments obtain foreign 
resources, the short-term impacts look like those 
seen when production is increased, since foreign 
resource inflows play a role similar to the net gain 
obtained from a positive change in terms of trade. 
However, governments are expected to convert this 
inflow into more self-sustaining growth. 

Policies to stimulate economic growth. Sustainable 
growth with substantial new employment is one of 
the most desirable alternatives a country can 
achieve. During the last 25 years, as we saw in 
chapter 1,some countries reached this goal through 
an import-substitution process, while others at
tempted export-led growth. While governments 
must begin to generate growth either with short
term actions which are implemented in the first 12 
to 18 months, or with import substitution or export
led growth, these later concepts are better explained 
in the context of medium-term strategies. 

Medium-term strategies. Since the end of World 
War II, governments have attempted two general 
types of medium-term economic strategies: in
wardly oriented strategies based on import-substi
tution processes with protectionist devices; and 
outwardly oriented strategies based on an export 
orientation. Switching from an inward to an out
ward orientation is sometimes described as achiev
ing a more "neutral" trade orientation, since the 
attempt is to equalize incentives to produce in both 
domestic and foreign markets. This process is well 
described by Gustav Ranis: 

Such a move should of course be aided by a 
change in public policies. Any orientation to
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ward international markets on a competitive 
basis requires reducing protection, adopting and 
keeping more realistic exchange rates and inter-
est rates which are closer to their shadow price,
and constantly resisting the temptation of artifi-
cially lowering agricultural trade terms in the
domestic market.16  

Import substitution. During the period after 
World War II, policy makers in many developing 
countries were enticed by the idea of building a 
domestic industrial base to substitute the import of 
industrial goods. The logic behind the process, as 
described byJohn Fei and Gustav Ranis, was that the 
excessive labor supply in the rural sector could be 
transferred to the modern manufacturing sector, 
-,.hilekeeping theirwages basically constant.17 Since 
prod-activity would be increased because the capi-
tal/labor ratio in industry declined, business could 
amass profits needed to finance local investments, 
which in turn would foster economic growth. Based 
on this logic, policy makers were willing to throw 
up tariff barriers to protect infant industries. Many 
countries including India, Pakistan, Brazil, Mexico, 
and indeed most of Latin America, achieved solid 
rates of GDP growth by adopting this model. 

Export promotion. As experience with the im-
port-substitution model accrued, many critics ar-
gued that in countries with an abundance of labor, 
import substitution caused economic returns to shiftaway from labor and toward capital, thus hinderingthe development of the dynamic domestic market 

promised by its advocates. In its place the critics 
advocated outwardly oriented economic strategies 
because producing for a large world market, they 
thought, would better absorb excess labor and im-
prove income distribution-as it had in fact done in 
countries like Singapore, Hong Kong, Japan, Korea 
and Taiwan. In the case of small, open economies,there were three reasons why the advantages would
be even greater: (r) the foreign market would induce 
an increase in expoitable production based on the
country's comparative advantage; (2) this would
absorb surplus labor which in turn would create abetter functional income distribution;and (3)better
income distribution would develop the domestic
market as a complement to the world market. 

Medium-term economic policies. Import-substitu-
tionpolicies.The policies associated with import sub-
stitution, unlike short-term policies, tend to modify 
the economic structure and incentives in a more 
permanent direction. Typical policies have been: (1) 

tax incentives for import-substituting industries; (2)
subsidized credit; (3) duty-free imports of capital
goods; (4) quotas or high rates of effective protection 
on imports of goods thatare already being produced 
locally; (5) minimum wage policies for industrial 

labor; (6) overvalued exchange rates; and (7) subsi
dized food and transportation for urban workers. 

While import-substitution policies did help to 
produce high rates of GDP growth in many coun
tries, there were substantial criticisms. It was argued 
that, first, the overvalued exchange rates and duty
free import of capital goods created a capital-inten
sive bias. This cheapened imports and reduced 
export-sector profitability. All of this led to deterio
rating trade balances and increased relative price 
distortions. Second, subsidized interest rates often 
became negative in real terms. The result was in
creased demand for credit and a disincentive for 
savings. Under these circumstances, the public often 
switched its preferences to shorter-term financial 
instruments. This made it harder for the financial 
system to provide resources for productive invest
ment projects. (The process is known as "financial 
disintermediation.") Third, the quality of domestic 
industrial goods produced under high levels of pro
tection was not equal to the quality of equivalent 
foreign goods. Fourth, tariff barriers and quotas 
helped create active black markets for imported 
goods. Fifth, capital-intensive production made it 
difficult to absorb excess labor in modern industry,because production/ employment elasticity decreased while the investment/employment ratio in

creased. As a consequence, market forces depressed 
wages, forcing governments to set minimum wages 
at levels above marginal labor productivity. This 
created even greater distortions in the relative prices 
of capital and labor. Indeed, if one accepts the 
Stopler and Samuelson theorem, which states that a 
rise in the relative price ofone product increases the
return to the input used most intensively in theproductive process in real terms, then import substi
tution contributed to a deterioration in the func
tional distribution of labor income because itincreased the relative price of capital-intensive
goods.18 Sixth, an inefficient, protected industrial 
sector had to be supported by export agriculture at a time when world overproduction and poor pricesmade this a questionable long-term proposition. Fi
nally, for small developing countries there was no 
new source of growth and employment once indus
trial goods were substituted in the domestic market. 

Export policies. Export-oriented strategies are 
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based on concepts of economic efficiency and com-
petitiveness in the world market. 19 The policies most 
closely associated with an export orientation are 
part of the structural adjustment process described 
earlier (see figures 2.2 and 2.3). Fiscal policy empha-
sizes improved productivity and efficiency in the 
public sector as well as the reduction of the size of 
the state through privatization of state-owned com-
panies and services. Monetary policy includes let-
ting the money supply grow at a rate roughly equal 
to GDP growth, increasing credit for the private as 
opposed to the public sector, and increasing real 
interest rates. Trade policy emphasizes the liberal-
ization of foreign and domestic trade. Reducing 
quotas, substituting quotas for uniform tariffs, and 
reducing effective rates of protection are also corner-
stones of such a trade policy. Removal of producer 
and consumer subsidies are considered essential to 
help in the efficient reallocation of society's re-
sources. Flexible as opposed to minimum wages and 
benefits are normal components of labor policy. Fi-
nally, real (as opposed to overvalued) exchange 
rates are considered essential to the process. 

As noted in chapter 1, the evidence favoring 
outwardly oriented strategies is impressive. The 
World Bank and other sources have shown that 
countries that adopted strongly outwardly oriented 
strategies had higher rates of GDP growth, lower 
unemployment, and more equitable income distri-
bution than their more inwardly oriented neigh-
bors.20 Nonetheless, many policy makers in 
developing countries express the following doubts. 
First, the rising wave of protectionism in the indus-
trial countries raises serious questions about the 
viability of outwardly oriented models. Second, 
there is fear that industrial overproduction of tex-
tiles, shoes, and other goods by developing coun-
tries will take place as it did in the export of 
agricultural primary products. Third, the most suc-
cessful developing countries with export strategies 
are in Asia. Policy makers from other regions ques-
tion whether such transformations can occur on 
other continents with different cultural characteris-
tics and modes of social organization. 

Strengths and weaknesses of short- and medium-
term economic strategies. A few general conclu-
sions can be reached about the strengths and 
weaknesses of the short- and medium-term policies 
discussed above. For example, stabilization pro-
grams often become necessary to correct imbalances 
and provide the basis for further growth. Normally, 
the costs of not implementing an orderly adjustment 

process are much higher than those derived from a 
stabilization program. However, stabilization has its 
risks. For example, a program intended to control 
imported inflation may actually create an unwar
ranted recession. During stabilization short-term 
unemployment actually increases. At the same time 
a very long stabilization program may become so
cially and politically explosive. 

Governments that cannot generate new growth 
and that are unwilling to mount stabilization efforts 
often search for foreign resources or try to protect 
short-term employment at the cost of generating an 
inflationary process. Such policies make it possible 
to postpone adjustment in the short run, but they 
never become substitutes for real economic growth. 

Governments committed to generating new 
growth attempt to do so through either inwardly or 
outwardly oriented economic policies. Import sub
stitution is relatively easy to implement at first, since 
it focuses on producing nondurable consumer 
goods, whose technological requirements are less 
complicated than for many other products. This 
initial stage tends to elapse relatively quickly, due to 
the smallness of the domestic market, particularly in 
countries with populations under ten million. While 
there may be major growth in the industrial sector 
at this stage, this growth does not keep pace with the 
need for new employment. Finally, the process rein
forces a bias against exports. 

Export promotion has potential for long-term 
sustained growth because it builds upon the capac
ity of world rather than domestic markets. Out
wardly oriented strategies generally reduce 
distortions in relative prices. They favor the genera
tion of productive employment and improve func
tional income distribution. However, export 
promotion is not without its risks. For example, the 
protectionism currently existing in industrialized 
countries can significantly reduce the opportunities 
offered by the international market. Finally, the tran
sition from import substitution to export promotion 
must be made in such a way that costs, which are 
always present, do not destroy the political feasibil
ity of the necessary adjustment process. 

The problem of policy sequences in structural ad
justment. The appropriate sequence of policies in 
stabilization and structural adjustment is a hotly 
debated topic. Many students of the subject ai'gue 
that stabilization must precede structural adjust
ment.21 Others, citing the Bolivian liberalization ef
fort (1985-1988), indicate that stabilization and 
adjustment can be combined successfully.22 
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There is increasing but not totally conclusive 
evidence to indicate that implementing some stabi-
lization policies before others can increase the social 
costs of the process and sometimes actually reverse 
it. For example, in Argentina and Uruguay liberaliz-
ingcapital transactionsbeforecurrent account trans-
actions helped contribute to capital outflows and a 
setback in stabilization. 23 A plausible sequence for 
liberalization has been proposed by Anne Krueger.
It starts with 

current account transactions, agricultural pric-
ing, and domestic labor and capital markets, 
leaving capital account transactions initially sub
jecttocontrols.Thesecontrolswould beremoved 
(gradually? suddenly?) in a second stage of lib-
eralization, once domestic resources had re-sponded to altered policy signals.24  

Since a clear consensus about sequencing has 
not emerged, it is essential to think carefully about 
the characteristics of each country rather than to 
apply simple recipes. 

Conclusions 

This chapter has provided frameworks to help man-
agers analyze short- and medium-term economic 
problems and the strategies and policies govern-
ments have most frequently employed to help cor-
rect them. We saw how a country's size and 
openness are important determinants of the ways in 
which strategies and policies can be employed. It 
should be clear from the review of policies and 
strategies that all options have their potential risks 
and benefits. Neither managers nor their govern-
ments will encounter risk-free options. 

A few conclusions can be reached about short-
and medium-term economic policy and strategy. 

1. When a country is suffering from eco-
nomic crisis, instant recovery can hardly
be expected. Instead, a slow and painful 
readjustment is often the norm. These 
transformations have taken a minimum 
of 10 to 15 years in some of the successful 
Asian countries and, more often than not, 
even longer. 

2. When a country's economy is stagnant 
and policy makers cannot secure foreign 
resources, they sometimes prolong the 
illusion of prosperity through inflation-
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ary policies. Eventually, however, real 
aggregate demand will be reduced and 
living standards will fall with or without 
the presence of the IMF-sponsored stabi
lization programs. Adjustment is inevita
ble. The true dilemma is not between 
making a domestic adjustment or not 
making it, but rather between making it 
in an orderly fashion or simply letting it 
arise in an uncontrolled manner. Disor
derly adjustment often turns out to be 
more costly in view of the uncertainty 
created in the economic system. 

3. While the social costs of stabilization are 
high, some governments have used spe
ciahpoms omnmethe negatiecial programs to minimize the negativeimpacts on high-risk poverty groups. 

While such program efforts are relatively 
new and controversial, their potential to 
soften the social costs of adjustment 
should be explored further. 

4. When world or national economies are 
growing rapidly, everyone pays less at
tern, on to frameworks for understanding 
the government's options for national 
economic policy. However, the frame
works presented in this chapter have spe
cial relevance when economies are in 
crisis. 

Governments, in crisis often try first to
 
secure foreign resources and then choose
 
between inflationary policies and stabili
zation programs. At this point, cultural,
 
social, and political differences become
 
so complex that it is difficult to predict
 
how countries will respond. According

to some sources, emergent democracies
 
and populist governments, like Alan

Garcia's Peru, have been unwilling or
 
unable to implement stabilization pro
grams; while authoritarian govern
ments, like Chile under General
 
Pinochet, have opted to preserve the
 
nation's financial stability in spite of ex
cessive social costs. Yet many of the ex
periences of the 1980s throw classic
 
generalizations about regime and proba
ble economic strategy into doubt. For ex
ample, Bolivia (1985-1988) and Gambia
 
(1986-1988) implemented shock-type
 
stabilization and adjustment programs
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under conditions ofdemocratic rule with 
relatively little social upheaval and with 
relative success. The implication is that 
managers must be pragmatic. They must 
be aware not only of what economic 
strategies governments might employ 
but of their feasibility in the political, 
social, and cultural contexts in which 
they must be employed. They can help 
themselves more through using frame-
works that permit them to adapt their 
knowledge to specific situations than by 
following rigid rules about how key ac-
tors will behave and what will work. 

This chapter has expanded upon the general 
framework for analysis presented in chapter 1 by 
developing an economic perspective in more detail. 
The next chapter discusses the detailed political con-
sequences of economic action- It provides frame-
works to help managers identify which groups 
perceive themselves to be winners or losers as the 
result of economic policy. It looks at the strategies 
and tactics governments use to make policies more 
economically and politically feasible. After review-
ing frameworks to assess both the economic and 
political consequences of national policies, manag-
ers should be in a better position to participate intel-
ligently in policy dialogue and to anticipate some of 
the consequences of changes in government policy. 

Notes 

Works citedonly by authoranddatearefidly listed in the 
bibliography at the end of this book.a 

1. See also Noel Ramirez (1987b). 
2. A country's openness is strongly influenced 

by the relative importance of its external sector. 
Good indicators of the degree of openness of an 
economy are its exports as a proportion of its gross 
domestic product (GDP), or its total trade (imports 
and exports) as a proportion of GDP. A second 
important factor is the country's ability to affect 
terms of trade in the world market, more specific-
ally, the prices of its imports and exports. The ones 
that can affect world markets for their products have 
different options from the ones that cannot. For 
interesting literature on the problem of size, see B. 
Jalaii (1982) and the special 1980 issue of World De-
velopment, vol. 8, no. 12 (Dec.) called "Islands," as 
well as S. Kuznets (1960). 

3. John Maynard Keynes ([19361 1964). 
4. According to the monetary approach to the 

balance of payments, in the case of small and open 
economies with a fixed exchange rate, increases in 
the rate of expansion of domestic credit above the 
level of demand for money will lead to a propor
tional loss in the level of international reserves with
out affecting domestic price levels, which are 
exogenously determined by world inflation rates. 
This approach to the balance of payments stemmed 
from a model developed by the International Mon
etary Fund (IMF), based on earlier work by Dutch 
theorists. However, the approach was given its 
strongest push in the late 1960s by Harry G. Johnson, 
Robert Mundell, and their students at the University 
of Chicago. Its basic assumptions are as follows. 

1. First, it is assumed that the demand for 
money is a stable function of a few fac
tors, which in turn must remain rela
tively constant throughout time. 

2. 	 It is also assumed that there is a "perfect 
capital mebility," in the sense that for
eign and domestic bonds are perfect sub
stitutes, which means that interest rates 
should be the same since there is no un
certainty about the exchange rate. 

For more recent applications see, among others, R. 
Dornbusch (1980), Jacob Frenkel and Harry Johnson 
(1976), and International Monetary Fund (1977). 

5. 	From the government's point of view, foreign 

borrowing can be viewed as a domestic resource. 

Such a thing happens when the central bank bor
rows abroad to subsequt:ntly provide this financing 
to the central government. In this case, although 
appearing as "domestic resources" in government 
financial operations, these are actually "foreign re
sources." In the second place, when the World Bank 
finances the government and the latter uses its inter
national reserves to back the loan, these resources, 
while actually being "domestic," would not be infla
tionary, although they would have a negative im
pact on the country's level of international reserves. 
In the third place, the president of the central bank 
might face the need for financing a fiscal deficit 
without access to foreign credit and with interna
tional reserves unavailable. In this situation, thecen
tral bank might decrease credit to the private sector 
and use these resources to finance the deficit. In this 
case, the economy's liquidity would not be affected, 
and hence a short-term price effect should not be 
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expected. In the medium term, however, a pressure 
on domestic prices could be anticipated, particularly
if the financial deficit had been caused by higher 
public spending which would generate more de-
mand, and if credit denied to the private sector was 
originally destined to finance productive activities 
that contributed to domestic supply. On the other 
hand, it could also be possible for the central bank 
to resort to monetary emission instead of restraining 
credit to the private sector, in which case the liquid-
ity of the economy would have an upsurge and 
inflation would then appear more rapidly.

6. See, among others, E. Fernandez (1970),
Frenkel and Johnson (1976, 1978). See also Iliana 
Cardoso and R. Dornbusch (1980). 

7. See Weintraub, Cline, and Associates (1981).
8. See Arnold C. Harberger (1984). Also see 

Hollis Chenery et al. (1986). 
9. William Cline and Stanley Weintraub (1981).

See also Economic Commission for Latin America 
(ECLA 1986). 

10. For a good description of the roles of each 
organization, see V. Corbo et al. (1987). 

11. See, for example, Nissan Liviatan (1988) or S. 
Fisher (1987). 
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12. For interesting discussions of the issue of 
third world debtand options for managing the prob
lem, see Jeffrey Sachs (1987) and Weintraub, Cline, 
and Associates (1981). 

13. For a good discussion of causes of inflation 
and anti-inflationary policies, see Phillip Cagan 
(1979). 

14. Cline and Weintraub (1981).
15. For discussion of alternative means of con

trolling inflation see, for example, Fisher (1987).
16. Gustav Ranis (1987: 8). 
17. John Fei and Gustav Ranis (1964).
18. The Stolper and Samuelson theorem is par

ticularly interesting. See W. Stolper and P. Samuel
son (1949). 

19. Corbo et al. (1987). 
20. See World Bank (1988a) for a good review of 

the performance of outwardly versus inwardly ori
ented development strategies.

21.Armeane Choksi and Demetris Papa
georgiou (1986: 15-36, 41--68, 185-219). 

22. World Bank (1988c). 
23. NicolAs Ardito-Barletta et al. (1983). 
24. Anne Krueger (1986: 30). 
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Managing Winners and Losers:
 
Assessing the Political Impacts
 

of Economic Strategies
 

[The] need for [structural]adjustment... can develop because the sum total of demands for resources... in 
an economy exceeds the global amount of resources that can be made availableinternallyand... from 
abroad.... But it can also emerge on account of inefficiencies in the use ofavailableresources.... An accu
rateassessment of the variousfeatures of the imbalance. . . can contributegreatly to the qualityof the de
sign of the requiredadjustment effort ... and the strengthand pace of the.., effort requiredfor its 
elimination. 

-Manuel Guitian * 

Often these people who come herefrom internationalorganizationsto preachthe gospel ofstabilizationand 
structuraladjustmentknow as much about the politicalandeconoinicconsequencesof what they arepropos
ing as the medicine men who used to prescribeleeches to correctimbalancesin the four humors of theirpa
tients. I've heardthat today, justas in the past, the patient often dies from the cure. Then they'll blame my 
government. They'll say that we didn'tuse enough leeches and they weren't sucking bloodfrom the right 
places. 

-Central American president. 1985 

Successful governments walk on two legs. They and politically feasible policies is part of the art of 
need coherent economic strategies to improve the successful government. As in any art, the necessary 
well-being of their subjects. At the same time, these insights, lessons, and techniques are hard to pass on. 
strategies must be politically feasible. Problems with In fact, it is even difficult at times to figure out what 
either leg can cause a government to stumble. For the lessons are. For example, similar policy re
example, poorly conceived economic strategy can sponses to similar economic problems may appear
result in undue national hardship. Popular reaction to contribute to the collapse of one government and 
to ill- conceived policies is sometime 3strong enough to the strengthening of another. Consider thefollow
to bring governments down. Similarly, politically ing paradoxes. 
expedient policies can keep rulers in power in the 
short term at the expense of national bankruptcy, Cutting fiscal deficits. Guatemala,1988. In early 1988 
increased human misery, and public outrage. Guatemala's President Venicio Cerezo narrowly 

Striking a balance between economically viable survived a coup d'etat by military officers who 

*Atthe IMF Symposium on Growth-Oriented Adjustment Programs, Washington, D.C., February 25,1987. 
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claimed to be acting to restore national balance.' 
Cerezo's government had been a lightning rod for
popular discontent due to its policies ofstabilization 
and structural adjustment. A tax reform-part of the 
policy package to increase revenues and cut the 
fiscal deficit-was met with a national strike by
CACIF, the powerful consolidated chamber organi-
zation of the private sector, in October of 1987.2 
Demonstrations intensified in the months leading 
up to the coup attempt. The Cerezo government was 
lucky to survi're at all, since tax reform in Guatemala 
has always led to intense social conflict. 3 

Panama,1984-1985. Panama's President NicolAs 
Ardito-Barletta was not as fortunate. In November 
1984 he convinced the legislature to pass Public Law 
46.4 The law, a response to Panama's sluggish eco-
nomic growth, fiscal deficits, and increasing debt-
service payments, created new taxes and froze 
salaries. Private-sector groups, labor unions, and 
public employees responded with a national strike.5 

Within a month the president was forced to rescind 
the law. Ardito-Barletta's public expenditure cuts 
also met strong resistance. Functionaries at the Min-
istry of Housing spearheaded an indefinite work 
stoppage to protest layoffs of public employees, 
Durirtg the next 11 months, opponents of Ardito-
Barleti within his own political party, the Demo-
cratic Revolutionary party (PRD), and the military 
mounted a campaign to remove him from office. 
T.,ey used economic issues as a rallying point to 
mobilize demonstrations and leaked information 
about policies to fuel discontent. 6In September 1985 
the president resigned, specifically after trying to 
form a commission to investigate the death of Hugo
Spacafora, an opponent of military strongman Gen-
eral Manuel Noriega. Ardito-Barletta's resignation 
was the last act in a difficult internal political strug-
gle between civil and military authorities in which 
his opponents used his economic policies as one of 
the key instruments to mobilize opposition. 

Costa Rica, 1982-1984. The Costa Rican govern-
ment carried out a successful economic stabilization 
program with broad social consensus between 1982 
and 1984.7 Public employment was reduced, taxes 
increased, wages restrained, and fiscal deficits cut. 
The program reduced hyperinflation, corrected im-
balances in the commercial account, and laid the base 
for a shift to an export-led economic strategy. The 
public gave Costa Rica's President Luis Alberto 
Monge high marks, even though his government 
used many of the same unpopular measures that 
helped bring down President Ardito-Barletta in Pan-
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ama and weaken President Cerezo in Guatemala. 

Reducing consumer subsidies. The Dominican Re
public, 1984.In April 1984 in the Dominican Republic 
Jorge Blanco's government, under pressure to com
ply with IMF agreements, moved most imports from 
the official to the free-market exchange rate.8 Food 
and gasoline prices soared. In the riots that followed 
at least 50 people were killed. The government was 
forced to rescind some of its measures. 

Zambia, 1986. In December 1986 urban groups 
rioted in Zambia in reaction to the lifting of price
controls on basic food stuffs.9 They expressed an 
overall lack of confidence in the government's stabi
lization program. Riots have also followed govern
ment food price deregulation in such countries as 
Egypt (1977) and Morocco (1Q80). 10 

Ghana,1983-1985. Between 1983 and 1985 Ghana 
reduced controls on 6,000 prices in 700 basic con
sumer product groups, including food items, with a 
minimum of social discontent." The price deregula
tion was part of a general effort to overcome eco
nomic collapse and reduce distortions in key
markets. Ghana successfully deployed some of the 
same measures that caused riots in the Dominican 
Republic, Egypt, Morocco, and Zambia and seri
ously damaged the credibility of those 
governments. 

The country examples demonstrate that there 
are no recipes for successful management of eco
nomic change. They show instead how diverse the 
experiences of developing countries really are, and 
how difficult it is to anticipate the reactions of key 
groups to new government policies. However, it is 
possible to think more analytically about the politi
cal management of economic change, to anticipate
 
negative reactions, and to try to channel them in
 
constructive directions.
 

Leaders concerned with the political feasibility
 
of economic measures such as the ones discussed
 
can do three things to reduce their risk of failure.
 
First, they can think analytically about which groups
might perceive themselves to be winners and losers 
as the result of new policies and try to find equitable
solutions. Second, by digging into the paradoxes of 
comparative country performance they can try to 
extract some general lessons about why some gov
ernments have managed change more effectively
than others. Finally, based on this analysis they can 
design strategies that try to minimize anticipated 
problems. 

The purpose of this chapter, then, is to provide 
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frameworks to help policy makers identify winners 
and losers in the process of managed economic 
change, and to sketch some of the very general les-
sons from recent country experiences, 

Managing Winners and Losers 

In recent years many studies have analyzed the 
welfare consequences of economic policy options 
like stabilization or structural adjustment pro-
grams.12 Economists often use frameworks from 
welfare economics to analyze who will gain or lose 
from policy shifts. While these studies provide a 
useful starting point, for several important reasons 
they are insufficient for decision makers who must 
manage economic change. First, groups are often 
motivated more by perception of their potential 
gains and losses than by what more careful analysis 
shows their real gains might be.13 These perceptions 
force political leaders to spend as much time man- 
aging fantasies as they do realities, 

For example, in Malaysia in 1976, lower-income 
Malays perceived that government rural develop- 
ment programs had improved their income levels 
and well-being. Their support for the government 
increased even though more careful economic anal-
ysis by the World Bank showed no gains in real 
family income.14 In contrast, even though it can be 
demonstrated that one group has made important 
gains, they may still be highly discontented because 
they believe that they did not gain as much as they 
should have. A second problem is that economic 
analysis might show that certain groups are sup-
posed to gain in the long run once shifts in resource 
allocations take place. Unfortunately, they may ac-
tually lose in the short run. Their negative reactions, 
based on initial losses, may be enough to bring the 
government down. For example, the same industri-
alists who are to benefit from increased export in-
centives in the long run may oppose more neutral 
tariff regimes for their country out of fear because of 
short-run losses they incur while trying to adjust 
their firms to the rigors of the international market. 
Finally, while analysis may show that certain groups 
will gain from policy change in the long run, the 
failure of governments to accommodate short-run 
policies may mean that the long run never comes. 
Thus, groups may harbor well-founded suspicions 
of technicians' perceptions of the real impacts of 
new policies and so reject them out of hand. 

A framework for analyzing winners and losers. To 
avoid the trap of simple theoretical analysis of win-

ners and losers, policy makers might instead ad
dress themselves to the following questions: (1) 
What is the purpose of a new policy, and what 
specific measures will be taken? (2) Who, in theory, 
is supposed to benefit or lose from this policy 
change, and who in actual practice usually supports 
or opposes this kind of policy? (3) What strategies 
and tactics have supporters and opponents used in 
the past? (4) How have other governments success
fully managed similar economic changes, and when 
have they had the most problems? With answers to 
these four questions, those involved in designing 
economic strategy might ask a final question: What 
strategy might be most useful for managing the 
implementation of the economic change with a min
imum of violence in our country? 

Such an analysis can be made for any of the 
short-term economic strategies discussed in chapter 
2 of this book such as, for example, stabilization, or 
increasing production, or such medium-term strat
egies as inward versus outward orientation. Let us 
perform this analysis using one short-term strategy, 
stabilization, and one medium-term strategy, struc
tural adjustment, to achieve outward orientation. 
We will treat the polices and their implications sep
arately but refer to them together as "adjustment 
policies." 

Applying the Framework: The Political 
Management of Adjustment Policies 

What is the purpose of the policies and what mea
sures are usually included? Between 1980 and 1985, 
about 47 countries a year have had adjustment pro
grams with the International Monetary Fund. Dur
ing the same period, more than 21 countries have 
had structural adjustment programs with the World 
Bank. (See table 3.1 for data on the increasing impor
tance of structural adjustment lending in develop
ing countries as a proportion of the current World 
Bank portfolio.) Since stabilization and structural 
adjustment have become so important, it will be 
useful to understand the policies of and potential 
winners and losers from this process. 

Stabilizationpolicies. The purpose of economic 
stabilization is the correction of a country's "macro
economic imbalances which usually manifest them
selves in high and unpredictable inflation and peri
odic balance of payments crises" and in sluggish 
economic growth.'5 Such imbalances take place 
when "the aggregate demand for resources exceeds 
the amounts of resources available internally or ob

http:income.14
http:grams.12
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TABLE 3.1 Structural Adjustment Lending by the World Bank, 1975-1986 (millions of U.S. dollars) 

FY'79-'80 FY'81-'82 
Destination FY '75 (avg.) (avg.) FY '83 FY '84 FY '85 FY '86 
Total lending to all 5,895.9 10,746.1 12,653.5 14,477.0 15,522.3 14,384.4 16,318.1 

countries 
Sector adj. program 520.0 405.5 1,082.4 2,035.6 2,619.8 1,637.9 3,099.5 

and structural adj. 
loansa 

As percentage of total 8.8 3.8 8.6 14.1 16.9 11.4 19.0 

To low-income countriesb 2,051.2 3,270.2 3,965.4 4,906.4 6,164.7 5,771.5 6,046.1
Sector adj. program & 350.0 122.5 290.0 445.9 447.5 354.5 574.5 

structural adj. loans
 
As percentage of total 17.1 
 3.8 7.3 9.1 7.3 6.1 9.5 

To middle-income 3,844.7 7,476.0 8,688.1 9,570.6 9,357.6 8,612.9 10,272.6 
countriesb 
Sector adj. program & 170.0 280.8 792.4 1,589.7 2,172.3 1,283.4 2,525.0 

structural adj. loans
 
As percentage of total 
 4.4 3.8 9.1 16.6 23.2 14.9 24.6 

To highly indebted 1,803.4 3,403.7 4,428.4 4,668.3 4,398.6 4,558.4 6,070.5 
middle-income
 
cot""itriesc
 
Sector adj. programs & 0.0 98.3 231.6 1,042.8 1,396.1 745.0 
 2,105.0 

structural adj. loans 
As percentage of total 0.0 2.9 5.2 22.3 31.7 16.3 34.7 

To sub-Saharan Africad 1,075.7 1,374.4 1,807.0 1,794.0 2,368.3 1,597.3 2,046.5

Sector adj. programs & 60.0 230.0 429.8 406.5 
 818.2 192.9 574.5 

structural adj. loans
 
As percentage of total 5.6 
 16.7 23.8 22.7 34.6 12.1 28.1 

a. Includes both program and structural adjustment loans and credits.
b. Countries with per capita income less than US$400 in FY'87 dollars are considered low-income countries; those above

that level are classified as middle-income countries.
 
c. The 17 countries in this category are Argentina, Bolivia, Brazil, Chile, Columbia, Costa Rica, Ecuador, Ivory Coast,
Jamaica, Mexico, Morocco, Nigeria, Peru, the Philippines, Uruguay, Venezuela, and Yugoslavia. Lending to this group
is also included in that of middle-income countries. 
d.This group covers all countries south of the Sahara, except South Africa. 
SOURCE: The World Bank, Planning and Budgeting Department. 

tainable from abroad on appropriate terms."'16 Ac- ofpublic enterprises. Typical measures for reducing
cording to the World Bank, "monetary, fiscal, and expenditure are reductions in public capital expen
exchange rate policies are the three main instru- ditures; wage freezes; layoffs of public employees;
ments of a stabilization program. Fiscal and mone- discontinuation of some public services or cuts in 
tary policy have mainly absorption-reducing effects the hours when they are delivered; privatization of
while exchange rate policy has primarily expendi- money-losing public enterprises; and campaigns fo.r 
ture-switching effects (toward tradeable goods)." 17 greater efficiency.

Fiscal deficits are attacked by measures for gen- Stabilization has included such monetary mea
erating revenue, on the one hand, and for reducing sures as reduction of the volume of monetary emis
expenditures, on the other. Measures for generating sion to a level at or below rates of GDP growth; 
revenue include new value-added, sales, or income raising domestic interest rates; and eliminating sub
taxes; increased license fees; increased charges for sidies to both producers and consumers. The key to 
electricity, water, or public transportation; and sale the stabilization process has been the maintenance 
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ofa real exchange rate through the process ofdeval-
uation- either single, large devaluations, or a more 
gradual, crawling peg system. Such devaluations 
have had the impact of helping to bring trade into 
balance through making exports cheaper and im-
ports more expensive. 

While stabilization is concerned more with 
short-term demand reduction to restore economic 
balance, structural adjustment is more concerned 
with the medium run, so that an economy "can 
maintain both its growth rate and the viability of its 
balance of payments in the medium term."'18 

Structuraladjustment policies. While some of the 
measures required for structural adjustment over-
lap with stabilization, they are used with different 
intentions. As in stabilization programs, attempts 
are made to maintain real exchange rates and to 
control fiscal deficits. However, policy makers be-
come more concerned with how to increase the effi-
ciency of public-sector investments and operations. 
Monetary expansion is geared more closely to rates 
of overall growth of GDP. 

The greatest contrast in the policy measures of 
stabilization and growth-oriented structural adjust- 
ment is the latter's more conscious attempt to 
achieve at a macro level "an incentive structure 
which is neutral between production for the domes-
tic and foreign market."19 The practical implication 
of more neutral treatment of domestic versus export 
production is a move in favor of exports (outward 
orientation), since most developing countries have 
had policies that favor import substitution. 

The policy measures usually recommended are 
(1)aswitch from quantitative restrictions to uniform 
tariffs; (2) lowering effective protection and remov-
ing export taxes; (3) reducing consumer and pro-
ducer subsidies; (4) making wage rates more 
flexible; (5) letting domestic interest rates approach 
those in the international market; and (6) Jberalizing 
international capital transactions. 20  

There is an expanding literature on the prob-
lems of how to sequence liberalization efforts.21  

Some students of the subject argue that countries 
have been more successful in recovering from 
shocks and reorienting their economies when they 
have engaged in stabilization first, and then contin-
ued with structural adjustment; used simulta-
neously, they point out, the two processes are said 
to produce contradictory pressures.22 Others be-
lieve that this conclusion may be more appropriate 
for the Latin American countries but that in many 
African countries simultaneous efforts at stabiliza- 
tion and structural adjustment a-e necessary. Al-

though there is less consensus about the appropriate 
sequencing of structural adjustment policies, Anne 
Krueger, for example, has argued that fewer distor
tions are created when a country liberalizes its cur
rent account first (liberalization of imports and 
exports), then reduces producer and consumer sub
sidies, then liberalizes the labor market, then the 
domestic capital market, and finally international 
capital transactions. 23 

Who is supposed to win or lose as a result of the 
policies? The entire population was supposed to 
win from successful stabilization and structural ad
justment. The nation was to be positioned to either 
resume its successful economic strategy or to make 
subsequent adjustments that would ensure future 
growth, employment, and improved levels of well
being.24 During the stabilization phase, reduced in
flation was thought to benefit consumers, the poor 
especially but also those on fixed incomes, such as 
retirees. Since structural adjustment helps to pro
duce a "neutral trade orientation," it helps 
exporters. 

The losers in stabilization were thought to be 
black marketeers and speculators, as well as those 
whose jobs disappeared in the short term as a result 
of the reduction in demand and output that the 
process calls for. However, new jobs were supposed 
to be created once the economy had recovered. Dur
ing structural adjustment, the short-term losers 
were thought to be the consumers and producers 
whose subsidies were reduced, and the business
men and workers who had to make transitions from 
one set of activities to another. In the long term, 
however, labor was thought to benefit as increased 
overall employment was generated; so, too, were 
businessmen thought to benefit, as new opportuni
ties for investment were created. (See table 3.2 for a 
listing of winners and losers and the ways specific 
measures were supposed to affect them.) 

More traditional analysis of winners and losers 
from the stabilization process has been subject to 
revision based on emerging empirical analysis of the 
experiences of the 1980s. For example, a 1987 study 
sponsored by UNICEF whose English title is Adjust
ment with a Human Faceconcludes that the effect of 
the world recession on the unemployed, the poor, 
and particularly on high-risk groups like children 
under the age of five and pregnant mothers, is more 
negative than initially imagined. 25 The UNICEF 
study comes to three important conclusions. First, 
the impact of the world recession on poverty groups 
would probably have been worse without stabiliza
tion policies. Second, growth-oriented structural ad

http:being.24
http:pressures.22
http:efforts.21
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TABLE 3.2 	 Winners and Losers in Stabilization and Structural Adjustment 
According to Economic Theory 

Stabilization policies and their consequences 
Winners 

"The nation (correction of imbalances, efficient 
resource allocation) 

"Consumers (inflation reduced) 

" Producers hurt by previous policy bias 
(devaluations, for example, begin to remove 
the bias against exports) 

" International banks (with payments overdue on 
their loans to the country) 

Losers 
e Black marketeers (gaps close) 

9 Speculators 

0 New private-sector unemFloyed (laid off due to 
economic contraction) 

* Poverty groups and high-risk disadvantaged 
groups (for example, low-income nursing 
mothers) 

* Public employees (layoffs and job freezes) 

Growth-oriented outwardly focused structural adjustment 

Winners 
• Nation (positioning, employment 


competitiveness, and growth) 


"Consumers (inflation control and cheaper, 

higher-quality goods)
 

"Unemployed (new opportunities generated 
from new strategy) 

" Producers (against whom the previous policy 
bias discriminated) 

" International lenders 

SOURCE: Marc Lindenberg. 

justment programs had less negative impact on pov-
erty groups than stabilization programs. Third, sta-
bilization and/or structural adjustment programs 
designed without special attention to high-risk pov-
erty groups contributed to this deterioration in 
health and nutritional standards in four very direct 
ways: (1) indiscriminate reduction of public health 
expenditures; (2) radical reduction of food assis-
tance programs; (3) lifting of price controls on food 
and the subsequent high prices of food; and (4) 
reduction of fiscal deficits through increasing re-
gressive taxation.26 The UNICEF study concludes 
that health and nutritional status deteriorated less in 

Losers
 
e Industrialists who could not adjust to an
 

outward strategy
 

a Labor in the protected sector (short-term losers) 

* Agricultural producers (who lose subsidies and 
cannot adjust to the new strategy) 

e Consumers (short-term losers as price controls 
are lifted) 

e Poverty groups (short-term losers during first 
phases) 

e Public employees 

countries such as Zimbabwe, Korea, and Botswana, 
which implemented adjustment strategies with tar
geted programs to protect vulnerable groups, than 
in countries such as Brazil, Ghana, and the Philip
pines, with adjustment programs and no special
efforts to protect poverty groups.27 (See table 3.3 for 
a more detailed review of these results.) 

Additional studies argue that the effects of ad
justment programs on the public sector in develop
ing countries are even more far-reaching. 28 The 
drive to reduce fiscal deficits helps destroy the in
centive structure of the public sector by increasing 
the gap between public- and private-sector wages, 

http:groups.27
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and by reducing the differential between lower- and 
higher-paid public employees. The results are in-
creased corruption, low levels of motivation, flight 
of professionals to other sectors, reduced public-sec-
tor efficiency, and drastically reduced public ser-
vices. Weakening of the public sector in developing 
countries makes it doubtful that it can play even the 
weak collateral role proposed by many international 
organizations in providing the efficient support for 
the new export thrust. 

As a result of some of the recent work on ana-
lyzing the real winners and losers in the process of 
stabilization and structural adjustment, the director 
of the International Monetary Fund has concluded: 

Adjustment programs which take into account 
the health, nutritional and educational needs of 
the most vulnerable populations will more ade-
quately protect quality of life than those pro-
grams which ignore basic needs. This implies 
that governments have to concern themselves 
not only with cutting their fiscal deficit but how 
they achieve these cuts.29  

Who might the real supporters and opponents of 
the policy be? Leaders responsible for adjustment 
policies must be more concerned with who really 
supports or opposes them in actual practice than 
with who might benefit from such policies in theory. 
It is real as opposed to theoretical support or oppo-
sition that leaders must ultimately manage. 

The stabilization process has met with so much 
resistance in the developing world that it is logical 
to ask why governments tried it at all. But in the 
1980s financial disequilibrium became so great that 

many nations had no recourse but to search for ways 
to reverse hyperinflation and economic collapse. If 
they wanted to do this with the assistance of external 
resources, they had to do so within the policy frame
work and preferences of the IMF and the World 
Bank or specific bilateral donors. 

Initial coalitions to begin the stabilization pro
cess were usually formed between a small govern
ment economic team and foreign donors. The 
challenge was usually to win over the president and 
key members of the new government, as well as 
important interest groups. Often governments were 
elected with a mandate from the population to try to 
reverse economic collapse and get things moving 
again. This often meant at least tacit support for the 
first phase of stabilization efforts. Where the govern
ments emerged through coup d' etat, they also came 
with the publicly stated purpose of restoring eco
nomic order. Where civilians replaced military lead
ers,astheydid inGuatemala,theycameaswellwith 
the expressed purpose of economic reactivation. 

thu goeres usuallyostar e tat 
Thus, governments usually started with the tacit 

consent of the population. In the initial phases, key 
domestic interest groups were supportive of the 
pi'ocess. For example, many of the private-sector 
protests in Guatemala between 1983 and 1986 fo
cused on the lack of coherent government policy to 
reverse the economic collapse. These protests 
helped permit a return to civilian rule. Many of the 
initial protest demonstrations in Costa Rica in 1982 
were against rising consumer prices and inflation. 
The Monge government, subsequently elected, cer
tainly had a mandate from both labor and the pri
vate sector to reverse the economic crisis. However, 
domestic pressure groups began to turn from mild 

TABLE 3.3 Typology of Adjustment Policies in Ten Selected Countries 

Social policies 

With important elements 
of protection for low-
income high-risk groups 

Without important 
elements of protection 
for low-income high-
risk groups 

Without adjustment 


Jamaica (1972-80) 


Ghana (1974-82) 

Macro policies 

Stabilization only 

Botswana (1981-82) 
Chile (1981-85) 

Peru (1977-85) 
Philippines (1981-85) 
Jamaica (1981-85) 

SOURCE UNICEF 1987: 158. Reprinted with permission of UNICEF. 

Growth-oriented 
structural adjustment 

S.Korea (1981-83) 
Peru (1985-86) 
Botswana (1983-85) 
Zimbabwe (1980-85) 

Brazil (1981-85)
 
Sri Lanka (1978-84)
 
Ghana (1983-85)
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support to neutrality and finally to opposition when the stabilization efforts in these three countries. Prospecific measures began to impact them harshly. tests came most frequently from labor unions, sec-A comparison of actual opponents of stabiliza- ond from public employees, and third from citizens'tion and adjustment in three Central American and businessmen's groups; these were all followed
countries, Costa Rica, Panama, and Guatemala, re- in frequency by teachers and students and politicalveals a great deal about the style of protest and the party organizations. About 68.6 percent of the acsuccesses and failures in managing such groups. tions were taken by single groups, 17.5 percent by 

two or more groups or by national organizationsWho protested? Table 3.4 shows which groups that represented groups in the same sector, and 13.9
protested what kinds of stabilization measures in percent by multisectoral coalitions. 
three Central American countries between 1982 and
1987.30 What policies were resisted? The policy measuresThese data should give policymakers a feel for that caused most reaction during stabilization wereanalyzing the actual sources of discontent during (1)perceived erosion of real wages as well as gov-

TABLE 3.4 Reported Protests against Economic Adjustment Measures, by Group Protesting, 
in Three Central American Countries, 1982-1987 

Costa Rica Guatemala Panama All three countries 
Group protesting Total % Total % Total % Total % 
Urban labor 
Rural labor 
Popular groups 
Teachers and 

4 
13 
17 
8 

5.6 
18.1 
23.6 
11.1 

8 
1 
8 
3 

12.9 
1.6 

12.9 
4.8 

16 
8 
2 
6 

19.5 
9.8 
2.4 
7.3 

28 
22 
27 
17 

13.0 
10.2 
12.5 
7.9 

students 
Public employees 
Business chambers 
Political parties 
National labor 
National business 
National popular 
National public 

16 
5 
2 
2 
1 
1 
0 

22.2 
6.9 
2.8 
2.8 
1.4 
1.4 
0.0 

7 
7 
1 
5 

11 
0 
2 

11.3 
11.3 

1.6 
8.1 

17.7 
0.0 
3.2 

15 
0 
1 
9 
3 
0 
4 

18.3 
0.0 
1.2 

11.0 
3.7 
0.0 
4.9 

38 
12 
4 

16 
15 
1 
6 

-17.6 
5.6 
1.9 
7.4 
6.9 
0.5 
2.8 

sector 
Multisector 2 2.8 3 4.0 7 8.5 12 5.6 

(no private)
Multisector 1 1.4 6 9.7 11 13.4 18 8.3 

(with private) 
Total 72 100.0 62 100.0 82 100.0 216 100.0 

Summary of 
groups protesting 
Labor 
Popular groups 
Education 
Public employees 
Business chambers 
Political parties 
Multisectoral 

Total 

19 
18 
8 

16 
6 
2 
3 

72 

26.4 
25.0 
11.1 
22.2 

8.3 
2.8 
4.2 

100.0 

14 
8 
3 
9 

18 
1 
9 

62 

22.6 
12.9 
4.8 

14.5 
29.0 

1.6 
14.5 

100.0 

33 
2 
6 

19 
3 
1 

18 
82 

40.2 
2.4 
7.3 

23.2 
3.7 
1.2 

22.0 
100.0 

66 
28 
17 
44 
27 

4 
30 

216 

30.6 
13.0 

7.9 
20.4 
12.5 
1.9 

13.9 
100.0 

SOURCE: Prepared by Marc Lindenberg and Maria Larraz de Quant, based on content analysis and rating of all reportedprotest news items in Inforpress (Guatemala) between 1982 and 1987. Number of news items may not reflect actual
number of protests. 



43 Managing Winners andLosers 

ernment attempts to make labor legislation codes 
more flexible; (2) reductions in public subsidies for 
consumer goods such as food or raised prices for 
public services; (3) cutbacks in pubiic services or 
erosion of the quality of those services; (4) general 
discontent with government policy; (5) layoffs of 
public employees; (6) suspicion of the IMF and 
World Bank efforts (see table 3.6). 

The timing of people's reactions to the measures 
is equally interesting. Table 3.5 shows that reactions 
to key elements of the stabilization programs such 
as wage deterioration, consumer subsidy reduction, 
public service reduction, and public employee lay-
offs, came quickly and almost immediately, 

They continued, moreover, throughout the pe-
riod, while issues related more to structural adjust-
ment-taritf reduction, changes in the tax structure, 
reduction of producer subsidies-came later. There 
are a number of possible reasons for these differ-
ences. First, some of the high levels of protest at 
wages and prices could have been due to the initial 
economic collapse continuing even into the first 
phases of stabilization efforts. Second, the initial 
reactions may have been due to the fact that large 
segments of the population actually did experience 
real initial losses, or feared that they would while the 
effects of other policies were taking place. Finally, it 
is logical to expect reactions to stabilization before 
re.ctions to structural adjustment because except in 
Panama, where they came mixed, that is the order 
in which the policy measures occurred. 

Which groups resisted which measures? It is inter-
esting to note some of the differences in who pro-
tested which specific measures in different countries 
(see table 1.4 in chapter 1). For example, in Panama 
the predominant groups that mobilized against eco-
nomic policy were public and private unions. This 
is not surprising since unions in Panama are the 
strongest and best organized in the region. How-
ever, it probably also had to do with the nature of 
the policy choices the government had at its dis-
posal. Since Panama does not have its own currency, 
devaluation and control of the money supply were 
out of its hands. Thus, it had to rely on direct mea-
sures to cut fiscal deficits. This meant direct confron-
tation with public employees. In contrast Costa Rica 
was able to avoid some of th direct confrontations 
with labor by granting wage gains and later deval-
uing in order to keep exports competitive, 

In contrast to Panama, Guatemala's strongest 
and most important actor was the organized private 
sector. That sector strongly resisted efforts to mini-
mize fiscal deficits with new taxes and also efforts to 

temper the effects of stabilization on the poor. Fi
nally, in Costa Rica public employees, citizens' 
groups, and labor organizations, particularly in the 
banana plantation areas, played equal roles in pro
testing major aspects of the stabilization process. 

Different features of the stabilization process 
were resisted by different groups. For example, ero
sion of real wages and changes in overall labor 
legislation were most actively resisted by the public 
and private labor unions. The strongest resistance by 
labor in the three countries studied here was to 
changes in the labor code in Panama. The changes 
would have made salaries, conditions of dismissal, 
and benefits packages more flexible. The logic of the 
measures was to try to make Panamanian labor 
more competitive. According to President Ardito-
Barletta, although privately, labor leaders agreed to 
a series of revisions in labor policy, opponents in his 
own party and administration were able to destroy 
these agreements by leaking information to the 
press and the general public that both groups had 
agreed to keep private. 

As governments attempted to reduce consumer 
subsidies, they met strong resistance from the 
unions, citizens' groups, public employees, and 
teachers. Since this issue of consumer prices crosscut 
enough interests, it was relatively easy to form 
multisectoral coalitions for national strikes. Some
times, business groups would join the protests over 
price hikes for gasoline, an item whose increasing 
prices affected their own firms' profitability. 

Public employee associations were the strongest 
resisters of wage freezes, hiring freezes, and layoffs. 
Public service cutbacks were opposed by consumer 
groups, unions, teachers, and students, and some
times by public employees themselves. However, 
there was little awareness of and little active resis
tance to cuts in -.apital expenditures. The strongest 
advocates of expenditure reductions in the public 
sector have been external donors, business interest 
groups, and center to center-right political parties. 

One of the biggest surprises to policy makers in 
the region was the active resistance to devaluations. 
Since setting real exchange rates has been one of the 
most important tools recommended by the IMF and 
the World Bank during stabilization, this resistance 
has been a source of high-level friction between 
donors and developing country governments and 
citizen groups. In perceptual terms, devaluations 
became equated with surrendering national sover
eignty to the IMF. In Honduras parity with the dollar 
was considered such a sacred cow that discussion of 
devaluation was barred from public forums, and 
advocates were warned not to discuss it and threat
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TABLE 3.5 Reported Protests against Economic Adjustment Measures, by Issue Protested, 
in Three Central American Countries, 1982-1987 

Economic policy issue '82 '83 '84 '85 '86 '87 Total Percentage 

Costa Rica 
Reduced public services 0 3 6 2 0 3 14 19.4 
Wages, benefits, and labor 9 5 6 1 2 4 27 37.5 

code changes 
Public-sector layoffs 0 0 0 0 2 1 3 4.2 
Geneial government policies 2 0 1 0 0 0 3 4.2 
Consumer price hikes 4 6 0 1 4 0 15 20.8 
Producer subsidies reduced 0 0 0 1 1 0 2 2.8 
Against IMF/WB 0 0 2 0 2 1 5 6.9 
Tax increases 0 0 0 0 1 0 1 1.4 
Trade and tariff policy changes 1 0 0 0 0 1 2 2.8 

Total 16 14 15 5 12 10 72 100.0 
Percentage 22.2 19.4 20.8 6.9 16.7 13.9 100.0 

Guatemala 
Reduced public services 2 1 1 0 0 2 6 9.7 
Wages, benefits, and labor 0 0 2 6 3 6 17 27.4 

code changes 
Public-sector layoffs 0 0 0 0 0 4 4 6.5 
General government policies 2 2 1 2 1 0 8 12.9 
Consumer price hikes 0 0 1 5 3 4 13 21.0 
Producer subsidies reduced 1 1 0 0 0 0 2 3.2 
Against IMF/WB 0 0 0 0 0 0 0 0.0 
Tax increases 0 3 4 1 0 1 9 14.5 
Trade and tariff policy changes 2 1 0 0 0 0 3 4.8 

Total 7 8 9 14 7 17 62 100.0 
Percentage 11.3 12.9 14.5 22.6 11.3 27.4 100.0 

Panama 
Reduced public services 1 0 5 2 1 1 10 12.2 
Wages, benefits, and labor 1 2 6 14 5 7 35 42.7 

code changes 
Public-sector layoffs 0 1 0 7 1 3 12 14.6 
General government policies 0 0 5 3 0 2 10 12.2 
Consumer price hikes 0 0 0 0 0 1 1 1.2 
Producer subsidies reduced 0 0 0 0 0 0 0 0.0 
Against IMF/WB 0 0 3 8 0 1 12 14.6 
Tax increases 0 0 2 0 0 0 2 2.4 
Trade and tariff policy changes 0 0 0 0 0 0 0 0.0 

Total 2 3 21 34 7 15 82 100.0 
Percentage 2.4 3.7 25.6 41.5 8.5 18.3 100.0 
SOURCE: Prepared by Marc Lindenberg and Marfa Larraz de Quant, based on content analysis and rating ofall reported
protest news items in Inforpress (Guatemala) between 1982 and 1987. Number of news items may not reflect actual 
number of protests. 
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ened with expulsion or jail sentences if they did.31 In 
Panama, which has maintained a dollar-based par-
ity and has not issued its own currency, the idea of 
devaluation would have required an entire new set 
of policies and institutions including creation of a 
central bank, as well as a psychological adjustment 
on the part of the population. Lack cf understanding 
of how devaluations worked, when combined with 
suspicion by many groups toward the often secret 
negotiations and agreements between their coun-
tries and international donors, led to more than 15 
large and sometimes violent demonstrations be-
tween 1982 and 1987 in the three countries studied. 

What conclusions can be drawn about supporters 
2nd opponents? In the analysis of supporters and 
opponents, some interesting paradoxes emerged. 
First, many of the very groups that, in theory, are 
supposed to be the long-term beneficiaries of the 
stabilization process spent a great deal of time op-
posing it in actual practice. For example, while con-
trol of inflation through reduced monetary 
emission, fiscal deficit control, and realistic ex-
change rates is supposed to ultimately benefit con-
sumers, middle- and lower-income groups 
experience what they believe are losses in real wages 
that accompany the initial stabilization measures. 
While part of this occurs because inflation continues 
while new stabilization measures are being put into 
place, the policies themselves are often perceived to 
add to the problem. For example, reduced public 
subsidies for food and public transportation and the 
inability to negotiate wage gains together create the 
perception as well as the reality of a squeeze. Even 
ifother policies help reduce inflation later, this initial 
squeeze probably helps create a negative disposition 
toward the whole process. The problem is doubled 
for public employees, who not only find their in-
come initially reduced but also fear dismissal from 
their jobs due to attempts to reduce the fiscal deficit. 
They correctly perceive that there are few immediate 
sources of alternative employment during the de-
mand-reduction phase of stabilization. Thus, not 
surprisingly, the strongest attacks on the initial 
phase of the process came from organized labor in 
the public and private sector. 

Second, while the effects on the poor may have 
been even harsher than was originally imagined, 
they protested less frequently as a group. It is un-
doubtedly much harder for citizens' groups and 
poor people to organize themselves than it is for 
labor or business groups. Thus, only in Costa Rica 
where community organizations are more of a tra-
dition did citizens' groups protest the deterioration 

in their levels of living. Finally, although the general 
population is supposed to be the ultimate benefi
ciary of the process, the general public does not 
normally organize itself. There is little impetus for 
pressure groups representing the general public to 
actively support the belt tightening associated with 
stabilization. Recent experiences in Costa Rica, 
Ghana, and Sri Lanka suggest that after serious eco
nomic collapse the general population stays neutral 
or gives the government tacit consent to undertake 
the first part of the process.32 Later, when the move 
takes place from stabilization to structural adjust
ment, this more general support begins to erode into 
increased pressure group reaction.33 

What strategies have groups used to support or 
oppose economic stabilization programs? Policy 
makers concerned with implementing stabilization 
policy would do well to be aware of the styles of 
discontent that groups are accustomed to using. 
Groups in each country may be inclined to express 
their discontent differently and styles may be differ
ent in each country. 

For example, table 3.6 shows that in Guatemala 
the preferred protest strategy on economic issues 
was strong public statement in the newspapers or a 
press conference followed by tough private negoti
ations. Strikes and the seizure of installations were 
the second most common ways of drawing attention 
to problems with economic policies. In Panama, in 
contrast, strikes by just about every sector were the 
preferred method. These usually finished in private 
negotiations. The second most frequent tactic in 
Panama was the protest march and demonstration. 
Strong public statements unaccompanied by other 
tactics were very uncommon. In Costa Rica strikes 
predominated as the major protest vehicle. Other 
important tactics were strong public statements, 
press conferences, and demonstrations. 

Table 3.7 provides an overview of the preferred 
protest strategy of different groups. In Guatemala, 
for instance, the private sector preferred strong pub
lic statements, while public employees relied on a 
combination of strikes and seizures of installations 
to make their feelings known. In Costa Rica citizens' 
groups used a combination of demonstrations, 
street blockades, and seizures of installations to ex
press their discontent, while teachers' organizations 
used strikes and demonstrations. 

When diP the risk to the government increase? One 
of the key issues for policy makers is to know when 
protest activity is serious and when it is not. A 
serious protest is one that so damages the 

http:reaction.33
http:process.32
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TABLE 3.6 Styles of Group Protest against Economic Adjustment Measures, by Issue Protested, in 
Three Central American Countries, 1982-1987 

Seizure of Public 

Economic policy issue Strikes 
Demon-
strations 

land or 
facilities 

Road 
blocks 

state-
ments 

Terror-
ism Total 

Per
centage 

CostaRica 
Reduced public services 
Wages, benefits, and labor 

2 
21 

3 
0 

4 
0 

5 
0 

0 
6 

0 
0 

14 
-7 

19.4 
37.5 

code changes
Public sector layoffs 
General government policies 
Consumer price hikes 
Producer subsidies reduced 
Against IMF/WB and donor 

1 
0 
2 
1 
0 

0 
0 
6 
0 
3 

1 
0 
0 
0 
0 

0 
1 
1 
1 
0 

1 
2 
6 
0 
2 

0 
0 
0 
0 
0 

3 
3 

15 
2 
5 

4.2 
4.2 

20.8 
2.8 
6.9 

imposition
Tax increases 
Trade and tariff policy changes 

Total 
Percentage 

0 
0 

27 
37.5 

0 
0 

12 
16.7 

0 
0 
5 
6.9 

0 
1 
9 

12.5 

1 
1 

19 
26.4 

0 
0 
0 
0.0 

1 
2 

72 
100.0 

1.4 
2.8 

100.0 

Guatemala 
Reduced public services 
Wages, benefits, and labor 

0 
6 

0 
0 

4 
4 

0 
0 

2 
7 

0 
0 

6 
17 

9.7 
27.4 

code changes
Public sector layoffs 
General government policies 
Consumer price hikes 
Producer subsidies reduced 
Against IMF/WB and donor 

2 
0 
2 
0 
0 

0 
0 
4 
0 
0 

1 
1 
1 
0 
0 

0 
0 
0 
0 
0 

1 
7 
5 
2 
0 

0 
0 
1 
0 
0 

4 
8 

13 
2 
0 

6.5 
12.9 
21.0 

3.2 
0.0 

imposition
Tax increases 
Trade and tariff policy c'ianges 

Total 
Percentage 

1 
0 

11 
17.7 

0 
0 
4 
6.5 

0 
0 

11 
17.7 

0 
0 
0 
0.0 

8 
3 

35 
56.5 

0 
0 
1 
1.6 

9 
3 

62 
100.0 

14.5 
4.8 

100.0 

Panama 
Reduced public services 
Wages, benefits, and labor 

5 
31 

2 
2 

3 
1 

0 
0 

0 
2 

0 
0 

10 
35 

12.2 
43.9 

code changes
Public sector layoffs 
General government policies 
Consumer price hikes 
Producer subsidies reduced 
Against IMF/WB and donor 

7 
4 
1 
0 
3 

4 
5 
0 
0 
6 

0 
1 
0 
0 
0 

1 
0 
0 
0 
0 

0 
0 
0 
0 
3 

0 
0 
0 
0 
0 

12 
10 
1 
0 

12 

14.6 
12.2 
1.2 
0 0 

14.6 
imposition

Tax increases 
Trade and tariff policy changes 

Total 
Percentage 

2 
0 

53 
64.6 

0 
0 

19 
23.2 

0 
0 
5 
6.1 

0 
0 
1 
1.2 

0 
0 
5 
6.1 

0 
0 
0 
0.0 

2 
0 

82 
100.0 

2.4 
0.0 

100.0 

SOURCE: Prepared by Marc Lindenberg and Maria Larraz de Quant, based on content analysis and rating of all reportedprotest news items in Inforpress (Guatemala) between 1982 and 1987. Number of news items may not reflect actual
number of protests. 
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TABLE 3.7 Styles of Group Pr-.:. At against Economic Adjustment Measures, by Group Protesting, in 
Three Central Amrican Countries, 1982-1987 

Seizure of Public 
Demon- land or Rcad state-

Group protesting Strikes strations facilities blocks ments Terrorism Total 
Costa Rica 
Urbanlabor 1 2 1 0 0 0 4 
Rural labor 5 1 3 3 1 0 13 
Popular groups 3 7 0 4 3 0 17 
Teachers and students 3 1 1 0 3 0 8 
Public employees 14 0 0 0 2 0 16 
Business chambers 1 0 0 2 2 0 5 
Political parties 0 0 0 0 2 0 2 
National labor 0 0 0 0 2 0 2 
National business 0 0 0 0 1 0 1 
National popular 0 0 0 0 1 0 1 
National public sector 0 0 0 0 0 0 0 
Multisector (no private) 0 1 0 0 1 0 2 
Multisector (with private) 0 0 0 0 1 0 1 

Total 27 12 5 9 19 0 72 
Percentage 37.5 16.7 6.9 12.5 26.4 0.0 100.0 

Guatemala 
Urbanlabor 3 0 3 0 2 0 8 
Rural labor 0 0 1 0 0 0 1 
Popular groups 0 2 3 0 3 0 8 
Teachers and students 2 0 0 0 0 1 3 
Public employees 3 0 2 0 2 0 7 
Business chambers 0 0 1 0 6 0 7 
Political parties 0 0 0 0 1 0 1 
National labor 0 1 0 0 4 0 5 
National business 1 0 0 0 10 0 11 
National popular 0 0 0 0 0 0 0 
National publ.c sector 1 0 0 0 1 0 2 
Multisector (no private) 1 1 1 0 0 0 3 
Multisector (with private) 0 0 0 0 6 0 6 

Total 11 4 11 0 35 1 62 
Percentage 17.7 6.5 17.7 0.0 56.5 1.6 100.0 

Panama 
Urbanlabor 13 1 1 0 1 0 16 
Rural labor 4 1 2 1 0 0 8 
Popular groups 0 1 1 0 0 0 2 
Teachers and students 3 3 0 0 0 0 6 
Public employees 13 2 0 0 0 0 15 
Business chambers 0 0 0 0 0 0 0 
Political parties 1 0 0 0 0 0 1 
Naticnal labor 5 2 0 0 2 0 9 
National business 1 1 0 0 1 0 3 
National popular 0 0 0 0 0 0 0 
National public sector 3 1 0 0 0 0 4 
Multisector (no private) 5 2 0 0 0 0 7 
Multisector (with private) 5 5 0 0 1 0 11 

Total 53 19 4 1 5 0 82 
Percentage 64.6 23.2 4.9 1.2 6.1 0.0 100.0 

SOURCE: Prepared by Marc Lindenberg and Maria Larraz de Quant, based on content analysis nd rating of all reported 
protest news items in Inforpress (Guatemala) between 1982 and 1987. Number of news iten s may not reflect actual 
number of protests. 
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government's support base that it cannot govern at 
all. A less serious effort might require changes in the 
policy or it might slow down the implementation 
process. A weak effort may have no impact whatso-
ever. One practical way to monitor the potential
seriousness of opposition to the new policy is to 
watch three factors: the types of coalitions the group
has mobilized; the kinds of actions they want to 
employ; and the resources they have at their dis-
posal. All of these factors normally combine to pro-
duce a manageable or unmanageable effect on the 
government's political base. Risk to the government 
increases the larger, more broadly based, and more 
multisectoral the protest effort is, the more violent it 
is, and the more resources it has. 

Table 3.8 and 3.9 compare the kinds of coalitions 
opposition groups employed to combat stabilization 
polices in Costa Rica, Guatemala, and Panama be-
tween 1982 and 1987. The tables show the number of 
protest efforts that were made simply by a single 
group, ministry, ororganization, versus two or more 
groups from the same sector, or a national umbrella 
organization made up of many groups from the 
same sector versus multisectoral coalitions. The two 
tables viewed together are instructive because they
show the way pressure has built from simple, single 
groups to national organizations and finally to coun-
try-wide strikes and opposition. The material serves 
as a history of actual government problems as well 
as a weather vane to anticipate future ones. For 
example, there is an immediately noticeable differ-
ence between the number of general strikes and 
multisectoral protests Costa Rica has had to manage 
in the last five years as compared to Panama or 
Guatemala (see table 3.8). In Costa Rica only 9.8 
percent of the total reported incidents of protest at 
economic policies were by national umbrella orga-
nizations or multisectoral coalitions as opposed to 
43.5 percent in Guatemala and 41.5 percent in Pan-
ama. Panama had to manage the highest percentage 
of multisectoral protests (22.0 percent), as opposed 
to Guatemala (14.5 percent), and Costa Rica (only 4.2 
percent). 

By tracing the pattern of protest actions in Pan-
ama (see table 3.9), we can see a lower volume of 
protest before Ardito-Barletta takes office (1982-
1983). The volume increases dramatically during the 
Ardito-Barletta government (1984-1985), drops off 
after his resignation (1986), and picks up again as 
opposition to General Noriega increases (1987). Also,
the percentages of multisectoral and national actions 
before the Ardito-Barletta government (1983) are 
low. However, protest becomes more national and 
multisectoral during the Ardito-Barletta period 

UnderstandingNationalStrategy 

(1984-1985) and stays high for the rest of the period. 
In Costa Rica, in contrast, the highest percent

ages of national and multisectoral protest are for 
1982, during the last phases of the economic col
lapse. With the advent of the Monge administration, 
multisectoral coalitions and national-level protests 
are on the wane during the stabilization efforts (with
the exception of a brief moment in 1984), and have 
only begun to re-emerge as the problems of imple
menting long-term structural adjustments during
the Arias administration have come out. 

Guatemala presents a preoccupying picture for 
the government of President Venicio Cerezo. Na
tional and multisectoral protest was high in the last 
years of the military government of Gen. Oscar 
Mejia Vfctores (1985). It dropped at the beginning of 
the Cerezo period, but grew again tremendously in 
1987 as the government made efforts at adjustment,
with some attention to social expenditures to miti
gate some of its more difficult aspects. Protest con
tinued to grow in 1988 as the Guatemalan 
government proved able to satisfy neither those 
who wanted more populist measures nor those who 
wanted less. 

When have governments managed political coali
tions for adjustment policies well, and when have 
they had problems? Governments that try to imple
ment adjustment programs are caught in a vortex of 
political forces. On the one hand, they must meet 
donor requirements if they wish to use external 
resources. On the other, they must balance donor 
requirements against the competing demands of 
their own population, which is struggling to recover 
its levels of living. Finally, they must juggle the 
conflicting requirements, pressures, and threats of 
their own military, business, organized labor, and 
the popular groups. 

Such a task is far from easy. In fact it is difficult
 
to determine when a government has been success
ftil in its efforts. For the purposes of this chapter, 
success in political management of stabilization and 
adjustment is judged on four levels: (1) Did the 
government stay in power while continuing the pol
icies? (2) Did they stay in power but with high levels 
of social conflict about the policies and with limited 
success in achieving policy objectives? (3) Did they 
stay in power with social conflict and have relative 
success in stabilization and/or structural adjust
ment efforts? (4) Did they stay in power with limited 
social conflict and have relative success in stabiliza
tion and/or structural adjustment efforts that pro
tected poverty groups? 

Although in many countries it is too soon to tell 
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TABLE 3.8 Type of Group Protesting Economic Adjustment Measures, by Year, in Three Central 
American Countries, 1982-1987 

Group protesting '82 '83 '84 '85 '86 '87 Total Percentage 
CostaRica (grand totals) 
Urbanlabor 0 0 1 0 2 1 4 5.0 
Rural labor 2 1 5 1 2 2 13 18.1 
Popular groups 1 7 3 3 1 2 17 23.0 
Teachers and students 3 2 1 0 1 1 8 11.1 
Public employees 3 4 3 0 3 3 16 22.2 
Business chambers 1 0 0 1 2 1 5 6.9 
Political parties 2 0 0 0 0 0 2 2.8 
National labor 1 0 0 0 1 0 2 2.8 
National business 1 0 0 0 0 0 1 1.4 
National popular 1 0 0 0 0 0 1 1.4 
National public sector 0 0 0 0 0 0 0 0.0 
Multisector (no private) 0 0 2 0 0 0 2 2.8 
Multisector (with private) 1 0 0 0 0 0 1 1.4 

Total 16 14 15 5 12 10 72 100.0 
Percentage 22.2 19.4 20.8 6.9 16.7 13.9 100.0 

Guatemala(grand totals) 
Urbanlabor 1 0 1 0 3 3 8 12.9 
Rural Labor 0 0 0 0 0 1 1 1.6 
Popular groups 1 0 3 2 1 1 8 12.9 
Teachers and students 0 0 1 2 0 0 3 4.8 
Public employees 0 0 0 0 1 6 7 11.3 
Business chambers 2 3 0 0 2 0 7 11.3 
Political parties 0 1 0 0 0 0 1 1.6 
National labor 0 0 0 5 0 0 5 8.1 
National business 3 3 2 2 0 1 11 17.7 
National popular 0 0 0 0 0 0 0 0.0 
National public sector 0 0 0 1 0 1 2 3.2 
Multisector (no private) 0 0 0 0 0 3 3 4.8 
Multisector (with private) 0 1 2 2 0 1 6 9.7 

Total 7 8 9 14 7 17 62 100.0 
Percentage 11.3 12.9 14.5 22.6 11.3 27.4 100.0 

Panama(grand totals) 
Urbanlabor 0 1 4 7 0 4 16 19.5 
Ruri labor 0 2 4 0 1 1 8 9.8 
Popular groups 0 0 0 2 0 0 2 2.4 
Tcachers and students 1 0 2 2 1 0 6 7.3 
Public employees 0 0 2 7 1 5 15 18.3 
Business chambers 0 0 0 0 1 0 0 0.0 
Political parties 0 0 1 0 0 0 1 1.2 
National labor 0 0 1 5 1 2 9 11.0 
National business 0 0 0 2 0 1 3 3.7 
National popular 0 0 0 0 0 0 0 0.0 
Natioral public sector 0 0 0 2 1 1 4 4.9 
Multisector (no private) 0 0 0 3 4 0 7 8.5 
Multisector (with private) 1 0 5 4 1 1 11 13.4 

Total 2 3 19 34 11 15 82 100.0 
Percentage 2.4 3.7 23.2 41.5 13.4 18.3 100.0 

SOURCE: Prepared by Marc Lindenberg and Maria Larraz de Quant, based on content analysis and rating ofall reported 
protest news items in Inforpress (Guatemala) between 1982 and 1987. Number of news items may not reflect actual 
number of protests. 
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TABLE 3.9 Summary of Type of Group Protesting Economic Adjustment Measures, by Year, in Three 
Central American Countries, 1982-1987 (percentage) 

Summary of type of 
group protesting '82 '83 '84 '85 '86 '87 Total 
CostaRicaa 
Single sectoral organization 75.0 100.0 86.7 100.0 91.7 100.0 90.3Two or more organizations 18.8 0.0 8.30.0 0.0 0.0 5.6 

from the same sector 
Miultisectoral coalition 6.3 0.0 13.3 0.0 0.0 0.0 4.2 
Total 100.0 100.0 100.0 100.0 100.0100.0 100.0Percentage of protests per year 22.2 19.4 6.920.8 16.7 13.9 100.0 

Guatemalab 
Single sectoral organization 57.1 50.0 28.655.6 100.0 64.7 56.7Two or more organizations 42.9 37.2 22.2 0.0 29.057.1 11.8 

from the same sector 
Multisectoral coalition 0.0 12.5 22.2 14.3 0.0 23.5 14.5 
Total 100.0 100.0 100.0100.0 100.0 100.0 100.0Percentage of protests per year 11.3 12.9 14.5 22.2 11.3 27.4 100.0 

Panamac 
Single sectoral oTganization 50.0 100.0 68.4 36.4 58.552.9 66.7Two or more organizations 0.0 5.30.0 26.5 18.2 26.7 19.5 

from the same sector 
Multisectoral coalition 50.0 0.0 26.3 20.6 6.745.5 22.0 
Total 100.0 100.0 100.0 100.0 100.0100.0 100.0
Percentage of protests per year 2.4 3.7 23.2 41.5 13.4 18.3 100.0 
NOTE: Totals may not add due to rounding. 
a. Total news items with reported incidents equals 72.
b. Total news items with reported incidents equals 62. 
c.Total news items with reported incidents equals 82.SOURCE: Prepared by Marc Lindenberg and Maria Larraz de Quant, based on content analysis and rating of all reportedprotest news items in Inforpress (Guatemala) between 1982 and 1987. Number of news items may not reflect actual
number of protests. 

how successful governments have been, table 3.10 countries. Their governments tried to maintain suchprovides a typology of co antry performance during policies in a climate of heightened tension and socialspecific time periods. conflict. Ghana (1982-1985), Costa Rica (1983-1984),There is no evidence, particularly for recent pro- and Brazil (1981-1985) are examples of category Ill.grams, that efforts noted a; successful in the typol- They had successful stabilization efforts with levels ogy will continue to be successful in the late 1980s. of violence and discontent. Finally, in category IV,With this framework, for example, the Panamanian Costa Rica (1985-1987), Botswana (1983-1985), Southgovernment (1984-1985) fits into category 1.It tried Korea (1981-1983) and Zimbabwe (1980-1985) manto promote a combination of stabilization and struc- aged adjustment programs that favored the poor andtural adjustment from 1984 to 1985 but encountered did so with low levels of violence and at least marsevere resistance and was unable to maintain its ginal economic success. How did the successfulpolicies. Opponents used economic issues as one of countries manage the political coalitions? What stratmany instruments in their struggle to restrict the egies and tactics appeared to work? What didn'tactions of a civilian president and remove him fiom woik  and why? What special factors contributedoffice. Guatemala (1986-1988) and the Dom.-nican to success? Rather than discuss specific countries inRepublic (1982-1984) are examples of category II detail we will draw on examples from a variety of 
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countries with two subjects in mind: first, the prob-
lemofmanagingcoalitionswithindevelopingcoun-
tries; and second, the problem of managing the 
donors themselves. 

Managing internal coalitions: successes and fail-
ures. While there are no foolproof rules about suc-
cessful management of internal coalitions in 
stabilization efforts, there are some emerging pat-
terns that seem to have worked in some of the more 
successful country situations. Let us look at some of 
these. 

Taking advantage of the grace period. "Every crisis 
provides an opportunity," says a Chinese proverb, 
Governments fortunate enough to take office after 
economic chaos presided over by their predecessors 
have had better chances of mobilizing the popula-
tion to support stabilization efforts than those who 
have presided over a collapse and tried to reverse 
it.34 These new governments often seize power 
(Ghana, 1982) or are elected with a mandate to forge 
an economic recovery (Costa Rica, 1982). They fre-
quently receive a grace period in which the popula-
tion gives them "the benefit of the doubt" while they 
try new measures. In contrast, govern'ments like 
Jamaica under Prime Minister Edward Seaga in 
1983, or Costa Rica under President Rodrigo Carazo 
Odlo in 1982, which were forced to reverse policies 
and move toward stabilization, were viewed by the 
public with a great deal of suspicion and contempt.35 

Their credibility was low and, particularly in the 
case of Costa Rica, the level of public protest rose 
substantially. 

The inportanceof rapid, decisive action. Forceful 
action during the grace period appears to be one of 
the key elements in success. For example, the gov- 
ernments of Costa Rica (1983), Ghana (1982), and 
Bolivia (1985) moved almost immediately, creating a 
spirit of national emergency and the necessity to 
share losses during the crisis. Their efforts were 
relatively successful. 

In contrast, the governments of Guatemala 
(1986), the Dominican Republic (1982), and El Salva-
dor (1985) lost the initiative, because they lacked 
either a clear economic strategy or appreciation of 
how serious the economic crisis was. In al! inree 
situations the government began with a grac? pe-
riod. The public had protested the economic col-
lapse and the policies of the previous government. 
However, there was not sufficient consensus or in-
terest in economic policy in any of these three new 
governments to produce immediate, forceful action 

or communicate the spirit of sharing during crisis. 
In El Salvador, President Jos6 Napole6n Duarte 
viewed the war as his most important issue. He had 
relatively little interest in economic policy.36 It took 
his government more than a year and a half to 
articulate an economic strategy.37 In the Dominican 
Republic in 1982, President Jorge Blanco underes, 
mated the seriousness of the crisis and hoped that 
recovery in coffee prices would make strong action 
unnecessary. His government lost valuable time. By 
the time it was ready to act, the public blamed the 
government for making the economic crisis worse. 
In 1986 in Goate'nala the new democratically elected 
government, the first since 1950, had concentrated so 
much of its energy on the election campaign that its 
members were not ready with a complete economic 
strategy. They took the better part of a year resolving 
differences between factions within the Christian 
Democratic party and government ministers about 
what policies were appropriate. 38 

The dangersof getting aheadof th, pub!ic. Reacting 
too soon can be as dangerous as waitng too long. In 
Panama in 1984 President Ardito-Barletta, an excel
lent economist and former vice president of the 
World Bank, tried to anticipate a clearly impending 
economic collapse with sound programs before the 
population had experienced enough of the negative 
effects of the collapse to believe the crisis was real.39 

Many groups questioned the relevance of the mea
sures and opposed them actively. 

Involving the public and building consensus. Many 
of the more successful governments involved 
citizens' groups in dialogue about the economic cri
sis and asked them to help formulate measures. In 
Costa Rica, President Monge mounted dialogue pro
grams with business, labor, cooperatives, popular 
organizations, and government officials. These 
groups discussed the economic crisis, the measures, 
and possible Elutions.40 The groups had a high 
sense of involvement. They were aware of and ac
tively discussed the proposals of the IMF and the 
World Bank. The president also met frequently with 
groups from each sector, listened to their com
plaints, and made attempts to get his economic team 
to take these objections into account where possible. 
In Jamaica, for example, while the Seaga govern
ment did not have a general reputation for consult
ing with key sectors, it did in one case create a 
multisectoral consultative commission to review a 
government proposal for income tax reform.41 The 
outcome was viewed as largely successful.42 In other 
countries like Honduras and, later, El Salvador and 

http:successful.42
http:reform.41
http:Elutions.40
http:strategy.37
http:policy.36
http:contempt.35


52 

Guatemala, these programs included the military-
clearly a group whose support was vital to the sta-
bility of any new economic strategy. 

In contrast there are dangers toboth secrecy and 
to what groups perceive to be nonresponsive or 
"rigged" consultations. For example, from 1982 to 
1988, particularly before and after the Ardito-Bar-
letta government, successive Panamanian govern-
ments handled their negotiations with the IMF and 
the World Bank as highly secret processes. As a
result both the private sector chambers and the labor 
movement viewed the agreements as "mysterious
outside impositions." They developed inaccurate 
perceptions of the terms of the agreements and a 
high level ofhostility toward the IMF and the World 
Bank-hostility that often exploded in demonstra-
tions and protests. Government officials helped con-
tribute to these misperceptions by refusing to 
explain the details of the agreements in dialogue
seminars with the private sector in 1983.43 Later in 
the period before President Ardito-Barletta took of-
fice, a more open consultative style was adopted,
and in 1984 national dialogue programs were begun.
However, participating groups reacted negatively
when the substance of their private negotiations 
with the president were made public without prior 
consultation." 

Showing initial success. Picking some measures 
that have tangible, visible short-term impact helps
to build a sense of confidence. While elements of 
luck are involved, picking the right measures has 
enhanced the credibility of some governments. For 
example, getting hyperinflation under control and 

helping to reduce the spread between the official 

and black market exchange rate in Bolivia in 1985 

helped to build confidence for the newly elected 

government of Victor Paz Estenssoro.45  


Providinga sense of equity. Creating within the 
population the sense that policies were fair was an 
impor'tant part of successful coalition management.
For example, during the Monge administration in 
Costa Rica, the government used the policy of a 
crawling peg exchange-rate system with 
minidevaluations. The purpose of this was to main-
tain a real exchange rate and to accustom the popu-
lation to this incremental adjustment. The 
government also allowed the partial indexing of 
wages to help workers keep up with inflation. Ob-
servers noted the interaction of these two policies-
an effect called "rotating the crisis." 46 First, workers 
received increments while exporters complained 
about the effect on their firms' profitability aad com-
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petitiveness. Then the government would have one 
of its periodic minidevaluations, which would in 
turn help compensate exporters. Then workers 
would complain about further inflation and wages
would increase through the partial indexing pro
cess. Other strategies involved asking multisectoral 
groups to figure out where to make cuts in budgets
for their own sectors or to help the government 
design difficult tax proposals.47 

Winning the bureaucracyand the party. Disagree
ments among members of the government eco
nomic team waste time and effort. Getting control of 
the bureaucratic and party machinery is a key ele
ment in making stabilization and structural adjust
ment work. Joan Nelson's work on adjustment in 
Costa Rica, Jamaica, and the Dominican Republic 
suggests that it is easier for the government to get
immediate control of policies handled by the central 
bank or finance ministry-exchange rates, taxes, 
interest rates, and the money supply-than it is to 
implement policies that require the collaboration of 
other ministries, for example, to get a new ministry
of exports moving.48 One implication might be to 
start with policy areas that are easier to control and 
work toward the coalitions in areas that are more 
difficult. 

Another key problem is getting and maintain
ing consensus among the economic team. In Costa
 
Rica, crucial time was lost during the adjustment
 
process in the agricultural sector due to disagree
ments between the president of the central bank and
 
the minister of agriculture. First, one resigned, and
 
when the president convinced him to return, the
 
other left the government. In Panama, according to
 
President Ardito-Barletta, his economic strategy
 
was weakened due to a constant battle with ele
n tents in his own party and the military. 

Maintainingthe effort. One of the greatest areas 
ofsuspicion within key pressure groups in countries 
undergoing stabilization and structural adjustment
is whether the government is serious in its efforts. 
Governments can try to build confidence through
sending consistent signals to the public. For exam
ple, from 1982 to 1984 the government of Costa Rica 
maintained its policies in a censistent fashion and, 
surveys showed, convinced the public of its serious
ness. Flight capital returned to the country during
this period. In contrast, although the government of 
Zambia began an adjustment program in 1985, 
enough inconsistencies in policy implementation
existed to cause serious questions of confidence on 
the part of key interest groups. 49 Even when consis
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TABLE 3.10 Government Adjustment Policies and Levels of Social Conflict 

Levels of social conflict and political instability 

I. Government could not maintain itself in office. 

II. 	 Governnment stayed in office but with high 

levels of social conflict and limited economic 

policy success.
 

III. 	 Government stayed in office with limited 
social conflict and some success in adjustment 
objectives. 

IV. 	 Government stayed in office with limited 
social conflict and some success in adjustment 
objectives which also protected poverty groups. 

SOURCE: Lindenberg 1989. 

tent policies are maintained it is not always possible 
to generate confidence. 

Dilemmas of political management. Joan Nelson 
rightly notes that it is easier to get public support for 
stabilization than for structural adjustment. Stabili-
zation efforts normally follow economic collapse. 
The population is aware of the seriousness of the 
situation and so is willing to temporarily suspend 
some of its demands for improvement in levels of 
living. However, outward-oriented structural ad-
justment, with all that it implies in the way of 
changes in trade policy and reduction in subsidies, 
is not as easy. Groups begin to tire. They begin to 
protest when more thoroughg;oing transformations 
are required in their sector. 

Some of the most common areas of tension are 
the following: resistance by the industrial sector to 
the speed of changes required by the move toward 
exports; resistance by agricultural producers to loss 
of subsidies; and conflicts between donors who 
want tariff reductions and countries that cannot 
meet the requirements without violating the rules of 
their regional common markets. In addition, strong 
reactions come from groups when policies get out of 
sequence and damage their industries. For example, 
in Chile in 1981-1982, wage policy and tariff policy 
got out of balance s° Industrialists producing for the 
local market found their wage bill going up because 
ofgovenment indexing of salaries while at the same 
time foreign goods were entering'the country more 
cheaply as a result of tariff reductions. Reactions 
against the government were strong. In Argentina 
in 1978, the government liberalized capital transfers 
in and out of the country before it permitted domes-

Country 

Panama (1984-1985) 

Guatemala (1987-1988) 
Dominican Republic (1982-1984) 

Ghana (1982-1985) 
Costa Rica (1983-1984) 
Brazil (1981-1985) 

Costa Rica (1985-1987) 
South Korea (1981-1983) 
Zimbabwe (1980-1985) 
Botswana (1983-1985) 

tic interest rates to rise. Capital flight escalated and 
local investors sought higher interest rates abroad, 
so that many local banks collapsed. 

Since the process is still under way at the end of 
the 1980s, it is too soon to draw lessons for the 
successful management of political groups in long
term structural adjustment. However, there are suc
cessful examples from che 1960s and 1970s. For 
example, in the 1970s the president of Korea used a 
process ofweekly lunches and consultation with key 
industrialists to listen to their problems and to en
courage them to export.51 At the same time in Korea, 
there was increasing evidence of detailed guidance 
and intervention right to the firm level. In Taiwan in 
the 1970s, the government persuaded industrialists 
to set up a fund based on a small percentage of their 
sales to award monetary prizes to successful export
ers.52 There is increasing recognition that a more 
gradual withdrawal from inward orientation, with 
help given to firms making the adjustments, is a 
more politically feasible strategy than quick cutting 
of subsidies.53 

Protectingthe poor.Experience has revealed that, 
while this is not necessary to the success of stabili
zation or adjustment programs, it is possible to com
bine adjustment programs with attention to 
protection of at-risk groups (as long as foreign re
sources are available to help make this dual process 
possible).54 

In Botswana (1980-1984) the governmen' 1mple
mented stabilization programs tu correct imbal
ances caused by a drought as well as by the world 
economic crisis. However, in conjunction with sta
bilization programs the government introduced five 
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programs to minimize the damage to high-risk pov-
erty groups. The programs were: (1)a public works 
employment program that covered 74,000 workers;
(2) a special program to repair damaged water stor-
age systems in villages; (3) assistance to low-income 
farmers; (4) livestock improvement programs for 
small farmers with guaranteed markets; and (5) food 
assistance programs for school children, childrenunder five years of age in urban and rural settings,
and pregnant and nursing mothers.5 5 In spite of a
five-year drought, levels of malnutrition among
children increased only marginally according to
UNICEF studies. UNICEF argues that the cost of 
such programs is not prohibitive in small countries. 

In 1982-1983 the government ofZimbabwe also 
introduced a stabilization program in an effort to 
correct imbalances created by a severe drought and
the world economic crisis. However, in conjunction
with the program they not only introduced a sup-
plementary food program for rural children suffer-
ing from malnutrition iut actually increased their 
expenditures for public iealth programs. In spite of
the serious economic situation from 1982 to 1984,
UNICEF studies show that the rate of infant mortal-
ity actually dropped, and that the rate of primary
school completion went up.56 

In contrast, from 1982 to 1985 after a prolonged
economic collapse, the government of Ghana car-
ried out a successful stabilization program. During
this period, major cuts were made in health expen-
ditures. Infant mortality rose substantially.57 In the 
Philippines in the 1983-1985 period, similar mea-
sures were taken. The stabilization program was 
successful in correcting economic imbalances, but 
health and nutrition among at-risk groups greatly
deteriorated 58 

Managing the donors: sucesses and failures. Few 
countries have attempted stabilization or structural 
adjustment without substantial inflows of foreign 
resources. Where there are rpsults, they have been 
disappointing. For example, in 1988 the government 
of Nicaragua attempted to stem its economic col-
lapse, stimulate its deteriorating export sector, and
control its hyperinflation through a series of eco-
nomic reforms that created a new currency, imposed 
a massive devaluation, freed consumer goods and 
food from price controls, reduced the fiscal deficit,
and limited monetary emission.5 9 This was at-
tempted without major foreign resource inflows and 
during a war. Public discontent with rising prices 
grew and demands for wage increases esc, lated. 
Within three months, the gap between the official 
and black market exchange rate began to climb 

UnderstandingNationalStrategy 

again, and the government resorted to more public
spending and increased its monetary emission. 

Foreign resources would have made this pro
cess more manageable. But to get and maintain for
eign resource flows requires careful management of 
the relationship with donors. There is evidence of 
success with some strategies. 

Establishingcredibility.Some of the governments
inheriting economic collapse have moved to suc
cessfully establish their credentials with key donors,
for instance by stating their intention to pay their 
foreign debt and honor the obligations of their pre
decessors.60 They have gone ahead and made their 
debt-service payments before visiting key donors.61 

Where serious problems of credibility existed, as in 
the Dominican Republic in 1984, or where national
istic feelings prohibited direct negotiations with do
nors, as in Colombia, 62 governments have tried to 
establish their credibility by designing shadow 
agreements that mirror the adjustment plans nor
mally proposed by the donors and then beginning
to implement the plans themselves. In contrast some 
governments have developed a reputation for trick
ery. They hide figures from international teams. One 
respected international economist said: "I had
worked on the national accounts of that country for 
years. I knew when I visited that they were holding
things back." Other negotiating teams have played
"shell games" with deficit reduction by reducing
central government spending in some ministries 
and picking it up in others. They have reduced
 
central governmlt debt but increased central bank
 
debt. As a last resort they have relied 
on capital
inflows from drug money or arms sales to replace

normal donor assistance or normal foreign invest
ment.63 Finally, some governments have signed

agreements and taken first disbursements know
ing that they could not meet the conditions. After
 
discovery of their inability to comply with basic 
conditions, further disbursements have been 
stopped. But government credibility is damaged 
in the process. 

Controllingthe agenda. Some governments have 
created good first impressions by getting their own 
plan ready in advance of any negotiations. In 1982,
for example, Ghana approached donors with its 
own plan, which fitted well within international 
donor guidelines.64 In 1982 Costa Rica assigned a 
small, respected economic team the task of 
designing a strategy. By the time the team went to 
negotiate, they had a strategy that impressed inter
national organizations. In 1986 the Arias govern
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ment in Costa Rica assigned a highly respected busi-
nessman the task of renegotiating his country's com-
mercial debt. 

Educatingdonorsaboutlocalconditions.One of the 
most difficult problems that local officials comment 
on is that of the insensitivity of functionaries from 
donor agencies to local problems, conditions, and 
limitations. One of the most effective strategies for 
helping overcome this problem has been to arrange 
meetings between IMF or World Bank functionaries 
and local pressure groups.65 This has permitted, for 
example, a dialogue between industrialists who 
were worried about specific aspects of tariff reduc-
tion, or agriculturalists worried about reduced sub-
sidies, and the officials who were proposing it from 
the outside. In Costa Rica such meetings resulted in 
fine-tuning the recommendations of the first World 
Bank mission's 1983 report, establishing a new real-
ism. It also permitted better understanding of donor 
viewpoints by key local leaders. In contrast some 
countries held their negotiations in secret. This in-
creased suspicion in the local community and left 
donor officials without a real understanding of the 
problems involved in some of the things they were 
proposing. 

Patienceand careful institutionalanalysis. Focus-
ing on final objectives and not personalizing aspects 
of negotiations has helped move some agreements 
along. One Costa Rican official involved in the ne-
gotiation of his country's first structural adjustment 
loan (SAL) said: 

Mv first reaction to the 1983 World Bank team 
report was fury. It seemed that from one day to 
the next, they wanted to change not only an 
economic structure but our whole way of life. 
The report seemed more like the program pro- 
posed by a political party than an economic re-
covery plan prepared by a responsible donor

66
 
agency.
 

He went on to say, however, that after he calmed 
down he recognized that it was in both his country's 
and the bank's interest to reach an agreement, and 
he convinced himself that with patience and persis-
tence he and his colleagues would eventually make 
their viewpoint understood. Some of the successful 
strategies were (1) reaching agreement on the easy 
issues first and delinking the difficult issues from the 
ones on which there was substantial agreement; (2) 
getting the donor to agree to evaluate the program 
in phases in which the policies that enjoyed a 

broader national consensus were put into effect first; 
(3) having officials from the bank meet with the 
groups that most opposed certain measures so that 
bank officials understood the difficulties; (4) under
standing what the bank guidelines were and where 
there was potential for flexibility and where not; and 
(5) understanding the bank's decision-making pro
cess and where to put pressure on it if necessary. 

Playing geopolitical chess. Some countries have 
been able to use their status in East-West struggles 
or use their knowledge of donor fads and priorities 
to get resources to move their economic strategies 
along. At crucial times, Taiwan and South Korea 
positioned themselves in the minds of members of 
the U.S. Congress as key elements along the United 
States defense perimeter.67 Taiwan received sub
stantial aid flows from 1959 to 1965 that permitted it 
to make the initial transition from industrial import 
substitution of labor-intensive nondurable con
sumer goods to the export of those goods. By the 
time U.S. assistance flows ce"sed in 1965, that coun
try had replaced the dollar amount of those flows 
with private foreign investment.68 Zimbawbe was 
successful in presenting itself as a newly indepen
dent nation in the early 1980s; sizable donor inflows 
resulted. 69 Botswana used a combination of an inno
vative approach to stabilization and donor interest 
due to a drought to try a policy of "pro-poor" adjust
ment, that is, with help for the poor. Sri Lanka's new 
government in 1978 successfully capitalized on 
donor interest in increasing ties and resource flows 
in order to get resources for alarge capital invest
ment project that did not fit the normal guidelines 
of donor adjustment programs.70 A final winning 
combination results when donor governments per
ceive small democratic countries, like Costa Rica in 
1982 and Jamaica in 1980, to be threatened by exter
nal and internal efforts at destabilization. In both 
cases substantial resource inflows occurred. 

Conclusion 

There are no golden rules for managing winners and 
losers during the process of economic change. Each 
country is unique and its political dynamics have 
special features. However, policy makers can gain a 
great deal through patient analysis of the experi
ences of other countries in the political management 
of economic policies similar to the ones that have 
been reviewed in this chapter. Before deciding 
whether to support a new economic policy, they 
should try to answer four basic questions: (1)What 
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is the policy we are proposing, and what specific 
measures are involved? (2) Who, in theory, is sup-
posed to benefit or lose from this policy, and who in 
actual practice has usually supported or opposed it
in other countries? (3) What strategies and tactics 
might supporters or opponents of the policy use,
and how risky will their actions be for our govern-
ment? (4) How have other governments successfully
managed similar situations? Based on answers to 
these questions, a judgment can be made about the
political feasibility of a new policy. 

Notes 
Works cited only by authoranddatearefully listed in the 
bibliographyat the end of this book. 

1. El Grafico (Guatemala) and La Prensa Libre 
(Guatemala), April 1-30, 1988. 

2. El Grafico and La PrensaLibre, Oct. 7, 1987. See 
also Inforpress (Guatemala), Oct. 1-15, 1987. (For
Inforpress,see note 30, below.) 

3. For example, Preside it Rios Montt's attempts 
to pass the value-added tax in 1983 were met withprotest and demonstrations. See El Grafico and La 
PrensaLibre, March 3, April 7, April 29, and June 7,
1983. See also Inforpress,Oct. 1-15, 1987. 

4. La Prensa(Panama) and La Estrellade Panama 
(Panama), Nov. 11, 1983. See also Inforpress, Nov. 
8-14, 1983. 

5. Reactions were particularly strong on Nov. 19 
and continued through March 22. Pressure mounted
and on Dec. 12 the law was reversed. See La Prensa 
and La Estrella de Panama,Nov. 19, 21, 22, and Dec.
12, 1983. See also Inforpress, all of Nov. and Dec.,
1983. A series of three-hour work stoppages began
Jan. 17 after an announcement by the planning min-
ister of the possible dismissal of 2,000 public em-
ployees. Problems continued intermittently. On 
March 3 employees held four demonstrations in 
front of the Ministry of Housing. See La Prensaand 
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See also Inforpress,all of Jan. and March, 1984. 

6. Dr. Ardito-Barletta was kind enough to pro-
vide his notes on this period. He views his resigna-
tion as the end result of a long struggle over the role 
ofcivil versus military rule. In particular he feels that 
one key opponent within his own party formed a
coalition with a prominent military personality to
undercut civilian rule and seize the presidency di-
rectly. He believes that both used economic issues 
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and economic discontent to rally opposition and 
demonstrations in the context of this larger political
struggle. See Dr. Ardito-Barletta's private notes cur
rently in my files. 

7. Joan Nelson (1988) has a particularly good
account of the politics of stabilization and structural 
adjustment; her work compares Costa Rica, the Do
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see Xavier Argiiello (1987b) and Victor Hugo 
C~spedes (1984). 

8. See Nelson (1988, particularly pp. 16-21). Alse 
see Andres Dauharje, Jr. (1985).
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cess and problems of removing consumer price con
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Edwards and Sweder van Vijnbergen (1983).
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tives of stabilization and structural adjustment, and 
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William Cline and Sidney Weintraub (1981) for a 
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pact in the 1970s. 

16. Michalopoulos (1987: 7-8). 
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18. World Bank (1982). 
19. Michalopolous (1987:13). 
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of the key policies, see Anne 0. Krueger (1984).

21. For some of the most recent discussions, see 
Michael Michaely (1986), Michael Mussa (1986), and 
Sebastian Edwards (1986b). See also Jacob Frenkel 
(1982). 

22. Michalopoulos (1987:15). 
23. Krueger (1984). 
24. Chapters 1 and 2 of Cline and Weintraub 

(1981) review the normal discussion of winners and 
losers. 

25. Giovanni Andrea Cornia, Richard Jolly, and 
Frances Stewart (1987; see particularly the introduc
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insightful paper, looks at the factors that make it 
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26. Cornia et al. (1987: 91-112). 
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Cornia et al. (1987). 
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30. The data presented in tables 3.4-3.9 come 

from content analysis of the economic news section 
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1982-1987. Inforpress provides a reporting service 
that summarizes economic policies in every Central 
American country, with local reaction to those poli-
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32. The case studies on Sri Lanka and Ghana in 
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PART II 

Analyzing Short- and Medium-Term 
Economic Strategy 

This part, "Analyzing Short- and Medium-Term Economic Strategy,"
 
presents a range of cases that will permit the reader to utilize the
 
concepts and frameworks presented in part I,"Understanding National
 
Strategy." We begin with "Bolivia: Controlling Hyperinflation, 1985
1986" (chapter 4), a case that provides a chance to look at the implications
 
of hyperinflationary policies, design short-term strategies to counter
 
them, and identify the potential sources of support and opposition to
 
new policies. Part IIcontinues with "Costa Rica: Stabilization and Struc
tural Readjustment" (chapter 5), a case that begins after a relatively
 
successful stabilization program has taken place. The reader is asked to
 
dtiide what to do next. "Chile: An Economy in Transition" (chapter 6)
 
offers a look at phases in stabilization and adjustment, and presents the
 
task of identifying problems in policy sequencing and their conse
quences. We conclude with two non-Latin American cases: "Taiwan
 
1961: The Search for a Viable Economic Strategy" (chapter 7) and "The
 
Indonesian Oil Crisis, 1986" (chapter 8). These final cases permit aralysic
 
of medium-term economic strategic options.
 

The cases help emphasize that there is no single path to economic
 
growth and improved well-being. For example, Chile and Bolivia
 
achieve success using free-market models, while in Indonesia and Tai
wan the state plays a highly active role in the process. Costa Rica
 
achieves its objectives using a more intermediate role for the state.
 
Bolivia and Costa Rica achieve success within the framework of demo
cratic government, while Chile does so during authoritarian rule. Policy
 
makers in each country build upon the cultural conditions prevalent to
 
find strategies that are relatively successful.
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Bolivia: Controlling Hyperinflation, 
1985-1986 

In August 1985 Victor Paz Estenssoro became pres-
ident of Bolivia. His new governrment faced the cha-
lenge of reversing a serious economic collapse 
accompanied by increasing political instability. Paz 
Estenssoro's predecessor, Hemrn Siles Suazo, had 
recently resigned as head of a constitutk'nally 
elected government. Siles Suazo's term had been 
tarnished by the second longest hyperinflationary 
period in Bolivia's history. (A hyperinflationary pe-
riod is defined here as more than two consecutive 
months in which the inflation rate is higher than 50 
percent; see the tables in chapter appendix for eco-
nomic data.) 

Recent Political and Economic Events 

In 1980 Hem~n Siles Suazo had almost become pres-
ident in what was generally considered to be an 
honest election. His electoral coalition, called the 
Democratic and Popular Unity Coalition (UDP), re-
ceived 36 percent of the vote. It consisted of his own 
National Revolu'.onary Movement of the Left 
(MNRI) and two smaller left-of-center political par-
ties, the Movement of the Revolutionary Left (MIR) 
and the Communist party of Bolivia (PCB). The 
Christian Democratic party (PDC) also supported 
the coalition. The opposition to the ideological right 
of the UDP was composed of the National Revolu-
tionary Movement (MRN), with 19 percent of the 
vote, and the National Democratic Action party 
(ADN) of former military ruler Hugo Banzer, which 
got 15 percent of the vote. A group of small parties 
totheleftoftheUDPgotabout30percentofthevote. 

Siles, however, was never permitted to take of
fice. In July 1980 General Luis Garcia Meza Tejada 
declared the election results invalid. He closed the 
Congress, banned political parties,jailed union lead
ers,and curtailed labor activities. His regime quickly 
developed a reputation in the international press for 
repression, corruption, and economic mismanage
ment. Garcia Meza was forced from office by an
other military coup. Economic deterioration 
continued. After three more unsuccessful military 
governments, the armed forces permitted a transi
tion to civilian rule. 

In 1982 the Bolivian Congresb permitted Siles 
Suazo to L'ake office as president, more than two 
years after his normal term should have begun. His 
UDP coalition had strong support from important 
unions, like the Bolivian Mine Workers Union 
(COB) and the Teachers Union. It was viewed as too 
conservative by the students at the National Univer
sity a,,d too radical by the National Business Cham
ber Organizations. (See figure A4.1 in the chapter 
appendix for a political map of the key actors in 
1982.) 

Siles's period as president was a difficult one. 
During his government, international tin prices 
plummeted from US$6 to US$2.50 per five-pound 
unit. At this level most Bolivian tin mines became 
losing ventures. Tax revenues in Bolivia had never 
been indexed. Thvs, when inflation reached an an
nualized rate of 25,000 percent, annual tax revenues 
dropped to less than 2 percent of gross domestic 
product (GDP). The system for tax collection col
lapsed under the weight of low revenues, poor sal
aries and incentives for public employees, and 
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outdated procedures. Bolivia's access to financial 
markets dried up completely. Net international re-
source transfers to Bolivia became negative US$190 
million in 1983 and US$140 million in 1984. In an 
effort to maintain employment and stimulate the 
economy, the government increased its fiscal deficit 
and financed it with unbacked monetary emission. 

rc vernment price controls created large distor-
tions. For example, in July 1985 the controlled do-
mestic price of gasoline was 3 U.S. cents per liter 
wh le the world price was 23 cents (see table A4.7).
Some goods disappeared entirely from the m,.rket.
Active black markets appeared and contraband 
trade with Peru flourished, 

Similar distortions appear in foreign exchange 
markets. For example, in August 1985 the official 
exchange rate of the Bolivian peso was 67,000 per 
U.S. dollar while the parallel market rate soared to 
1,145,000 pesos per dollar. With this level of distor
tion, only a minimum number of transactions actu
ally took place at the official exchange rate. 
Nevertheless, since exporters were required by law 
to convert their foreign exchange income at the offi-
cial rate, legal exports almost vanished (see table 
A4.8). As a consequence of the contraband trade 
thus stimulated, Peru became a tin-exporting coun-
try even fliough it had no tin mines. As a result of 
the reduction in total trade, tariff revenues almost 
disappeared. 

By 1985 the crisis reached unprecedented pro-
portions. Paper money from Brazil became the sec-
ond most important import commodity. Central 
bank employees went on strike. In the absence of 
central bank financial statements, the position of 
Bolivia's net international reserves became a mys-
tery. The average annual inflation rate reached 
11,858 percent. Strikes became a daily problem. 

The coalition that had brought Siles to office 
disintegrated (see figure A4.2 in the chapter appen-
dix for a political map of the situation in 1985). He 
was forced to resign a year before his term ended 
and to call national elections. The ADN and its pres-

Analyzing Short-and Medium-Term Economic Strategy 

idential candidate General Hugo Banzer won a plu
rality of 32 perc,:nt of the vote. The MRN and its 
candidate Victor Paz Estenssoro followed with 30 
percent, MIR's Jaime Paz Zamora got about 10 per
cent, MNRI got 9 percent, and other small parties got 
the rest. 

In the absence ofa clear presidential winner, the 
vote was thrown int, the Congress. MIR sided with 
MRN and Victor Paz Estenssoro became president. 
He began with support from the unions "nd many 
left-of-center groups. 

The government, however, inherited an econ
ormy in shambles. Controlling hyperinflation be
came its first priority. But the unions, particlarly 
the COB, threatened general strikes should the gov
ernment adopt harsh austerity measures where 
workers bore the brunt of the adjustment. 

Study Questions 

1. 	 Had you been asked to help the new govern
ment with its short-term economic strategy, 
what would you have recommended? Specific
ally, what fiscal, monetary, trade, wage, and 
exchange-rate policies would you have sug
gested? 

2. 	 Draw a political map of Bolivia immediately 
after the 1985 elections. Where would you sus
pect to find political allies for your new eco
nomic program? Which groups migh. oppose 
your policies? 

3. 	 How would you manage the process of eco
nornic change? How and when would you an
nounce your plan? What coalitions would you 
form? How would you handle your opposition? 
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FIGURE A4.1 Bolivia: Political Map, October 1982 
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FIGURE A4.2 Bolivia: Political Map, October 1985 
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TABLE A4.1 Bolivia: Inflation Rate, 1952-1985 TABLE A4.3 Bolivia: Base for the Inflationary
(annual average) Tax, 1981-1985 (millions of U.S. 

.nflation rate Inflation rate dollars)
Year (percent) Year (percent) Fiscal income as 
1952 24.5 1969 2.2 Monetary percent of public
1953 100.9 1970 3.9 Year base expenditures
1954 124.4 1971 3.6 1981 660 62

1955 80.0 6.5 225
1972 1982 17

1956 178.8 1973 31.6 1983 156 13

1957 115.1 1974 62.7 1984 167 
 8 
1958 3.1 1975 8.0 1985a 91.5 7
 
1959 20.3 1976 4.5
 
1960 11.5 1977 8.1 a. First period.
 
1961 7.6 1978 10.4 SOURCE: Central Bank of Bolivia.
 
1962 5.9 1979 19.6 
1963 -0.7 1980 47.2 
1964 10.2 1981 32.2 
1965 2.9 1982 123.5 
1966 6.9 1983 275.6 TABLE A4.4 Bolivia: Interest Rate of the 
1967 11.2 1984 1,282.4 Central Bank, 1985 (30-da' %)
1968 5.5 1985 11,857.1 Month Peso 
SOURCE: Central Bank of Bolivia. April 34 

May 35 
June 44 
July 50 
August 45 
SOURCE: Sachs 1986: 34. 

TABLE A4.2 Bolivia: Monthly Inflationary Tax, 1981-1985 (millions of U.S. dollars) 
Month 1981 1982 1983 1984 1985 
January -43.6 -11.3 2.9 6.0 14.3
February -6.6 40.3 7.0 6.4 11.6 
March - 1.5 18.1 13.8 12.2 21.4

April 10.4 14.3
19.6 11.2 20.3 
May -14.9 22.2 19.5 16.4 31.3
June -13.8 33.9 21.2 31.9 8.2
July 44.7 19.6 19.7 57.6 28.7 
August 34.3 12.1 24.325.4 20.9 
Septem 2r 29.0 14.2 9.3 9.0 23.9
October -16.2 25.8 16.711.2 16.8
November 20.1 32.9 7.8 16.9 0.8 
December 69.6 43.9 82.240.6 36.8 

Total 111.4 284.6 179.4 287.3 238.4 
Monthly Average 9.3 34.3 14.9 23.9 18.5 
NOTE: The monthly inflationary tax is measured as (Mt - Mt - 1)/Er, where Mt is the amount of money at month end
and Er is the free market exchange rate. 
SOURCE Sachs 1986: 33. 
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TABLE A4.5 Bolivia: Fiscal Accounts of the Government, 1979-1984 (percentage of GDP) 

1979 1980 1981 1982 1983 1984
 
Revenue 9.4 9.6 9.4 4.6 2.6 2.6 

Domestic 3.6 3.1 3.0 1.8 1.4 0.7 
Tariffs 2.3 2.1 2.1 0.9 0.4 0.6 
Oil 0.1 1.4 1.7 1.1 0.5 0.2 
Other 3.4 3.0 2.6 0.8 0.3 1.1 

Expenses 14.3 16.0 15.1 26.9 20.1 33.2 
Wages and salaries 6.7 7.5 7.2 5.6 5.2 8.0 
Other services 0.7 0.7 0.7 0.4 0.3 0.5 
Materials 0.8 1.2 1.5 11.0 0.7 0.8 
Investment 0.4 1.0 1.0 0.4 0.4 0.5 
Domestic debt 1.7 1.4 1.8 10.4 0.3 0.4 

(with the CBB)
 
Foreign debt 
 0.4 2.1 1.3 7.7 10.8 2.2 
Other 3.6 2.1 1.6 1.4 2.4 20.8 

Deficit 4.9 6.4 5.7 22.3 17.5 30.6 
SOURCE: Central Bank of Bolivia. 

TABLE A4.6 Bolivia: Exchange Rates, 1982-1985 (Bolivian pesos per U.S. dollar) 

Period Controlled (average) Free-market (average) Differential (percentage) 
1982
 

I 43.18 56.74 31.40
 
II 43.18 92.20 113.52
 
III 43.18 208.06 381.84
 
IV 145.06 248.21 NA
 

1983
 
I 196.00 424.84 116.76
 
II 196.00 402.78 105.50
 
Ill 196.00 671.28 242.49
 
IV 398.67 1,158.74 190.65
 

1984 
I 500.00 2,137.19 327.44 
II 2,000.00 3,396.77 69.84 
III 2,000.00 8,194.52 302.73 
IV 6,666.67 18,545.81 178.19 

1985 
Jan. 8,571.00 70,064.50 717.46 
Feb. 45,000.00 133,535.70 196.75 
March 45,000.00 123,548.30 174.55 
April 45,000.00 161,600.00 259.11 
May 67,000.00 250,935.50 274.50 
June 67,000.00 460,600.00 587.50 
July 67,WO0.00 802,741.00 1,098.10 
Aug. 67,000.00 1,143,548.00 1,606.80 

NOTE: NA = not available. 
SOURCE: Central Bank of bolivia. 
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TABLE A4.7 	 Bolivia: Domestic Price of 
Gasoline, March-July 1985 
(U.S. dollars) 

1985 Price per liter 
March 0.09 
April 0.07 
May 0.06 
June 0.05 
luly 0.03 
NOTE: The intemational price per liter at the same period
 
was IJS$0.23.
 
SOURCE: Central Bank of Bolivia.
 

TABLE A4.8 	 Bolivia: Tin Exports by COMIBOL, 1972-1983 (millions of U.S. dollars) 

Year 	 Exports Year Exports Year Exports 
1972 $93.1 1976 $185.6 1980 $234.8

1973 
 114.8 1977 217.9 1981 142.8

1974 196.4 1978 192.2 1982 93.7
 
1975 171.8 1979 196.6 1983 75.1 
NOTE: COMIBOL (Mining Corporation of Bolivia) is the government corporation that controls the nationalized Bolivian
tin mining industry.

SOURCE: Central Bank of Bolivia.
 
TABLE A4.9 	 Bolivia: Growth of GDP, by Sector of Origin, 1979-1985 (at constant 1980 prices, 

in percentage) 

1979 1980 1981 19 8 2a 1983a 198 4a 1985b
 
GDP at market prices 0.0 -0.9 
 0.1 -4.3 -6.9 -0.8 -1.9
Indirect taxes on imports -8.6 	 4.2 -57.90.9 -54.8 40.0 47.7

GDP at producer prices 
 0.2 -1.0 0.0 -2.9 -6.3 -1.0 -2.3 

Agriculture 	 3.2 1.5 -0.9 4.4 -24.9 18.7 2.5
Mining -9.2 1.2 -0.6 -4.9 -1.3 -13.8 -11.0

Hydrocarbons -10.5 6.8 6.3 7.6 -6.3 -2.5 -2.5
Minerals 	 -8.5 -4.3-1.5 	 -12.3 2.4 -21.3 -18.0

Manufacturing -1.9 0.6 -7.3 -13.9 -6.7 -11.8 9.7 
Electricity, gas, and water 3.3 16.6 14.0 0.4 -0.4 1.3 0.0
Construction -11.6 -6.7 -11.0 -2.4 -4.5 -6.7 2.0
Commerce 2.6 -1.8 8.3 -5.3 -4.0 -1.0 1.5
Transport, storage, and 16.6 -3.9 12.0 -5.2 2.1 0.7 0.4 

communication 
Financial services -1.2 -0.8 -4.7 0.7 0.6 0.5 0.3

Banking -3.3 -2.3 -12.0 1.4 	 1.01.2 1.4
Ownership of dwellings 0.5 0.4 0.6 0.3 0.2 0.1 -0.4

Communal, social, and 3.7 2.4 15.? -4.9 -5.7 -2.9 -3.8 
personal services 

General government 8.9 -7.5 2.7 1.6 3.0 0.4 -2.5
Domestic services 2.2 2.5 2.8 -3.1 -3.C, -2.0 -2.3 
a. Preliminary figures.

b.Estimated figure.

SOURCE: Central Bank of Bolivia, National Accounts Department, unpublished worksheets dated July 1987. Indirect

import taxes are staff estimates.
 

http:IJS$0.23
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TABLE A4.10 Bolivia: Distribution of GDP, by Sector of Origin, 1978-1985 (at constant 1980 prices, 
in percentage) 

1978 1979 1980 1981 1982a 19 83a 19 84 a 1985 b 

GDP at market price, 103.0 102.7 102.7 102.9 101.3 100.6 100.8 101.3 
Indirect taxes on imports 3.0 2.7 2.7 2.9 1.3 0.6 0.8 1.3 
GDP at producer prices 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Agriculture 17.9 18.4 18.9 18.7 20.1 16.1 19.3 20.2 
Mining 17.5 15.9 16.2 16.1 15.8 16.6 14.5 13.2 

Hydrocarbons 5.8 5.2 5.6 6.0 6.6 6.6 6.5 6.5 
Minerals 11.7 10.7 10.6 10.1 9.2 10.0 7.9 6.7 

Manufacturing 15.1 14.8 15.0 13.9 12.3 12.3 11.0 10.1 
Electricity, gas, and waler 0.6 0.6 0.7 0.8 0.8 0.8 0.9 0.9 
Construction 4.5 4.0 3.8 3.4 3.4 3.4 3.2 3.4 
Commerce 10.9 11.2 11.1 12.0 11.7 12.0 12.0 12.5 
Transport, storage, and 5.4 6.3 6.1 6.9 6.7 7.3 7.4 7.6 

communication 
Financial services 14.6 14.4 14.4 13.7 14.3 15.3 15.5 15.9 

Ban!dng 6.3 6.1 6.0 5.3 5.5 6.0 6.1 6.3 
Ownership of dwellings 8.3 8.3 8.4 8.5 8.7 9.3 9.4 9.6 

Communal, social, and 2.3 2.4 2.5 2.8 2.8 2.8 2.7 2.7 
personal services 

General government 10.7 11.6 10.8 11.1 11.6 12.8 13.0 12.9 
Domestic services 0.5 0.5 0.6 0.6 0.6 0.6 0.6 0.6 

a. Preliminary figures.
 
b. Estimated figures.

SOURCE: Central Bank of Bolivia, National Accounts Department, unpublished worksheets dated July 1987. Indirect
 
import taxes are staff estimates.
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TAB.E A4.11 Bolivia: Growth of GDP, by Exrenditure Category, 1981-1985 (percentage) 

1981 1982a 1983a 1984a 
 1985b
 
GDP at market prices 0.1 -4.3 -6.9 -0.8 -1.9TOT effect - 57.3 -15.5 109.1 441.4
GDY 0.4 -4.1 -7.0 -0.2 3.0 
Imports of goods and NFS 37.8 -34.5 2.2 -10.4 44.5Exports of goods and NFS -1.4 -6.8 -5.9 -6.4 -11.9Exports TOT adjusted 0.3 -5.8 -6.2 -3.6 12.7Resource gap -115.5 -793.5 -27.9 21.4 -73.4
 
Available resources 
 6.7 -10.3 -5.7 -1.2 7.4
 
Consumption 
 8.0 -8.3 1.2 -4.5 10.8

Public -13.7 25.0 6.7 3.6 -14.5Private 15.0 -13.5 0.0 -.,.5 17.6 
Investment -12.1 -25.2 -66.4 87.1 -39.0

Fixed investment -17.3 -5.9 -43.8 -23.4 -11.0
Public-sector -20.8 -28.9 -26.8 -3.0Piivate-sector 25.3 -63.7 -14.6 -28.7Changes in stock -461.6 -403.0 71.4 -134.0 -165.4 

Gross domestic savings -36.5 26.9 -53.4 46.1 -104.4
Net factor income 11.4 -12.0 -9.4 18.9Current transfers 16.5 139.4 -15.1 -10.5Gross national savings -57.3 43.6 -67.7 128.6 -194.3 

NOTE GDY stands for gross domestic income, TOT for terms of trade, and NFS for nonfactor services. 
a. Preliminary figurzs.
b.Estimated figures.

SOURCE: Central Bank of Bolivia and World Bank mission estimates.
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Costa Rica: Stabilization 
and Structural Adjustment 

In March 1986, Costa Rican business, labor, and 
political leaders met to analyze their country's short-
and medium-term economic options. In one month 
a new National Liberation party (NLP) government 
would begin its term under the leadership of Presi-
dent Oscar Arias Sdnchez. The group was optimistic 
about the immediate future. Coffee prices had risen, 
and the price of petroleum-one of Costa Rica's 
largest imports-had fallen to US$10 per barrel. In 
spite of several positive changes in the international 
economy, the group was concerned about the feasi-
bility of implementing the structural adjustment 
loan (SAL) negotiated in 1985 with the World Bank. 

The group's agenda included three tonics. First, 
was the import substitution process begun by Costa 
Rica in the 1960s already obsolete? Should the coun- 
try abandon this course of action and embark upon 
what had come to be known as export-led growth? 
Were these twa processes compatible with each 
other, or were they, instead, mutually exclusive? 
This item was closely related to the World Bank's 
struciural adjustment program and to the tariff revi-
sion scheme under the coordination of the Central 
American Economic Integration Secretariat 
(SIECA). 

Second, those assembled would analyze Costa 
Rica's short-term economic options under the new 
Arias administration. According to Don "Pepe" 
Figueres, one of the country's most important past 
presidents, the country had "clear skies ahead and a 
good pilot on board." However, the group worried 
that the regional recession and the political and 

economic problems of Costa Rica's neighbors, Pan
ama and Nicaragua, would spill over, particularly if 
Costa Rica could not bring about a strong economic 
recovery. Might there be ways to accelerate recovery 
like increasing foreign borrowing while continuing 
the stabilization process, or simply resorting, as in 
the past, to policies to generate employment even at 
the cost of higher inflation? The latter topic had been 
a hotly debated campaign issue. 

Third, participants wished to take advantage of 
the opportunity to analyze the future of the export 
sector. Were there actually new product possibilities 
in the international market? Did local businessmen 
have the capacity and interest to adapt their activi
ties to take advantage of new opportunities? Would 
groups in the industrial sector who supplied the 
local market resist policy changes necessary to pro
mote exports? 

The common denominator of all three agenda 
items was the desire to know which groups would 
perceive themselves to be winners and losers in any 
of the new strategies selected, and how the govern
ment might manage policy changes with a mini
mum of social discontent. 

Recent Behavior of National Economy 

The 1980-1982 recession. During this period, Costa 
Rica, like all other Central American countries, had 
faced its worst economic crisis since the 1930s. The 
economy stagnated in 1980, and growth irn gross 

This chapter was translated from the Spanish hy Orlando Garcia-Valverde. Quoted material in thi., chapter comes from the author's 
interview!, and from the newspapers La Nacidn and La Repiiblica. 
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TABLE 5.1 Costa Rica: National Accounts, 
1980-1982 (real growth rates, in 
percentage) 

1980 1981 1982 
Gross domestic product 0.8 -2.4 -9.0 

Supply 
Agricultural sector -0.5 3.8 -6.0 
Industrial sector 0.8 -0.5 -14.2 
Construction -1.1 -21.7 -32.6 
Commerce -3.0 -10.6 -16.0 

Demand
 
Public consumption 1.5 -10.9 1.8
Private consumption -1.8 -13.2 -4.7 
Public investment 0.8 -26.3 -28.5 
Private investment -14.2 -28.3 -39.3 
Exports -7.8 -8.2 -20.0 

SOURCE: Central Bank of Costa Rica. 

domestic product (GDP; was negative in 1981. There 
was a 9.0 percent decline in real GDP during 1982. 
As in the rest of the countries in the region, it was
impossible to find asingle sector that had performed
well (see table 5.1). 

However, surprisingly in face of the decline in 
economic activity, domestic credit had grown (see
table 5.2). Domestic resources obtained by the finan-
cial system itself expanded considerably (by 78.73 
percent in 1981 and 58.33 percent in 1982). Although
the tax burden had increased slightly, the overall 
fiscal deficit had increased substantially as had the 
tax burden on exports (see table 5.3). 

The current account deficit had been reduced 
despite the fall in exports in 1982. The net capital
inflow (which had been considerable, particularly
during 1980 and 1981) also was significantly re-
duced in 1982, especially the official portion of it. 
According to some estimates, the balance of the 
medium- and long-term foreign public debt hadincreased from US$1.35 billion in 1979 to US$2.8 

billion by the end of 1982. 


TABLE 5.2 	 Costa Rica: Nominal Growth in 
Domestic Credit, 1981-1982 (per
centage) 

Credit 	 1981 1982 
Total credit 14.29 34.73 

To the public sector 20.13 30.85 
To the private sector 9.96 37.88 

SOURCE: Central Bank of Costa Rica. 

Analyzing Short-and Medium-Term Economic Strategy 

TABLE 5.3 Costa Rica: Taxation Indicators 
of the Central Government, 
1980-1982 (percentage) 

1980 1981 1982 
Tax burden 11.30 11.61 12.54 

Total expenditures/GDP 21.81 16.58 16.64 
Resource gap/GDP 10.51 4.104.97 
Effective tax rate on exports 8.29 11.09 12.40 
Effective tax rate on imports 6.71 4.13 3.02 
SOURCE: Central Bank of Costa Rica. 

Finally, as a consequence of the financial imbal
ance and the reduction in foreign aid, Costa Rican 
inflation climbed to almost 100 percent in 1982 (see 
table 5.4). 

Stabilization: 1983-1985. When President Luis Al
berto Monge's administration took office in May
1982, it adopted a stabilization program whose ob
jectives were 

1. To control the erratic fluctuations of the 
exchange rate, which went from 8 to 
more than 20 colones per U.S. dollar; and 
to "unify" the "free market" exchange 
rate of 60 colones with the official rate of 
20 colones. 

2. 	To stabilize the economy and reduce "in
flationary pressures." In 1982, produc
tion in real terms fell by almost 10 
percent, and inflation had reached al
most 100 percent. 

3. 	To reestablish the overall equilibrium of 
the balance of payments. 

TABLE 5.4 	 Inflation in Central America: 
Changes in the Consumer PriceIndex (percentage) 

Guatemala 10.7 11.4 0.2 
El Salvador 17.3 14.8 11.8 
Honduras 18. 9.4 9.4 
Nicaragua 35.3 23.9 24.2 
Costa Rica 18.1 37.1 90.1 
SOURCE: Central Bank of Costa Rica. 
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4. 	To "reestablish" the country's foreign 
credit with the international financial in-
stitutions, credit that had considerably 
deteriorated over the past few years on 
account of problems related to the 
country's foreign debt. 

These objectives formed the core of the 12-
month Standby Agreement signed by the new gov-
ernment with the International Monetary Fund on 
January 2, 1983. 

A 	revised agreement with the IMF was com-
pleted in late March 1984. It was accompanied by a 
new Economic Emergency Law passed by the Costa 
Rican Congress. According to the new agreements, 
inflation was to be reduced to 10 to 12 percent per 
year. The expansion of credit was not to exceed the 
previous year's total by more than 15 percent. 

Both IMF representatives and local authorities 
agreed that the fiscal deficit had to be drastically 
reduced. This required substantial reductions in 
consumer and producer subsidies managed by the 
National Production Council (NPC). Two alterna
tives for subsidy reduction were proposed. One was 
to raise the price of beans, flour, bread, noodles, and 
spaghetti, products that, as one politician noted, 
"feed the poor"; the other was to create a tax on 
securities. 

Another institution suf'ering from a severe def-
icit, estimated at 1.5 billion cciones, was the Costa 
Rican State Development Corporation (CODESA). 
Carlos Manuel Castillo, the president of the Central 
Bank, suggested that this problem was a political 
one since forming CODESA had been a major ele
ment of earlier NLP party strategy and ideology. 
Privatization would require new political decisions. 

President Monge voiced his dissatisfaction with 
IMF requirements but felt that if Costa Rica wished 
to remain in the international financial community,
ithad to abide by many of the stipulations. 


The government had to balance between at-
tempts to reduce the fiscal deficit and desire to help 
exporters maintain their competitiveness. As a con-
sequence, the government decided not to continue 
the tax on the exchange-rate differential, which tra
ditional exports had been paying until December 
1983. According to Minister ofAgriculture Francisco 
Morales-Hernndez, as a result of this decision, cat-
tie ranchers would stop paying 68.5 million colones, 
while coffee growers would save 700 million colo-
nes. Furthermore, also effective December 1983, the 
government had been forced to reduce by 25 cents 
the tax of one U.S. dollar levied on each box of 
bananas exported. This reduction was implemented 

to try to keep the banana companies from closing 
their operations in Costa Rica. 

Changes in the economic team. In 1984, shortly 
after the new IMFagreement, President Monge was 
forced to change some key members ofhis economic 
team. Castillo, one of the leading architects of the 
stabilization program, resigned as president of the 
Central Bank to start campaigning as a candidate for 
the presidency of the republic. Rodolfo Silva left his 
position as minister of exports to join the Inter-
American Development Bank. In view of this situa
tion, President Monge had to reorganize his team 
almost totally. Aftera few interim appointments, the 
president replaced Castillo with Eduardo Lizano. 
According to many, Lizano was likely to "institu
tionalize" the minidevaluation policy in Costa Rica, 
which had allowed the government to make its fiscal 
policy more flexible without seriously hurting the 
export sector.Observers wondered whether the new 
team would ensure continuity. 

The Stabilization Program and Its Early Results 

According to the Ministry of National Economic 
Planning (MIDEPLAN), the stabilization program 
had been successful. In 1984 GDP had grown 6 
percent. Inflation dropped to 15 percent, and unem
ployment was reduced to less than 8 percent. The 
consolidated deficit of the nonfinancial public sector 
dropped from 13.7 to 3.0 percent. 

On May 1, 1984, President Monge said: 

I am not contending that we have surmounted 
the crisis. But I do wish to stress that now, after 
two years during which we had to adopt bitter 
and hard dec,ions to heal a seriously ill and 
almost bankrupt economy, we have come a long 
way from the Costa Rica we were entrusted within May 1982. We have drawn away from the 
precipice, and an objective reference to the main 
economic indicators is the best proof Ican offer 
of what I am saying. 

Fo!iqT Controversies, 1983-1985 

As the group began its meeting, it reviewed some of 
the policy controversies that had been discussed 
during the last three years. These involved, among 
other things, the role of the industrial sector and the 
potential of nontraditional exports. 
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The role of the industrial sector. As a result of the 
crisis of 1982 Costa Rica's industrial sector had vir-
tually collapsed. Industrial exports had fallen by 
more than US$60 million since the crisis began. Ac-
cording to some, the problem was the result of both 
the crisis and the loss of liquidity in the regional 
common market due to capital flight, 

On the other hand, according to some foreign 
,xperts, the origin of the problem was in the import
substitution model itself. They argued that tariff 
protection had made industry notoriously ineffi-
cient. For example, the World Bank document enti-
tled "Costa Rica, Current Economic Position and 
Prospect," of November 1980, warned that the levels 
of protection to industry were very high: between 60 
and 70 percent on average. Accoz "*ng to the Eco-
nomic Research Institute (lICE), tb" i had led to de
velopment of excess plant capacihy, so that in 1985 
only 67 percent of industrial plant capacity was 
being utilized. The lICE also judged that the im-
ported component of industrial exports was 56 per-
cent. 

According to Alberto Di-Mare, a respected 
Costa Rican economist, "import-substitution possi-
bilities were exhausted five years ago. This con-
fronts us with the need for larger markets. We now 
require a development model based on exports." 

However, Carlos Araya, chairman of the Cham
ber of Industry of Costa Rica, had a different opin-
ion: 


Industrial activities in Costa Rica deserve to be 
preserved and strengthened. They are not only 
the direct source of income for more than 115,000 
workers, but a source of employee contributions 
to the Costa Rican Social Security Institute 
(CCSS), the National Insurance Institute (INS), 
the Mixed Institute for Social Assistance (IMAS),and the National Learning Institute (INA). Also, 

industry has substantially contributed to the 
treasury through income and property taxes, as 

well as other numerous indirect taxes. 

Thanks to import substitution, Araya claimed, 
industrial exports had grown from 2 percent of the 
total in 1962 to more than 30 percent in 1985. Real 
protection rates in Central America, he insisted, 
were generally moderate, and were not conducive 
to inefficiency of the sector. On other occasions he 
had said: 

Tariff protection is an industrial policy instru-
ment employed not only in Central America. In 

Analyzing Short- and Mediun-Termn Economic Strategy 

fact most developed countries benefit from pro
tectionist measures. The existence of the Central 
American tariff system has not protected Costa 
Rican industry from competition. In fact coun
tries like Colombia, Mexico, and Venezuela give 
their industries a number of advantages while 
maintaining high tariff barriers themselves. Theadvantages allow them to send their products to 
our region at marginal cost prices. 

Araya recommended a two-way strategy: "On 
the one hand, strong export promotion, and on the 
other hand, strong restrictions on finished imported 
products." 

Castillo disagreed with Araya. He called for the 
rationalization of tariffs and the reduction of levels 
of effective protection: 

We do not intend to annihilate our industrial 
finns. The idea behind the tariff reform is-and 
we must insist on this-to eliminate the anti
export bias that currently affects the oper:,tions 
of the Costa Rican economy. It is not fair to try to 
promote exports and, at the same time, continue 
doing everything possible to make our entrepre
neurs believe that it is worth more for them to 
produce for the local market. If we maintain this 
attitude we shall never reach satisfactory export
levels. 

At this point in time, President Monge spoke 

again: 

We are at that critical point where it becomes 
indispensable to recover the productive appara
ts of the country and substantially increase ex
ports. Without this effort, the entire structural 
adjustment effort will prove insufficient to sur
mount the acule crisis our economy faces. The 
industrial sector must play a leading role in thisdecisive battle for production and increased ex
prts.
 

The role of traditional exports. According to Al
berto Di-Mare, most of the new export thrust had 
gone into the stimulation of nontraditional exports 
with tax rebates and other special measures, while 
in fact traditional exports had been taxed. In the 
coffee industry, for instance, production that in 1970 
would have paid for 100 minimum daily wages in 
1980 only paid for 76, in spite of the fact that the price 
index of coffee had gone from 100 to 240. Likewise 
in the banana industry, 100 daily wages had become 
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98; in the meat industry, 62; in the sugar industry, 
87; and in the cocoa industry, 74. 

Controversies about Specific Policies: 1983-1985 

The group moved its discussion to specific policy 
issues. 

Fiscal policy. To overcome some of the problems 
mentioned by Di-Mare, the minister of exports had 
promised to eliminate more than one billion colones 
in export taxes. On the other hand, according to 
Minister of Finance Fernando Naranjo, more than 30 
percent of government revenue came from export 
taxes, so that such a measure would have great 
repercussions not only on central government fi-
nance, but possibly also on credit policy, which was 
controlled by the central bank. 

The proposal of the minister of exports became 
even more interesting as a subject for analysis. Luis 
Liberman, a prominent Costa Rican businessman, 
pointed out: 

One of te objectives of the current administra-
tion is to .educe the consolidated public-sector 
deficit. Indeed, it has been reduced from 14.0 
percent of GDP to 9.5 percent last year, and 
hopefully to 4.5 percent in 1985. However, reduc
tion of the deficit is almost exc!usively aimed at 
increasing tax revenues, and more than two-
thirds of the increase in 1982 tax revenues was 
paid by the export sector. 

Liberman added: "It was acceptable to do this 
during the first year of devaluation because of the 
windfall profits generated. But the system was 
maintained and export competitivity was reduced." 

Federico Vargas, minister of finance, also ex-
pressed his concern: 

The situation will worsen gradually if the real 
price of exports is not increased. This could be 
achieved through increases in the nominal ex
change rate, tax reductions, or reducing, in the 
long run, the protection to nonexporting indus-
tries. However, at the same time we have to be 
consistent. We cannot have tax reductions that 
will cause the fiscal deficit to rise. 

He concluded that it was necessary to reduce 
public expenditures, which meart "incurring polit-
ical costs, since the reduction thereof would affect 
the interests of the groups that benefit from public 

expenditures." 

Monetary policy. Costa Rica in the 1970s and 1980s 
had been known as an economy with ant inflaionary 
bias by Central American standards. Claudio 
Gonzdlez-Vega, a well-known Costa Rican econo
mist, has stated that the policy ofsubsidized interest 
rates in the 1980s and the inflationary process the 
country had experienced until 1982, resulted in 
highly negative real interest rates. This in turn 
caused a massive transfer of wealth to the sectorE 
that had had access to institutional credit. 

Negotiation with the IMF resulted in a balance 
between the government's interest rate policy, the 
need to encourage the growth of financial savings, 
aid the need to avoid obstructing the country's 
productive effort. 

The government's intention was to make the 
necessary adjustments in order to establish real pos
itive rates. However, serious implementation ques
tions remained. For example, should the nominal 
rare be established in relationship to past inflation 
rates (as high as 100 percent per year)? Or should 
this be done in relationship to current inflation rates 
which, according to all expectations, would be con
siderably lower? 

With respect to the interest rate policy, Liber
man indicated: 

We do not have much access to international 
resources. Therefore, the role of interest rates is 
basic. However, there are contradictory interests. 
National savings have to be increased. What has 
happened in other countries with positive real 
interest rates is that financial savings have in
creased substantially as ameans of avoiding cap
ital flight. Hence the contradiction between 
maintaining attractive interest rates for savers 
and the need to maintain competitive interest 
rates to finance exports. 

Exchange-rate policy. Both the National Planning 
Bureau (OFIPLAN) and the Ministry of Finance rec

onmerdetat t goee n s ue axe 
on traditional exports (coffee, bananas, sugar, and 
beef) through exchange-rate differentials. Tradi
tional producers carried burdens ranging from 5 to 
20 percent. The tax was collected upon the cancella
tion of one part of the value of the exports at the 
official exchange rate of 20 times 1 and the remain
der at the interbank rate, which fluctuated around 
40 times 1. 

According to the Export and Investment Promo
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tion Center (CENPRO): 

Almost all of the foreign exchange necessary to 
cover imports of raw materials and certain capi-
tal goods isobtained at the interbank market rate,
whi!e only 95 percent of the foreign exchange 
from exports is exchanged in the same market,
with 5 percent being exchanged at the official 
rate,which is barely one-half of he former. At 
the same time, many imports of raw materials, 
machinery, and equipment necessary to produce 
exports must be paid for at free exchange rates. 
The comparison between the two activities is 
'rankly unfavorable to exporters. 

According to CENPRO, this multiple exchange-
rate system was partially destroying the nominal 
benefits offered by the tax savings certificates (CAT).

In an effort to eliminate this antiexport bias, the 
minister of finance and the president of the Central 
Bank included provisions in the IMF agreement to 
gradually eliminate mulciple exchange rates. But 
such decisions had political implications. In late 
1982, Congressman Alvaro Montero-Mejia accused 
the president of the Central Bank of "giving away"
2 million colones to exporters just by changing the 
interbank rate from 38.18 colones to 40.18 colones. 

A second issue was whether devaluations really 
served as a stimulus to exports To a large extent, the 
exchange-rate policy controversy had started when 
the dollar went from 8.60 colones to 20,40, and even 
63 colones; both the authorities and the experts
spread the rumor that "from the somber night of 
devaluation would emanate the beam of hope,"
since all producers would -uddenly want to export. 

These predictions, however, did not come true, 
and the explanations were numerous and varied. 
For instance, according to Odalier Villalobos, then 
vice-minister of finance, no advantages were ob-
tained, since the devaluation took place at a time of 
world recession. But according to the minister of 
finance, this occurred because the devaluation pro-
cess had been so disorderly that proaucers had not 
been willing to risk investment and production. 
Others said that windfall profits were made by ex-
porters, but that the government had not received 
appropriate tax revenues because of underbilling by
producers. Finally, Liberman and Vargas believed 
that "exports did not respond to the devaluation in 
1981 and 1982 because a sizable portion of the earn-
ings the exporters could have received had been 
taken away by taxes. The exchange rate became a 
fiscal instrument." 

Finally, the group asked themselves other ques-
tions about future policies. Should the exchange rate 

Ana!yzing Short-andjvledium-Term EconomicStrategy 

be fixed, floating, or flexible? If it were flexible, 
should the adjustments be programmed or not?
Should a single exchange-rate system or multiple 
rates be used? 

Exports and the infrastructure. In order to promote 
the country's exports, the availability of a foreign

the c nr'sex pote a t of oreign
market and adequate polies at the domestic level 
were not enough. The infrastructurehad to be also 
considered. The minister of exports had pointed out: 

In the realm of infrastructure, transportation
mainly maritime transportation-displayed some 
of the most serious problems. Th ;- includes prob
lems at the ports, where present-( r conditions are
considerably better at the technical level, but rates 
are not competitive. The explanation lies in the fact 
that the evolution of the Costa Rican state is charac
terized by a policy of disguised tax burdens levied 
by decree on public services. For example, 400 mil
lion colones are imposed on exporters as surtaxes. 
One of the purposes of the current administration is 
to reduce disguised taxes, which, at any rate, are of 
dubious constitutionality. 

The Future of Costa Rica:
 
Stabilization versus Ieactivation
 

Between 1982 and 1985 the government's priority
had been stabilization, in order to lay the ground
work for economic reactivation. But Costa Rican 
leaders from business, labor, and government won
dered when a real reactivation process might begin.

Both the m-inister of exports, Mario Carvajal, 
and the minister of national plannitg, Juan Manuel 
Villa'uso, felt that "reactivation implies the growth
of production and a greater democratization of the 
economy. Such reactivation, however, must not be 
indiscriminate. Production must be oriented to the 
satisfaction of basic needs and export -'equire
ments." While both expressed their satisfaction with 
the success of the stabilization program, Viliasuso 
felt that "a less severe stabilization pattern would 
have been preferable, in order to allow the economy 
to grow sooner and to generate employment." Ac
cording to him, reactivation needed to be based 
upon three fundamental principles: 

First, keep the Central American Common Mar
ket from deteriorating still further. Second, stim
ulate the growth of traditional exports (coffee, 
bananas, sugar, and meat); and third, promote
nontraditional exports to third countries outside 
the region. 
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Villasuso divided the nontraditional export 
problem into three phases: 

The first oneis the reactivation of businesses that 
generate employment in the short run, that is, 
offshore assembly. The second is the reactiva-
tion of quickly installed businesses-for in-
stance, toy manufactunng, lumber, flowers and 
plants. Lastly, the long-term projects, that is, agro
industry. 

Reactivation, he argued, would be achieved inReacivaionlieargedwoud beacheve in 
the short run by using idle installed capacity, first to 
encourage domestic demand, then to export fo the 
common market, and finally to export outside the 
region. Dynamic growth would be evident in 1986 
and over the following years. 

The two experts maintained also that, in order 
for this to occur, certhin assumptions had to be 
made, such as that the barriers to exports would be 
eliminated and public expenditures reduced. They 
stated: 

We are willing neither to subsidize the infra-
our labor at slave-tradestructure, nor to sell 

prices. However, we are ready to compete with 
other countries on the basis of income tax exemp-
tions, since this is one of the most important 
methods of attracting investment, 

"Unfortunately," remarked Minister of Exports 
Carvajal, "one of Costa Rica's worst problems is the 
tariff schedule, which provided excessive protec
tionism; it went on too long, and when the good life 
lasts a long time it becomes very difficult to make a 
sacrifice and adapt to less favorable conditions." 
Other leaders were more skeptical about Costa 

Rica's future. They argued that the economy had 
grown between 1983 and 1985 because of massive 
foreign aid, particularly from the United States. It 
was not clear that a sound basis had been set for 
future growih. They questioned whether Costa Rica 
would really find market niches in the world econ
omy atid expressed fear of protectionism by the 
industrial countries. 

After reviewing the origins of the Costa Rican
crisis (1980-1982) and the stabilization program 

(1983-1985), the group began to debate the optionsfor 1986-1989. 

Study Questions 

1. 	 What were the main problems Costa Rica faced
in 1982? 

2. 	 What economic strategy and policies would you 
have expected the Monge administration to 
adopt? 

3. 	 Which sectors would be favored or harmed by 
that strategy? 

4. 	 What lessons have you learned from this ex-e
rience? 

5. 	 What would you recommend now? 
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Appendix
 

EXHIBIT 5.1 Agreement of March 20, 1984, between Costa Rica and the IMF 

The follo7'?ing are excerpts from the "letter of intent" 
s-.ibmitted to the IMF by the Costa Rican governmenton 
March 20, 1984 (summarizedpassageshave been placed 
in squarebrrckets). 

[The Government of Costa Rica hereby applies 
for a one-year contingency arrangement for US$50 
million. The government's adjustment program 
places special emphasis on fiscal and external poli-
cies, as explained below.] 

As a basic objective of fiscal policy, the Govern-
ment has the intention of promoting the nonfinan-
cial public sector over the next few years, toward the 
attainment of a situation of global balance. Consis-
tent with this medium-term objective, the Govern-
ment intends to limit the gl.)al deficit of the 
nonfinancialpublicsectorduring1984 to an amount not 
to exceed 2% of the GDP. Most of this deficit would be 
reflected on the operations of the central govern-
ment, since the rest of the nonfinancial public sector 
is expected to be in approximate global equilibrium, 
As a result of the measures taken recently by the 
Legislative Assembly and the Executive Branch to 
change the 1984 budget, the amount in taxes collected 
by the centralgovernment thisyearwill behigherby 15%, 
which will make it possible to maintain approxi-
mately the same GDP level achieved the previous 
year. This measure is particularly significant, as the 
Government has had to replace certain temporary 
4ax impositions which expired at the end of last year, 
such as the exchange rate differential on exports, 
with increases in internal taxes. The latter includes 
an increase in the selective taxes on consumption, a 
modification to the income tax, and a new 15% sales 
tax on gasoline. At the same time, the allocation of 

fiscal revenue to the rest of the public sector, which 
amounts to 450 million colones, has been stopped, 
and this amount has been concentrated on the 
budget. 

With respect to expenditures, the Government 
has committed itself to the implementation of a pol
icy of restrictions during 1984 and subsequent years. 
To this effect, government employment has become fro
zen, and certain salary adjustments have been post
poned, while a new salary scale for the public sector 
isbeing introduced. In the same manner, transfers 
tc the rest of the public sector will be reduced to 
categories lower than those budgeted, and only those 
investmentprojectswhich may befinanced through long
term foreign loans, and imainly ofa concessionalnature, 
shall be carriedout. Asaresultof this, centralgovern
ment expenditures shall decline slightly in 1984 as a 
percentage of the GDP, after having shown a consid
erable increase during the previous year. 

The additional strengthening of public finance 
in 1984 shall also depe.id upon an improvement in 
the financial situation of the rest of the public sector. 
As [was] being done in the last program, a number 
of adjustments in the raes of the public services are 
being made in order to strengthen the current ac
count situation of the main state-owned corpora
tions. The Board of the National Power ServicL 
(SNE) has already approved an adjustment of the 
rates for electric and telephone service, to be pro
vided by the IICE, equivalent, [on] average, to 9% 
and 70%, respectively; an increase of 30% has also 
been approved [in] the rates charged by the naticaal 
authority in charge of water (ICAA). The prices for 
staplegrainoperationsof the NationalProductionCoun
cil (NPC) have been also adjusted with the purpose of 

3~, C far 
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reducing its internalfinancial requirements to a mini-
mum. Increased savings in the rest of the public 
sector this year will be reflected [in] an increase in 
the transfers to the central government. The Govern-
ment has also initiated, based on an authorization 
by the Legislative Assembly, the process of selling 
some of the main companies which belong to the State 
Development Corporation(CODE,7A). These sales will 
make possible the reorientation o' future CODESA 
operations and the reduction of its net debt with the 
Central Bank. 

In accordance with the governmental policy of 
improving the profile of the external debt in the 
medium term, the enteringinto new foreign loanagree-
ments with a maturity of more than one year on the part
of the public sector (including the public financialinsti-
tutions)shallbe limited to US$50 millien for up to and 
including twelve years during the term of the pro-
gram. Within these global limits, new commitments 
with maturities of more than one year shall be lim-
ited to US$25 million for up to and including five 
years. Such limitations shall be also applied to offic-
ially guaranteed loans of the private sector and sup-
plier credits, but new loans which are directly
asso(eated with the refinancing or restructuring of 
the existing external public debt, and credits pertain-
ing to the Mexico-Venezuela oil facility shall be 
excluded, 

At present, most of the banking system interest 
ratesare positive in real terms, and shall be maintained 
as such during the term of the program. At the same 
time, subsidized credit operations beingare 
reduced. 

The Government is set on ensuringthat the economic 
adjustment burden be distributedequitably. This shall 
be done in a manner consistent with the belief of the 
authorities that, under the current circumstances 
and for the foreseeable future, the market forces shall 
be the main price-determiningfactors, andthat adminis-
trative controls and subsidies sha!l be limited to a mini-
mum number of staples, which will benefit nainly the 
basic income groups. Salary policy shall be adjusted
to reduce inflationary pressure and minimize the 
effects of price increases on low-income groups.

In the external sector, the Government looks for-
ward to aflexible exchange-ratepolicy, through which 
the value of the colon in the unified exchanbe market 
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may be adjusted from time to time, so as to reflect 
the events affecting the current account balance of 
payments, and to maintain the competitiveness of 
exports. 

[In like manner, and as per the letter of intent, 
an economic emergency bill was to be presented to 
the Legislative Assembly "no later than the 30fh of 
June, 1984," with the purpose of sanitizing the pub
lic treasury. According to this law, which was to 
enter into effect at the beginning o March, state 
expenditures should be iationalized; in order to 
achieve this, it regulated the hiring of new civil 
servants, froze vacancies, made it compulsory for 
functionaries to retire at 65, and authorized the pay
ment of severance benefits to tfiose who wanted to 
retire from government offices and corporations.

Other chapters of the vew law referred to mod
ifications to the income tax, and to the selective taxes 
on consumption. Thus the law increased by 5 per
centage points the ad valorem rates applicable to 
certain merchandises inciuded in the legislation for 
the consolidation of the selective taxes on consump
tion. Furthermore, it increased by 300 percent each 
item on the consular tariff schedules, and deter
mined that two-thirds of the consular revenue 
would be allotted to the single state account, while 
one-third would be credited to the Mixed Institute 
for Social Assistance (IMAS). 

Similarly, the law directed the Costa Rica Oil 
Refinery (RECOPE) to credit the treasury with all 
amounts collected in the form of taxes on fuels no 
later than ten working days after the collections 
were made. Also, by virtue of article 23, the Central 
Bank was authorized to credit, for the four years
beginning 1983, the receipts from temporary sur
taxes on imports to more than 20 institutions and 
programs. Finally, it was stated that 18 public agen
cies had to pay the government, during 1984, the 
combined amount of 1.175 billion colones as a spe
cial contribution, which they were not allowed to 
obtain by means of increases in charges for public 
services. 

The Governmeit of the Republic was confident 
that this law would contribute both to the reduction 
of the fiscal deficit-a key element in the country's
financial stability-and to negotiations with the 
IMF.] 
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EXHIBIT 5.2 IMF Contingency Agreement: Costa Rica, 1985 

Requirements prior to approval 
A. 	Cancellation of US$20 million in overdue debt-

service payments (Club of Paris). 
B. 	Subscribe to 90 percent of the revolving credits 

of US$75 million for imports with private 
banks. 

Ii. 	 General objective 
A. To reduce the balance of payments deficit. 
B. 	To strengthen the position of the monetary 

reserves at the Central Bank. 

III. 	Means 
A. 	Stabilization Program. 
B. Financial support for US$60 milion. 

IV. 	 Specific measures 
A. 	Fiscal policy 

1. 	 Zquilibrium between income and expendi-
tures of the nonfinancial public sector 
Budget deficit: 1.5% of GDP in 1985 

2. 	 Government revenues/GDP 7% in 1983, 
20.5% in 1985: 
Selective tax on consumption 
Income tax law 
Exemptions 

3. 	 Expenditure restriction policy: 
Freeze hiring 
Accelerate retirement 
Maintain the expenditures/GDP ratio at 

the 1984 level 
4. 	 Periodical revision of public service rates: 

price = operation cost 
5. 	 Price of staple grains rn.ust permit CNP 

deficit 

6. 	 Price of fuel must reflect cost of imported 
oil 

7. 	 Restructuring of CODESA 
8. 	 No imposition of taxes in [an] indi,:crimi.. 

nate manner 
9. 	 Financing [for] the public sector: 

Total 1-to-5-ycar maturity: US$25 million 
Total 1-to-12-year maturity: US$50 

million 
10. 	 Entering into force of new tariff schedules 

B. 	Monetary policy 
1. 	 Expansion of credit in consistency with. 

Price policies 
Balance-of-payments objectves 

2. 	 Interest rates in accordance with: 
Encouragement of internal savings and 

production 
Flexibility (inflation, international inter

eot rates, growth of savings, private
sector credit demand) 

C. 	 Exchange- rate policy 
1. 	 Rate of exchange will not be fixed (local 

and imported inflation, changes in tihe 
balance of payments) 

2. 	 No delays in the paylnsnt of external 
debt 

3. 	 Disappearance of the arrears of foreign 
currency 

4. 	 No restrictions [on] international pay
ments and transfers or [on] imports 

D. Price and salary policy 
1. 	 Prices set by the market 
2. 	 Reduction of subsidies and administrative 

controls 
3. 	 Salary adjustments as per the variations of 

the staples basket. 
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EXHIBIT 5.3 World Bank Structural Adjustment Program: Costa Rica, 1985 

1. 	 Goals of the program for 1990 
A. 	5%growth of the GDP in real terms 
B. 	Inflation under 10% 
C. 	 Reduction of debt service ratio by 27% 
D. 	 Reduction of current account deficit to 5% of 

GDP 

II. Objectives: Achieve a more neutral trade orienta-
tion by 

A. 	 Reducing levels of nominal and effective 
protection 

B. 	Increasing competitiveness in new markets 

III. 	 Means 
A. 	 Reform of tariff schedules (reduction of 

protection): 

Nominal protection Current Proposed 

Final goods 40-220% 35-70% 
Intermediate goods 30-60% 10% 
Raw materials 0-2.5% 10% 
Capital goods 0-2.5% 20% 

Effective protection 50-1,600% 

SOURCE: La Nacida,Jan. 18, 1985. 

B. 	Promotion of nontraditional exports to 
markets outside of Central America by
reducing taxes (36% of tax revenue origi
nates in the export sector) 

C. 	Control and redvction of public-sector 
expenditures by 
1. 	 Freezing employment 
2. 	 Controlling salary increases 
3. 	 Controlling investment 
4. 	 Restructuring CODESA 

D. Better management of external debt by 
1. 	 Reducing growth rate of external public 

debt 
2. 	 Improving the profile of debt-service 

payments 
E. Acquisition of external resources of US$300 

million over the next four years 

IV. 	Amount of initial financing 
A. 	US$20 million for macro structural adjust

ment 
B. US$28 million for structural adjustment

related projects 
C. 	US$3.5 million for technical assistance 



TABLE A5.1 Costa Rica: Gross Domestic Product by Sector, 1977-1985 (millions of 1966 colones) 
1977 1978 
 1979 1980 1981 ?982 1983 1984 1985
 

Gross domestic product 8,587 9,125 9,576 9,648 9,430 8,743 8,993 9,714 9,808
Agriculture 1,629 1,736 1,745 1,736 1,825 1,739 1,808 1,990 1,933
Manufacturing 1,893 2,048 2,103 2,120 2,109 1,869 1,902 2,100 2,167
Commerce 1,653 1,723 1,794 1,741 1,556 1,374 1,418 1,580 1,623
Construction 483 511 609 603 472 321 337 416 421
General government 839 881 933 967 984 956 941 955 959
Utilities 182 191 201 225 242 253 304 313 290
Transp. and commun. 512 572 643 676 672 666 676 701 714
Financial services 410 444 486 500 490 494 522 552 577
Real estate 603 624 649 665 676 682 689 700 711
Personal services 383 395 412 416 403 389 396 408 412
Nominal GDP (million colones) 26,331 30,194 34,584 41,406 57,103 97,505 129,314 163,011 192,425 
SOURCE. Central Bank of Costa Rica. 

TABLE A5.2 Costa Rica: Aggregate Demand Components, 1977-1985 (millions of 1966 colones) 

1977 1978 1979 1980 1981 1982 1983 1984 1985
 
Gross domestic product 8,587 9,125 9,576 9,648 9,430 8,743 8,993 9,714 9,808
Private consumption 5,726 6,205 6,353 6,238 5,706 5,158 5,447 5,842 6,097
Public consumption 1,127 1,168 1,258 1,276 1,205 1,174 1,140 1,184 1,196
Fixed private investment 1,408 1,633 1,824 1,556 1,165 842 889 1,222 1,234
Fixed public investment 739 689 852 868 656 473 534 573 648
Variation in stock 218 34 -103 329 -106 -3b 278 91 195
Exports of goods and svcs. 3,101 3,409 3,520 3,367 3,742 3,537 3,491 3,885 3,664
Imports of goods and svcs. 3,732 4,012 4,129 3,987 2,937 2,405 2,785 3,082 3,227 
SOURCE: Central Bank of Costa Rica. 



TABLE A5.3 Costa Rica: Central Government Financial Operations, 1977-1985 (millions of colones) 
Item 1977 1978 1979 1980 1981 1982 1983 1984 1985
Total expenditure 4,355 5,385 6,600 8,651 9,491 15,488 25,722 31,494 35,550Current expenses 3,325 4,288 5,051 6,747 7,938 13,108 20,631 26,102 29,748Capitai expenses 1,030 1,098 1,549 1,903 1,553 2,380 5,091 5,392 5,802Current revenue 3,488 4,096 ',331 4,986 7,158 12,555 21,483 27,012 32,005Tax revenue 3,282 3,789 3,996 4,685 6,933 12,281 20,940 24,659 29,666Direct 781 956 989 1,069 1,555 3,015 5,166 4,895 5,153Indirect 2,501 2,833 3,007 3,617 5,378 9,267 15,774 19,764 24,513Domestic transactions 1,491 1,476 1,518 2,063 2,256 3,573 7,932 11,452 14,978Foreign trade 1,010 1,357 1,489 1,554 3,123 5,694 7,841 8,313 9,535Nontax revenue and 206 307 335 301 225 273 545 2,353 2,339

transfers
Current account balance 163 -192 -720 -1,761 -780 -553 854 910 2,258Overall surplus or deficit --867 -1,290 -2,268 -3,665 -2,333 -2,933 -4,237 -4,482 -3,544Net domestic financing 695 1,086 1,848 3,363 1,758 2,010 4,046 2,825 -874Net foreign financing 172 204 421 302 575 923 191 1,657 4,418 
SOURCE: Central American Monetary Council and Central Bank of Costa Rica. 



TABLE A5.4 Costa Rica: National Banking System, Monetary Picture 1977-1985 (millions of colones) 

Item 1977 1978 1979 1980 1981 1982 1983 1984 1985 
Net international monetary reserves 1,986 1,639 1,003 -1,142 -6,784 -1,909 4,578 8,332 16,694 
Total credit 9,521 12,233 16,968 21,011 24,069 32,402 57,243 66,897 72,039 

Domestic credit 9,521 12,227 16,931 20,971 23,968 32,293 57,203 66,857 71,999 
Public sector 2,379 3,361 6,291 8,922 10,718 14,024 29,555 34,402 34,347 
Private sector 7,142 8,866 10,640 12,049 13,250 18,269 27,648 32,455 37,652 

Credit to foreign debtors 0 6 37 40 101 109 40 40 40 
Other net assets 925 1,594 1,840 2,525 39,567 50,029 79,168 88,606 110,877 
Assets = liabilities 12,432 15,466 19,811 22,394 56,852 80,522 140,989 163,835 199,610 
Total liquidity 9,678 12,560 15,103 17,559 31,384 49,690 64,733 74,693 87,831 

Monetary supply 4,625- 5,643 6,175 7,104 10,809 18,104 24,609 28,420 32,122 
Quasi-money 5,053 6,918 8,927 10,455 20,575 31,586 40,124 46,273 55,709 

Foreign borrowing 2,754 2,906 4,708 4,835 25,468 30,832 76,256 89,142 111,779 
NOTE: Data reflect balance as of Dec. 31 of each year. 
SOURCE: Central Bank of Costa Rica. 
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TABLE A5.5 Costa Rica: Balance of Payments, 1977-1985 (US$ million) 

Current account balance 
Trade balance 

Exports of goods (FOB)' 
Imports of goods (CIF)b 

Balance of services 
Balance of factors 
Unilateral transfers 

Capital account balance 
Official capital (net) 
Private capital (net), 

errors and omissionsChange in net international monetary 

1977 
-226 
-193 

828 
1,021 

29 
-77 

16 
333 
179 
154 

107 

1978 
-363 
-301 

865 
1,166 

31 
-110 

17 
336 
233 
103 

-27 

1979 
-558 
-462 
934 

1,397 
38 

-146 
12 

458 
400 

58 

-100 

1980 
-664 
-522 
1,002 
1,524 

60 
-217 

15 
466 
403 

63 

-198 

1981 
-439 
-199 
1,008 
1,208 

67 
-303 

27 
363 
411 
-48 

-46 

1982 
-297 

-23 
870 
893 
94 

-404 
36 

435 
394 

41 

138 

1983 
-283 
-115 

873 
988 
97 

-334 
69 

423 
342 

81 

140 

1984 
-217 
-87 

1,006 
1,094 

60 
-323 

133 
287 
226 

61 

70 

1985 
-162 
-135 

963 
1,098 
80 

-314 
207 
345 
226 
119 

183 
reserves

Balance of net international monetary re- 187 160 59 -139 -185 -47 92 162 345 
serves 

a. Free on board, i.e., less delivery to shipper.
b. Cost, insurance, and freight. 
SOURCE: Central Bank of Costa Rica. 



TABLE A5.6 Costa Rica: Growth Rate of Prices and Exchange Rate, 1977-1985 (percentage) 
Growth rate 1977 1978 1979 1980 1981 1982 1983 1984 1985 
Prices 

Consumer prices 
Wholesale prices 

Nominal interbank exchange rate 

5.3 
7.4 
0.0 

8.1 
8.9 
0.0 

13.2 
24.0 

0.0 

17.8 
19.3 
66.0 

65.1 
117.2 
153.1 

81.8 
79.1 
12.5 

10.7 
5.9 
7.8 

17.3 
12.2 
10.0 

10.9 
7.6 

12.4 
SOURCE: Bureau of Statistics and Census. 

TABLE A5.7 Costa Rica: Rates of Growth in Unemployment and Wages, 1977-1985 (percentage) 

Growth rate 1977 1978 1929 1980 1981 1982 1983 1984 1985 
Total unemployment rate 
Open unemployment ratea 

Minimum wages (percentage change)
Nominal 
Realb 

11.1 
4.6 

12.9 
7.3 

10.8 
4.5 

18.1 
9.2 

12.5 
4.9 

12.0 
-1.0 

13.5 
5.9 

23.2 
4.6 

17.4 
8.7 

33.9 
-18.9 

23.8 
9.4 

104.2 
12.4 

19.9 
9.0 

30.6 
18.0 

15.0 
6.4 

15.5 
-1.6 

15.3 
6.8 

24.3 
12.1 

a. Excluding subemployment. 
b. Base year = 1970. 
SOURCE: Survey of Households, Sample. 

TABLE A5.8 Costa Rica: Foreign Debt Indicators, 1977-1985 (US$ million) 

1977 1978 1979 1980 1981 1982 1983 1984 1985 
Foreign debt balance 

Private 
Public 

Effective debt service 
Private 
Public 

Effective debt service as %of 

1,424 
639 
785 
212 
114 
98 

25.6 

1,764 
758 

1,006 
318 
139 
179 

36.8 

2,119 
770 

1,349 
483 
275 
208 

51.7 

2,840 
1043 

1,797 
392 
133 
258 

39.1 

3,21 
956 

2,315 
449 
121 
328 

44.5 

3,658 
852 

2,807 
838 
89 

748 

96.2 

3,893 
710 

3,184 
538 
80 
458 

61.6 

4,118 
698 

3,419 
571 
75 
496 

56.7 

4,310 
658 

3,652 
504 
62 
442 

52.3 
exports of goods 

SOURCE: Central Bank of Costa Rica. 
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Chile: An Economy in Transition 

Few economies have provided more grounds for 
debate than that of Chile. Once ranked among the 
most advanced developing countries, Chile's rela-
tive economic position eroded steadily from the 
1930s onward. By the mid-1970s, its per capita in-
come was below that of Brazil, Panama, and Mexico. 

The wide ideological swings that occurred from 
one election to another may have been partly due to 
voter dissatisfaction with the pace of economic 
progress. Successive governments brought abrupt 
changes in economic philosophies, from the mild 
socialism of the Popular Front regimes of the late 
1930s through the 1940s, the charismatic populism 
of President Carlos Ib~fiez (1952-1958), Jorge 
Alessandri's partial restoration of orthodox capital
ism (1958-1964), Christian Democracy under 
Eduardo Frei (1964-1970), and the Marxist socialism 
of Salvador Allende (1970-1973). The latter admin
istration was ended by a coup d'etat, resulting in a 
sharp swing toward laissez-faire capitalism under 
the present Pinochet administration. Despite the 
major shifts in economic doctrine and the varying 
problems encountered by each administration in the 
management of aggregate demand, several consis-
tent policy threads characterized the fabric of eco
nomic policy from the Great Depression until 1973. 
In pursuit of greater insulation from externally gen-
erated economic shocks, and also of domestic 
growth, stabilization, and various allocative and 
distributional objectives, governments actively in-
tervened in the economy. They did so both directly, 

through state ownership of production, distribu
tion, and financial enterprises; and indirectly, 
through controls on prices, wages, interest rates, 
selective credit allocation, subsidies, tax exemp
tions, multiple exchange rates, import quotas, and 
so on. Among the economic policies that dominated 
the period were the following: 

1. overvalued exchange rates supported by 
high levels of tariff and nontariff 
protection 

2. 	negative real interest rates 

3. 	low administered prices for food and 
other wage goods 

4. 	legally mandated wage adjustments in
tended, in varying degrees, to control in
flation, protect real incomes in the face of 
inflation, and alter income distribution 

5. 	high and growing levels of social benefits 

6. 	 large public-sector deficits financed in 
varying proportions by monetary expan
sion and foreign loans 

7. 	many specific exemptions from taxes, 
tariffs, controls, rules, and subsidies in 

This case is based on a World Bank document on the Chilean experience, Chile: An Economy in Transition(Washington, D.C.: World 
Bank, 1980). 
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pursuit ofspecial distributional oralloca-
tive objectives 

The Allende Period 

The immediate economic objectives of the Allende 
government, which took office in November 1970, 
were the reactivation of the economy; early progress
toward the establishment ofdirect state control over 
those sectors whose resources and functions were 
deemed essential to fulfillment of the government's
development plan; an increase in the wage share of 
national income; acceleration of the agrarian reform 
set in motion by Frei; and reduction of the rate of 
inflation. Although rapid initial progress was made 
on all these fronts, resource limits were soon ieached 
and the unavoidable conflicts among objectives
proved unmanageable. 

Aggregate demand expanded rapidly in 1971. It 
was stimulated by a 58 percent nominal increase in 
central government expenditures, a 55 percent aver-
age wage adjustment, which was tailored to provide 
a larger proportional increase to the lower-income 
workers, and a more than doubling of the money
supply. Idle industrial capacity, an excellentagricul-
tura! harvest, and the drawing down of interna-
tional reserves contributed to a strong supply 
response. Real gross domestic product (GDP) rose 
almost 8 percent and real consumer goods imports
increased 17 percent over the previous year. At the 
same time, increased price controls, the fixing of the 
exchange rate, and the freezing of public enterprise
tariffs helped to restrain inflation. Thus employment 
expanded, and average real wages rose almost 20 
percent. Also during 1971, the state took control over 
more than 80 enterprises, including the copper, iron,
nitrate, and coal mines; 16 commercial banks ac-
counting (along with the State Bank) for more than90 percent of domestic credit; and the major enter-
prises in the metallurgical, metal-mechanical, ce-
ment, textile, fisheries, beer, and wholesale 
marketing sectors. Furthermore, under the land re-
form, almost as many farms were expropriated in
1971 as in the previous six years under Frei. 

Although 1971, viewed in isolation, was thus a 
year of spectacular progress toward the 
government's objectives, serious problems became 
apparent as the year ended. The productive capacity
limit had been reached in a number of sectors, break-
downs occurred in the distribution system, and 
labor-management conflicts were increasingly se-
vere. Supply shortages of both intermediate and 
consumer goods were increasingly evident, and 
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more and more transactions were being shifted to
the black market. Private investment declined. State
run enterprises' profits were squeezed by the redun
dant expansion of their work forces, increased wages, controlled prices, and inexperienced man
agement. Net medium- and long-term lendingdropped drastically, and international reserves 
were exhausted. There had been a net withdrawal of 
financial resources by international creditors in 
1971. In spite of a shift to the financial resources of 
socialist and neighboring countries, the total volume 
of short-term credit dropped. By the end of the year,
Chile suspended its foreign debt-service payments.

While some external events such as a fall in 
copper prices hurt the Chilean economy, the 
administration's most serious economic problems 
were associated with domestic policies that resulted 
in substantial fiscal deficits, exploding growth in the 
money supply, an extensive system of subsidies, 
and gross price distortions. 

During this same period 500 enterprises were 
confiscated and more than one-fourth of total agri
cultural land was expropriated. A deep economic 
and political crisis deve!oped. Before the period
ended, realGDPpercapitaandrealwageshad fallen 
well below 1970 levels; agricultural output had
dropped to the level of the early 1960s; monthly
inflation reached an annualized rate above 1,000 
percent; the central government's fiscal deficit alone 
exceeded 20 percent of GDP; the black market ex
change rate rose to over 10 times the official rate; and 
net international reserves were negative. Internal
 
tensions and external political pressure mounted,

and a 
coup d'etat brought General Pinochet to
 
power.
 

The New Chilean Model 

Stabilization, 1973-1975. After taking over in 1973,

Chile's new authorities carried out a liberalization
 
program that transformed the country's economic 
structure.' This program was intended to reduce the 
role of the state, control the inflationary process,
liberalize trade, and eliminate distortions in domes
tic factor and product markets. Its ultimate objective 
was to improve the efficiency of the economy and 
hence its long-term growth prospects.

Fiscal policy was adjusted. The government re
duced the growth of public spending and, between 
1973 and 1981, strongly increased its revenues 
through a tax reform, adjustment in prices of public
goods and services, and the sales of many of its 
enterprises to the private sector. The combination 
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TABLE 6.1 	 Chile: Public-Sector Summary 

Account (percentage of GDP) 


Current revenues 25.0 34.0 32.0 
Current expenditures 19.0 25.0 26.0 
Current account surplus 6.0 9.0 6.0 

or deficit (-) 
Capital revenue - 1.0 0.4 
Capital expenditures 5.0 5.0 5.0 
Overall surplus or deficit ) 1.0 5.0 1.4 

SOURCE: Chile: An Economy in Transition (Washington, 
D.C.: World Bank, 1980). 

transformed a huge public deficit (about 22 percent 
of GDP in 1973) into a surplus after 1975 (see table 
6.1). 

With the public-sector deficit eliminated, the 
government used monetary policy to control infla-
tion. Trade and commercial policies were also mod
ified. Subsidies and price distortions disappeared; a 
unified exchange rate regime was established; and 
foreign trade was liberalized through a compen-
sated devaluation program. This program consisted 
of reducing tariffs and eliminating quotas. At the 
same time, crawling peg devaluations resulted in a 
fixed real exchange rate that provided fair protec-
tion to import-competing industries and incentives 
to export-oriented industries. Trade liberalization 
was followed by financial liberalization. From 1975 
onward, credit was allocated in accordance with the 
supply of and demand for funds, as the government 
followed a policy of financial iiberalization in which 
capital flows were freely determined by interest rate 
differentials. 

Export-oriented growth, 1976-1979. After an early 
period of capital inflow, copper prices dropped in 
real terms from an annual average of 93 U.S. cents a 
pound in 1974 to 42 cents in 1975 (at 1972 prices). 
Chile's lack of creditworthiness at the time caused 
an acute shortage of foreign resources in 1975. The 
government had no alternative but to introduce a 
stabilization program whose main features included 
a major reduction of the fiscal deficit, a sharp deval-

uation of the exchange rate, and a sharp reduction 

inoverall liquidity. According to some sources, from 
1975 until 1978 the policies put into practice by the 

government were consistent with the country's re-

quirements for resuming growth. 2They consisted of 
a combination of internal price liberalization, open-
ing the foreign sector, skillful management of the 

exchange rate, and liberalization of the domestic 
financial sector. As a result, between 1976 and 1979 
inflation abated from over 500 percent in 1976 to 33 
percent in 1979. The public-sector account shifted 

from deficit to surplus. The Chilean economy began 
to experience export-oriented economic growth 
with important adjustments in its productive sectors 
(see table 6.2). 

Unification of the exchange rate was achieved 
during 1975. UntilJune 1979, first a passivecrawling 
peg regime, then a preannounced minidevaluation 

TABLE 6.2 	 Chile: Average Rates of Growth, 
1960-1979 (percentage) 

1960-70 1970-75 1975-79
 

GDP 4.2 -2.2 7.4 
Exports 3.6 5.6 15.3 
Imports 6.0 -7.7 19.5 
SOURCE: Central Bank of Chile, Economic and Social 
Indicators1960-1982. 

system was followed. Simultaneously, tariffs were 
reduced and quotas eliminated, until an almost uni
fied 10 percent tariff was completed in 1979 (see 
table 6.3). 

The 1975 world recession notwithstanding, 
Chile diversified and increased its exports substan
tially from that year onward, while at the same time 
experiencing positive import substitution until 
1979. Initially, low copper prices and trade restric
tions slowed the growth of trade. After 1977, how
ever, access to inputs imported at competitive prices 
and to credit at lower interest rates stimulated a 
strong expansion of noncopper exports. These new 
nontraditional exports combined with declining 
copper prices to reduce the share of copper in total 
export earnings to 47 percent in 1979 (the average 
share in the 1960s was 70 percent). The share of 

TABLE 6.3 Chile: Tariff Structure Evolution, 
1974-1979 

Year Modal tariff Average tariff a 
- 90 105

1974
1975 	 55 5735 38 

1976 20 24 
151978 10 

10 12 
1979 10 12 

a. Weighted by number of tariff items. 
SOURCE: Central Bank of Chile. 
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TABLE 6.4 Chile: Evolution of Exports, 1970-1979 (percentage) 

Share of total exports Average rate of growth
Export 1970 1975 1977 1979 1975-1979 
Copper 89 57 54 47 -Afgricultuiral products 3 5 7 6 32Fish and forestry products 5 10 14 16 21Manufacturing products 7 15 17 22 22
 
SOURCE: Chile: An Economy in Transition(Washington, D.C.: World Bank, 1980).
 

industrial goods increased to 22 percent and that of liberalization pr gram was reflected in changes inagricultural goods to 6 percent (see table 6.4). the composition of production within sectors. By theBy 1977 exports surpassed those of 1974, their end of 1979, with inflation under increasing controlprevious record, in real terms. By contrast, it took and the private sector's confidence restored, theChile until 1978 to equal 1974's real import levels, government's liberalization policies had encour
boen so, for the same 1975-1979 period, imports inreal terms increased at an annual average rate of 12 TABLE 6.5 Chile: Value Added, by Sector,
percent for both consum er goods and capital goods, T9B1E (peage of GDP)

and of 18 percent for intermediate goods-well 
 1970-1979 percentageofGDP)above the growth rates achieved in the 1960s. Hence, Sector 1970 1977 1979whereas in the 1960s imports and exportc as a pro- Agriculture, forestry, 6.8 9.8 8.6portion of GDP represented an average of 14 percent fisheryeach, during the 1974-1979 period the liberalization Mining 8.8 8.1 7.4stimulated exports of resource-based goods such as Manufacturing 25.4 21.7 21.9forest products, fishmeal, and fruits. Imports of cap- Commerce 18.6 15.6 17.7
ital and semimanufactured 
goods increased theirratis t GDto24 nd rspetivly.Yetratios to GDP to 24 and 233 percent,pecen, respectively. Yet D.C.:WorldBank,1980).SOURCE: Chile: An Economy in Transition (Washington, 
no major imbalance was created in the foreign sec
tor; instead, an efficient, privately run productive

sector emerged in response to the foreign competi-
 aged four years of economic growth based upontion.3 

productivity gains, increases in capacity utilization,The liberalization program produced a redistri- and a restructuring of production in most sectorsbution of value added among productive sectors. (see table 6.6).Between 1970 and 1977, as can be seen from table 6.5, Agriculture shifted prociaction from the tradishare in GDP of value added by manufacturing 
 tional crops (cereal, oilseeds, sugar beets) towardshrank substantially, while the agricultural and fi- export-oriented crops (fruit, timber, and vegetanancial secto.,' share increased. Once this basic ad- bles). Meanwhile, in manufacturing the new circumjustment was finished, the impact of the stances favored the emergence of many 

TABLE 6.6 Chile: Changes in Value Added per Worker, 1970-1979 
Index of productivity Percentage change in productivity Average rate of growth

Sector 1970 1975 
 1979 1970-75 1975-79 1961-70 
 1975-79
 
Manufacturing 100 79 96 --21.0 22.0 4.6 7.9Agriculture 100 132 140 32.0 6.0 2.1 2.7Commerce 100 77 94 -23.0 23.0 2.9Financial services 100 104 169 4.0 

14.3 
21.0 NA 17.8Mining 100 94 130 -6.0 38.0 1.8 5.4 

Total economy 100 93 108 -7.0 16.0 3.7 7.4 
NOTE: NA =not available. 
SOURCE: Central Bank of Chile, Economic and Social Indicarors1960-1982. 
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natural-resource based industries (wood products, 
fishmeal, nonferrous metals), while reducing the 
number of firms in industrial activities subjected to 
import competition (textiles, chemical products, 
nonmetal goods). 

More efficient use of capital helped spur the 
country's rate of growth during the 1976-1979 pe-
riod. Domestic firms faced with increasing competi-
tion from foreign firms greatly improved their 
capital productivity by adapting their old equip-
ment with small investments or by adopting mod-
em management techniques. Thus, between 1976 
and 1979, substantial capital productivity gains led 
sustained increase in production in spite of a low 
level of investment. 

However, excess capacity and productivity 
gains concealed the country's weak investment re-
cord. After the 1975 recession, producers' utilization 
of excess capacity allowed the country strong rates 
but not high levels of fixed investment. Simulta-
neously, the government sharply reduced capital 
expenditures in its effort to balance the public bud-
get. Hence, fixed public investment for the period 
was low. While the ratio of total investment to GDP 

TABLE 6.7 	 Chile: Investment Ratios, 
1976-1979 

Investment and Ratio to GDP 
depreciation 1976 1977 1978 1979 

Total investment 13.6 14.4 16.4 19.6 
Fixed investment 12.7 13.3 14.4 15.6 
Change in stocks 0.9 1.1 2.0 4.0 

Depreciation allowance 14.0 11.7 10.5 11.0 
SOURCE: Chile: An Economy in Transition (Washington, 
D.C.: World Bank, 1980). 

increased between 1976 and 1979 (see table 6.7), net 
investment in equipment was low. As a result, by 
1979 many firms had outdated capital stock. When 
combined with the 1979-1981 shift in policy, this 
had serious consequences for the manufacturing 
and agricultural sectors' competitiveness, 

Levels of domestic savings dropped dramati-
cally in 1975 but began to recover in 1976. Still, the 
average ratio of gross domestic savings to GDP was 
only 14 percent. Gross domestic savings in 1976 
wereonly12percentofGDP, almost one-third lower 
than 1965-1970 levels. Furthermore, private savings 
were negative. 

The role of foreign capital in domestic savings 
increased. The high domestic real rates of interest 

attracted US$600 million in 1976, US$800 million in 
1977, US$1.4 billion in 1978, and US$2.2 billon in 
1979.4 International reserves increased by a yearly 
average of US$570 million. Since the average ratio of 
investment to GDP was nearly 16 per"' nt-about 
the same as the 	domestic savings ratio-external 
resources not used to build up reserves financed 
higher levels of consumption rather than invest
ment. This phenomenon reached its peai: between 
1979 and 1981. 

One of the most noteworthy features of the pe
riod was increased unemployment. This can be 2x
plained, according to some, by two major factors. 
First, reductions in unemployment occtd)d be
tween 1970 and j973 due to public-sector job cre
ation. After 1974, worker layoffs due to 
rationalization of labor costs caused unemployment 
to jump to double-digit levels. Second, a new capi
tal/labor ratio was established by the economy's 
adjustment to an open economy. Almost half the 
new jobs created from 1976 to 1979 were in com
merce, which expanded employment by close to 11 
percent a year. Employment growth rates were 
slower in such other sectors as fishing, wood prod
ucts, and financial services. 

Growth and disequilibrium, 1980-1982. According 
to World Bank reports, much of tlre success of the 

1975-1979 economic policies was a result of the re
alistic exchange rate policy followed until mid-1979, 
plus a strong international demand for Chilean 
products. The external sector played a key role in 
Chile's economic growth. In June 1979, however, the 
authorities attempted to reduce inflation further 
from its 30 percent rate to world levels by fixing the 
Chilean peso at 39 per U.S. dollar. This was also 
intended to bring down interet rates. 

It is now believed that, in taking this action, the 
authorities underestimated the lags that can occur in 
the adjustment process, even in an open economy. 
Real interest rates remained high during the 1970
1980 period, averaging 30 percent per year before 
finally reaching 9 percent by the end of 1981. High 
interest rates increased the cost of domestic capital 
and induced Chilean firms to resort to outside fi
nancing. The result was a huge jump in interest 
payments abroad and a widening current account 
deficit. At the same time, as part of the government's 
labor policy, automatic ex-post indexing of wages 
had been in force from 1977 onward to protect 
workers' real income against inflation. From 1975 to 
1979, real wages in the formal sector increased at at, 
average rate of 13 percent a year, the real inuex 
increasing from 87 in 1970 to 100 in 1979. With 
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TABLE 6.8 Chile: Evolution of Real Effective Exchange Rate Indexes, 1978-1982 (December 1977 = 

price index. A detline in the index reflects increasing 

100) 
Index 1978 1979 1980 1982 
WPI 16 patterns, trade weighteda 
CPI 16 patterns, trade weighteda 
NOTE: WPI = wage and price index and CF'I = consumer 

102.6 

105.2 
84.5 

101.2 
74.6 

83.6 
75.2 

73.7 

overvaluation. 
a. End-of-year values.
 
SOURCE: International Financial Statistics; Central Bank of Chile.
 

production increasing, the growing scarcity of 
skilled workers further pushed up the real cost of 
labor from 1979 to 1980. The combination of auto-
matic wage adjustmen, I a fixed exchange rate 
proved calamitous for tne country. For example,
betweenJune1979and December 1981,asthedown-
ward adjustment in inflation lagged, the index of 
real wages increased 31 percent in the manufactur-
ing sector, and 28 percent for the economy as a 
whole. in the process the real exchange rate appre-
ciated (see table 6.8). The overvalued peso made 
imports cheaper, eroding the competitiveness of the 
Chilean productive sectors and reflecting distorted
relative prices between tradeable and nontraditional 
products. To make things worse, the U.S. dollar 
(against which the peso had been pegged) appreci-
atedsubstantiallyvis-a-visothercurrenciesofcoun-
tries in the Organization for Economic Cooperation 
and Development (OECD), thus reducing even fur-
ther the competitiveness of Chilean products in Eu-
ropean markets. 

When the 1981-1982 world recession occurred, 
Chile's trade deficit soared. The appreciated peso
encouraged the private sector to secure foreign 
goods in order to satisfy increased consumption and 
investment demands. From 1975 to 1978, rates of 
growth of imports and exports had produced a man-
ageable resource deficit of just over 3 percent of 
GDP. After 1979, however, real private consumption 
rose at the unprecedented level of 10.5 percent a 
year, while gross investment (including stocks)
peaked. By 1981 consumption and investment had 
increased so substantially that the resource gap 
reached 10 percent of GDP, with imports of goods

and nonfactor services representing 27 percent of

GDP. 


Normally, by 1981 the external imbalance 

siould have initiated an economy-wide adjustment, 

through either an increase in savings or a reduct.on 

in the rate of growth. However, high interest rates 
and a too willing international financial community 

,attracted foreign capital into the domestic financial 
markets. The opening of the capital account and the 

pegging of the nominal exchange rate promised 
huge profits to both domestic borrowers and exter
nal lenders So, in the end, it was the surplus of the 
capital account tha, determined the state of the cur
rent account, as US$410 billion in forcign funds 
entered the country between 1979 and 1981 -the 
equivalent of about one-half of GDP. 

Credit was both expensive and inefficiently al
located. By 1977 a few industrial groups had ob
tained control of the natiov's largest private banks. 
A complicated system of interlocking allocation of 
credit followed. By 1981 total indebtedness had risen 
substantially (see table 6.9).

If judged merely by the expariGon of domestic 
financial markets and inflation abatement in the 
period, the government's program would have been 
deemed a success. However, the objective of the 
policies started in June 1979 was the development of 
efficient financial markets, where diversified instru
ments for short-, medium-, and long-term capital
would foster investment. A different conclusion 
emerges. To begin with, some of the expansion was 
due to increases in wealth due to speculation in the 
Santiago stock market and land overvaluation. Sec
ondly, although the government surplus provided
the financial system with a new credit source, this 
was largely a result of reduced public investment. 
By late 1981 the stress this caused had become visi
ble. Nonmineral exports, which had seen spectacu-

TABLE 6.9 	 Chile: Total Indebtedness as
 
Proportion of Sector's GDP,
 
1975-1981 (percentage)
 

-
Sector 1975 
 1979 1981
 
Agriculture 10.7 49.1 71.4 
Manufacturing 8.9 42.1 41.6 
Construction 1.0 32.3 96.3 
Commerce 4.6 38.9 52.8 
Transport 1.5 18.0 24.9 

Source: Chilean Ministry of Economy. 

http:reduct.on
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lar growth earlier, dropped in dollar terms in 1981. 
Agricultural exports grew moderately and then 
dropped precipitously. Manufactured exports also 
fell. By the fourth quarter of 1981, growth had halted 
and unemployment increased tol I percent front the 
expected January level of 8.5 percent. Finally, the 
dimension of the external debt was reflected in the 
country's debt service, including short-term amorti-
zations and interest payments, which in 1981 totaled 
7 percent of total GDP. 

The Chilean attempt to reduce inflation by fix-
ing the exchange rate and opf'ing the capital ac-
count produced serious problems. The leads and 
lags of the adjustment process, which the govern-
ment had assumed would be minimal, were quite 
lengtay. Large capital inflows led to import growth, 
declining interest rates, and a short-lived boom in 
construction and consumption during 1980 and 
early 1981. Unfortunately, the government's belief 
that the supply of external funds to Chile was per-
fectly elastic was too optimistic. Once confidence in 
the Chilean economy began to wane, foreign loans 
were no longer available in sufficient amounts. With 
an economy running such a large trade deficit and, 
in addition, an expensive external debt, the stage 
was set in January 1982 for adjustment measures. 
However, despite the in'tial sign3 of a recession, the 
government kept its basic policies unaltered during 
much of 1982. By December 1982, the recession bad 
become a depression. 

In 1982 GDP fell 14.3 percent. Real added value 
in construction, which had boomed in 1980-1981, 
dropped almost 27 percent; real added value in com- 
merce and transport decreased by 15 percent and 10 
percent, respectiveiy. Furthermore, added value in 
manufacturing dropped almost 22 percent, vhiie 
real fixed investment dropped almost 37 F,-rcent. As 
conditions worsened, the unemployment rate rose 
rapidly. Official unemployment, which stood at 8 
percent in 1981, rose to 19 percent by the end of 1982. 
The financial situation of many firms and banks 
deteriorated severely. As early as November 1981, 
the government had to intervene in the affairs of 
some insolvent banks. But the situation worsened 
considerably in 11'32, when a series of bankrupt-
cies-combined with interlocking ownership of 
banks and borrowing companies-complicated 
government efforts co support banks that were con-
fronting liquidity problems. Moreover, the 1982 
budget provec to be too optimistic. As revenues fell 
with depressed copper prices5 and worsening eco-
nomic conditions, public-sector finances moved 
from experiencing a surplus in 1981 to a deficit 
equivalent to 3 percent of GDP in 1982. 

New period of adjustment, liberalization, and 
growth, 1983-1987. The deepening crisis finally 
forced the government to act. In June 1982 policy 
makers reversed a three-year policy of fixed ex
change rates with an 18 percent devaluation. They 
also adopted a crawling peg exchange-rate system 
tied to a basket of currencies and reversed the 100 
percent automatic wage-indexing clause. In early 
August the crisis worsened and the peso was 
floated. As its value dropped, a preferential rate of 
foreign exchange was established for debtors in for
eign currency. Moreover, a further devaluation was 
implemented in September 1982, and the float be
came controlled within a preannounced range. This 
time, however, the Central Bank accompanied its 
exchange policy with restrictions on foreign ex
change transactions. It announced a policy that 
wouldunitethepreferentialratefordebtorswiththe 
official rate during 1983. An indicator of the severity 
of the 1982 economic depression was the drop in 
merchandise imports by an estimated one-third in 
real terms. This reduction in imports halved the 
current account deficit from 1981 to US$2.4 million 
(around 10 percent of GDP). 

In January 1983 the government began a short
term stabilization program with the IMF, assisted 
with a US$500 million stand-by and US$295 million 
access to the Compensatory Finance Facility. The 
financial insolvency of the banking system, how
ever, impeded compliance with the first quarter's 
targets. An IMF "shadow program"-by which 
Chile would meet its original targets by Septem
ber-was drawn up in March, and the government 
completed negotiations with the international 
banks, rescheduling the country's 1983-1984 amor.
tization payments on its external debt. The 
government's economic policies in 1983 led to a 
trade surplus of US$1 billion, a 23 percent rate of 
inflation, a current account deficit of only US$1 bil
lion, and a small increase in gross international re
serves. However, a decline in domestic expenditures 
occurred for a second year. GDP fell by another 1 
percent. The unemployment rate remained at 15 
percent only because the emergency work programs 
employed 10 percent of the work force. Real gross 
fixed investment dropped another 15 percent and 
real private consumption declined 7 percent from 
1982 levels. Finally, a tariff revision policy was initi
ated that increased the average "ariff from 20 to 35 
percent. 

Since 1984 the Chilean economy has begun to 
experience new economic growth averaging 5 per
cent per year. Much of this growth is due to agricul
ture. As a result of agricultural performance, total 
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exports almost doubled between 1982 and 1987. 
In 1985 the government adopted a new set of 

economic policies. It began, for example, a new tariff-reduction process (theaverage tariff was reduced 
from 35 percent to 20 percent) accompanied by
minid2valuations (22 percent in 1985). The purpose 
of the new policies was to keep the cost of imported
goods constant and encourage exports. The fiscal 
deficit was reduced to 3 percent ofGDP. The Central 
Bank purchased the overdue portfolio rrom com-
mercial banks and established new requirements for 
capitalization. 

According to monetary authorities, one of the 
causes underlying high real interest rates in the 
Chilean financial market was the government de
posit guarantee insurance, which focused investor 
attention only on yield, iegardless of risk. The guy 
ernment altered its policy to provide insurance only
to institutions that were adequately capitalized and
had a sound portfolio. As a consequence of this 
policy and the fiscal deficit reductions, the real inter-
est rate fell to 3.5 rercent, a rate comparable with 
world market conditions. 

Finally, the privatization process continued 
through the "popular capitalism" that allowed 
th."usands of Chilean workers to become owners of
companies pieviously in the hands of the state. 

Chile has been one of the few Latin American 
countries that has launched a strong liberalization 

program. Its experience has been extremely contro-
versial boca- .se periods of economic growth have 
alternated with periods of economic crisis. In thealternated wilfathedskof conmicag isotheo-future it will face the task of managing both eco-
nomic expansion and a democratic opening. 

Study Question s 

1. 	 Compare Chile's economic policies from 1970 to1973 with those thatfollowed. Consider the fol-
lowing elements: 

a. 	objectives 
b. strategy 

Analyzing Short- andMedin-Term Economic Stra.egy 

c. 	economic policy package 
d. outcomes 

2. 	 After having identified the overall strategy fol
lowed by the Pinochet government, divide this 
strategy into subperiods identified by: 

a. objectives versus results 
b. events that forced the government to shift its 

short-term strategy 
c. 	 factors that contributed to success (try to dis

tinguish between factors that were intrinsic 
to the liberalization process and factors unre
lated to 0 

3. 	 What might you have done to minimize the 
problems in 1982-1983? What probiows do you 
dtitipate now? 

4 	 Compare Chile's process of stabilization and 
adjustment with those of Bolivia and Costa Rica. 

Notes 
Wniks cited only by authoranddateareffilly listedin the 
bwhlogtaphy at the end of this book. 

1.For detailed descriptions of this transition, see
 
World Bank (1980); V. Corbo, "Chile: An Overview
WrdBn 18) .Cro Cie nOeve 
of 	Macroeconomic Developments," unpublishedmemo (Washington, D.C.: World Bank, April 1983);and T. Condon, V. Corbo, and J.de Melo, "A Simu
lation Analysis of the Macroeconomic Effects of 

Capital Inflows and Wage Indexation in Chile," un
published manuscript (Washington, D.C.: World
Bank, 1977-81). 

2. A detailed description of the 1975 program 
can be found in J.C. iA1ndez (1979). 

3. For a thorough analysis of the shifts in manufacturing, see V Corbo, "Chile: An Oveiview." 
4. Capital inflows in.1979 represented 16.2 per

cent of GDP. 
5. Copper prices fell from US$1 a pound in 1980 

to less than 68 cents in 1982. 



Appendix
 



TABLE A6.1 Chile: Share of GDP by Industrial Origin, 1970-1987 (percentage) 

Agriculture 
Mining 
Construction 
Manufacturing 
Elec., gas, and water 
Transportation and 

communication 
Trade 
Banking, insurance, 

1970 

6.8 
8.7 
5.1 

25.5 
2.0 
5.2 

18.6 
5.2 

1971 

8.1 
5.8 
6.1 

24.4 
2.2 
5.1 

18.0 
5.4 

1972 

8.3 
6.8 
6.1 

23.4 
1.4 
5.8 

19.2 
4.5 

1973 

6.7 
9.1 
4.3 

27.1 
0.5 
6.1 

20.9 
5.0 

1974 

5.7 
12.0 

6.1 
29.6 

1.1 
5.7 

14.1 
5.3 

1975 

6.6 
10.4 
5.4 

20.3 
2.1 
5.7 

17.3 
6.2 

1976 

8.4 
10.2 
4.3 

23.3 
2.3 
4.9 

15.1 
6.1 

1977 

9.8 
8.0 
4.1 

21.7 
2.3 
5.3 

15.6 
6.3 

1978 

7.6 
7.4 
4.2 

22.4 
2.0 
5.5 

16.5 
7.0 

1979 

7.3 
9.8 
4.3 

21.2 
2.0 
5.2 

16.7 
8.1 

1980 

7.2 
8.6 
5.2 

21.4 
2.1 
4.9 

16.3 
9.8 

1981 

6.4 
5.6 
6.3 

22.0 
2.2 
4.6 

16.9 
10.9 

1982 

6.2 
6.1 
5.0 

19.6 
3.0 
4.7 

16.5 
11.3

1983 

9.2 
8.9 
5.2 

20.0 
2.5 
5.5 

17.1 

1984 

9.3 
8.7 
5.1 

20.7 
2.5 
5.4 

16.9 

1985 

9.6 
8.8 
5.6 

20.6 
2.6 
5.5 

16.9 

1986 

9.9 
8.4 
5.5 

20.9 
2.6 
5.7 

16.7 

1987 

9.6 
7.9 
5.8 

20.8 
2.5 
6.0 

17.0 

and real estate 
Ownership of dwellings 
Services 
Public administration 

5.5 
10.4 
5.6 

5.0 
12.4 

6.7 

3.8 
12.6 

7.4 

4.0 
9.7 
6.1 

3.7 
9.1 
6.5 

8.3 
10.8 

6.2 

7.4 
10.7 

6.0 

7.1 
11.7 

6.4 

7.9 
11.6 
5.8 

7.4 
11.0 
5.5 

7.4 
11.6 
5.1 

7.8 
12.5 
5.2 

9.0 
13.6 

6.5 
31.6 31.4 30.4 30.3 30.4 

and defense 
Imputed banking svc. -1.9 -1.7 -1.8 -2.1 -2.4 -3.0 -2.6 -3.2 -2.9 -3.9 -5.2 -6.3 -6.2 

charges
Import duties 
GDP at market prices 

3.4 
100.0 

2.5 
100.0 

2.4 
100.0 

2.7 
100.0 

3.6 
100.0 

3.7 
100.0 

3.8 
100.0 

4.9 
100.0 

5.2 
100.0 

5.5 
100.0 

5.6 
100.0 

6.0 
100.0 

40 -
100.0 100.0 100.0 

SOURCE: Central Bank of Chile and World Bank mission estimates. 



TABLE A6.2 Chile: GDP by Industrial Origin, Real Growth Rates, 1970-1987 (percentage) 
1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 

Agriculture -1.1 -8.3 10.0 26.8 4.4 -1.6 -10.6 -3.7 6.2 3.8 5.3 -2.3 -2.5 7.5 5.0 8.8 5.5 
Mining 
Construction 

6.0 -3.8 
0.1 -19.5 

-2.3 
-11.0 

22.2 
26.3 

-11.3 
-26.0 

12.2 
-16.5 

2.7 
-0.9 

1.6 
8.1 

5.4 
23.9 

5.2 
23.9 

8.0 
21.1 

5.7 
-29.0 

-1.9 
-5.0 

4.4 
4.2 

2.2 
12.0 

1.5 
1.3 

3.5 
6.0 

Manufacturing 
Elec., gas &water 

13.6 
14.9 

2.2 
6.7 

-7.7 
-2.8 

-2.6 
5.2 

-25.5 
-3.8 

6.0 
5.8 

8.5 
5.8 

9.3 
6.7 

7.9 
6.8 

6.2 
5.0 

2.6 
2.1 

-21.6 
-0.2 

3.1 
4.3 

9.8 
7.0 

1.6 
2.9 

8.0 
6.5 

5.5 
4.0 

Transportation, & 
communication 

Trade 
6.2 

15.8 
-0.9 

3.8 
-2.0 
-6.4 

1.0 
-19.7 

-7.7 
-17.1 

4.6 
2.5 

10.8 
24.8 

8.4 
20.0 

9.0 
11.0 

11.1 
12.4 

1.1 
6.7 

-9.9 
-17.8 

-1.4 
-1.5 

6.0 
5.0 

3.4 
2.3 

8.1 
5.5 

4.0 
5.0 

Banking, insurance, & 
real estate 16.9 -15.6 -3.1 21.4 -4.2 9.3 14.5 20.1 28.0 22.6 16.1 -9.0 NA NA NA NA NA 

Ownership of dwellings 
Services 

2.2 
7.3 

1.4 
4.8 

2.5 
-2.8 

2.8 
2.7 

1.8 
-1.2 

0.7 
1.3 

0.6 
3.6 

0.9 
3.6 

0.5 
4.4 

1.0 
2.4 

1.5 
0.9 

1.0 
-10.0 

NA 
-2.6 

NA 
5.4 

NA 
0.0 

NA 
4.7 

NA 
3.0 

Public administration & 
defense 3.6 3.3 2.4 8.0 1.9 5.9 1.8 -3.1 -1.2 -3.2 -1.8 -2.9 NA NA NA NA NA 

GDP at market prices 9.0 -1.2 -5.6 1.0 -12.9 3.5 9.9 8.2 8.3 7.8 5.7 -14.3 NA NA NA NA NA 
NOTE: NA = not available. 
SOURCE: Central Bank of Chile and World Bank mission estimates. 



TABLE A6.3 Chile: Shares of GDP by Expenditure Component, 1970-1987 (percentage) 

1970 1971 
Total consumption 89.2 86.5 
Private consumption 70.1 71.3 

General govt. 12.8 15.3 
consumption

Gross domestic 16.5 14.5 
investment 
Fixed investment 15.0 14.6 
Increase in stocks 1.4 -0.1 

Net export of goods & 0.6 -1.0 
NFS

Exports of goods & 15.0 11.3 
NFS

Imports of goods & 14.4 12.4 

NFS
GDP at market prices 100.0 100.0 
Net factor service -2.4 -1.2 

income
GNP at market prices 97.6 98.8 
Net indirect taxes 10.6 9.8 
Gross domestic saving 17.1 13.5 
Gross national saving 14.6 12.3 

(excl. trans.)
Current transfers 0.5 0.2 
Gross national savings 15.1 12.4 

(incl. trans.) 

1972 1973 1974 1975 1976 1977 1978 1979 
91.3 93.9 78.2 88.9 82.9 87.4 85.5 85.0 
75.2 80.8 62.4 73.2 68.9 72.8 71.1 70.7 
16.1 13.1 15.7 15.7 14.0 14.6 14.4 14.3 

12.2 7.9 21.2 13.1 12.8 14.4 17.8 17.8 

13.1 12.8 17.0 17.7 13.3 13.3 14.7 14.9 
-0.9 -. 9 4.2 -4.6 -0.5 1.1 3.1 2.9 
-3.5 -1.9 0.7 -2.0 4.3 -1.8 -3.3 -2.8 

10.1 14.0 20.4 25.5 25.1 20.6 20.6 23.3 

13.6 15.8 19.7 27.4 20.8 22.4 23.9 26.1 

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
-0.6 -1.1 -1.6 -3.9 -3.3 -2.6 -2.7 -3.2 

99.4 98.9 98.4 96.1 96.7 97.4 97.3 96.8 
8.5 10.5 15.6 14.0 13.7 14.4 13.8 12.4 
8.7 6.1 21.8 11.1 17.1 12.6 14.5 15.0 
8.1 5.0 20.3 7.2 13.8 10.0 11.7 11.8 

0.2 0.3 0.4 0.7 0.7 0.7 0.9 0.7 
8.3 5.2 20.7 7.9 14.5 10.7 12.6 12.4 

1980 
83.2 
70.7 
12.5 

21.0 

16.6 
4.3 

-4.2 

22.8 

27.0 

100.0 
-3.4 

96.6 
12.1 
16.8 
13.5 

0.4 
13.9 

1981 
87.6 
74.5 
13.1 

22.7 

NA 
NA 
NA 

16.4 

26.8 

100.0 
NA 

NA 
NA 
NA 
NA 

NA 
NA 

1982 
90.6 
75.3 
15.3 

11.3 

NA 
NA 
NA 

19.4 

21.2 

100.0 
NA 

NA 
NA 
NA 
NA 

NA 
NA 

1983 
87.5 
73.3 
14.2 

9.8 

NA 
NA 
NA 

24.0 

21.3 

100.0 
NA 

NA 
NA 
NA 
NA 

NA 
NA 

1984 
87.4 
72.9 
14.5 

13.6 

NA 
NA 
NA 

24.3 

25.3 

100.0 
NA 

NA 
NA 
NA 
NA 

NA 
NA 

1985 
83.5 
69.3 
14.2 

13.7 

NA 
NA 
NA 

29.1 

26.3 

100.0 
NA 

NA 
NA 
NA 
NA 

NA 
NA 

1986 
81.6 
68.9 
12.7 

14.6 

NA 
NA 
NA 

30.6 

26.8 

100.0 
NA 

NA 
NA 
NA 
NA 

NA 
NA 

1987 
79.8 
67.4 
12.4 

13.4 

NA 
NA 
NA 

35.9 

29.2 

100.0 
NA 

NA 
NA 
NA 
NA 

NA 
NA 

NOTE NFS = nonfactor services, NA = not available.
SouRcE: Central Bank of Chile and World Bank mission estimates. 



TABLE A6.4 Chile: GDP by Expenditure Component, Growth Rates, 1971-1983 (percentage) 

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 
Total consumption 13.1 7.4 -5.5 -14.3 -11.2 0.2 13.8 7.4 6.9 4.2 12.2 -13.5 -5.8 

Private consumption 13.2 7.7 -6.6 -18.3 -11.4 0.3 16.0 7.5 6.5 6.8 14.2 -14.4 -5.8 
General govt. consumption 12.4 5.7 1.7 9.6 -10.3 -0.1 3.8 6.8 9.2 -8.1 0.3 -7.8 -5.8 

Gross domestic investment -3.2 -27.3 -10.9 81.5 -52.6 0.2 16.8 23.4 29.1 31.2 5.7 -65.4 15.3 
Fixed investment -2.3 -20.1 -6.0 19.1 -22.8 -14.8 15.4 17.4 16.8 21.9 14.7 -37.1 -14.4 

Exports of goods &NFS 0.8 -15.1 2.8 45.9 2.3 24.4 11.9 11.2 14.1 14.3 -5.3 10.9 1.4 
Imports of goods &NFS 8.5 3.2 -5.4 3.4 -38.7 4.3 35.5 17.6 22.7 18.7 14.7 -32.9 -9.4 
GDP at market prices 9.0 -1.2 -5.6 1.0 -12.9 3.5 9.9 8.2 8.3 7.8 5.7 -14.3 -0.8 
GNP at market prices 10.3 -0.6 -6.1 0.5 -15.0 4.2 10.6 8.1 7.8 7.4 4.2 -14.1 0.5 
NOTE: NFS = nonfactor services. 
SOURCE: Central Bank of Chile. 



TABLE A6.5 Chile: Balance of Payments, 1975-1983 (US$ million) 
1975 1976 
 1977 1978 1979 
 1980 1981 1982
Exports (G and NFS) 1,838.2 2,412.9 2,601.2 

1983 
2,940.9 4,620.2 5,967.5 5,505.5 5,026.6 4,699.0Merchandise (FOB) 1,590.5 2,116.2 2,185.6 2,460.2 3,834.7 4,705.0 3,959.6Nonfactor services 3,797.8 3,855.0274.7 296.7 415.6

Imports (G and NFS) 
480.8 785.5 1,262.5 1,545.9 1,228.8 844.02,049.5 1,980.0 2,870.9 3,622.0 5,217.1 7,023.1 8,872.0Merchandise (FOB) 1,520.1 1,473.2 2,150.6 2,885.9 4,190.0 

5,345.6 4,235.0 
5,469.0 6,558.5 3,580.3Nonfactor services 2,882.0529.4 506.8 720.4 736.2 1,027.1 1,554.0 2,313.5Resource balance 1,765.3 1,353.0-211.3 432.9 -269.7 -681.1 -596.9 -1,055.5 -3,366.5 -319.1Net factor income 464.0-291.4 -333.7 -379.4 -505.8 -696.4 -1,028.2 -1,547.1 -2,162.8 -1,870.9Factor receipts 3.7 11.5 17.5 42.6 126.6 308.5Factor payments 295.0 345.2 397.0 

603.7 483.6 ND
548.4 823.0 1,336.7 2,150.8 2,646.3 NDMedium- and long-term 195.4 252.0 263.5 383.5 582.5 918.5 1,423.1 1,945.7 1,395.0

interest paidNet current transfers 3.6 32.3 80.6 75.1 87.9 61.2Transfer receipts 44.8 45.3 -96.63.6 32.3 80.6 100.2 117.6Transfer payments 92.4 95.4 94.9 ND- - 25.0 29.7 31.2Current account balance -497.8 131.6 50.7 49.7 ND-568.6 -1,112.9 -1,204.2 -2,023.9 -4,868.8 -2,436.6 -1,503.5Medium- and long-term 
capital inflow
Direct investment 49.8 -1.2 16.3 176.5 232.6 170.5 376.2 365.4Official grant aid 152.08.5 16.2 16.3 22.5 16.8 53.4 55.4Net medium- and 44.9 17.2 55.2 57.0196.5 1,145.2 1,468.8 2,105.0 3,389.9 1,415.5 1,000.0long-term loans

Disbursements 464.6 653.2 989.1 2,232.6 2,785.7 3,566.6 5,188.6 2,673.6Repayments 419.7 636.0 1,900.0792.6 1,087.4 1,316.8 1,461.1 1,718.8 1,258.2 900.0Other medium- and 77.8 34.8 -143.9 186.9 102.2 -3.1 -15.1 -10.0 NDlong-term (net)Net credit from IMF 207.6 82.0 -119.1 -42.6 -169.3 -52.1Net short-term capital 140.8 68.1 
-64.9 39.7 614.0557.9 449.5 471.6 999.6 1,107.2 -619.3Capital flows not elsewhere ND4.9 -5.8 -43.3 -62.6 23.3 143.2 214.6 92.7 -98.2included

Errors and omissions -109.3 68.1 116.9 -125.3 -14.2 50.8 114.4 -57.4 NDChange in net reserves 72.8 -411.0 -28.0 -637.3 -927.7 -1,443.4 -308.9 1234.3 -221.3NOTE G = goods, NFS = nonfactor services, FOB = free on board, ND = not determined. a. Includes errors and omissions and short-term capital.
SOURCE: IMF and World Bank mission estimates. 



TABLE A6.6 Chile: Exports of Merchandise by Product Type, 1971-1987 (US$ million) 

Product 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 
Mining products 813.2 734.5 1,132.6 1,806.9 1,075.4 1,448.6 1,403.2 1,422.3 2,253.9 2,919.4 2,261.3 2,155.8 2,296.6 1,961.7 2,120.7 2,096.1 2,603.3 

Copper 701.8 657.6 1,025.6 1,653.5 890.4 1,246.5 1,187.4 1,201.5 1,799.6 2,200.4 1,714.9 1,731.4 1,835.7 1,603.8 1,788.7 1,757.1 2,243.7 
Other 111.4 76.9 107.0 153.4 185.0 202.1 215.8 220.8 454.3 719.0 546.4 424.4 460.9 357.9 332.0 339.0 359.6 

Agro. and fishing 29.4 19.3 25.5 55.0 86.1 118.9 159.5 203.5 264.5 339.9 365.4 374.9 327.5 428.1 515.1 683.1 796.3 
products 
Fresh fruits 13.4 22.8 13.6 18.4 37.8 53.9 63.6 101.0 123.3 168.7 198.5 232.8 220.5 276.6 357.3 478.9 530.9 
Other 16.0 7.5 11.9 36.6 48.3 65.0 95.9 102.5 141.2 171.2 166.9 142.1 107.0 151.5 157.8 204.2 265.4 

Manufacturing 119.6 82.4 89.4 290.6 390.6 528.1 627.6 782.0 1,245.0 1,558.8 1,279.6 1,178.8 1,211.4 1,260.3 1,168.3 1,419.7 1,824.1 
products 

Fish meal 29.8 12.4 12.0 31.1 29.2 61.6 86.5 105.8 152.6 233.7 202.0 256.0 307.1 ND ND ND ND 
Wood products 7.0 4.9 4.1 12.7 25.2 29.4 70.4 94.4 164.7 286.2 163.4 122.3 116.4 ND ND ND ND 
Pulp and paper 24.9 21.0 29.0 106.0 83.7 121.4 119.1 144.2 213.6 265.2 228.4 199.5 190.6 ND ND ND ND 

Other 57.9 44.1 44.3 140.8 252.5 315.7 351.6 437.6 714.1 773.7 685.8 601.0 597.3 ND ND ND ND 
Total 962.2 836.2 1,247.5 2,152.5 1,552.1 2,095.6 2,190.3 2,407.8 3,763.4 4,818.1 3,9063 3,709.5 3,835.5 3,650.1 3,804.1 4,198.9 5,223.7 

NOTE: ND = not determined. Total exports are from the "Register of Exports" in the Central Bank, while the balance of payments reflects exports for which the actual transactions took place. 
SOURCE. Central Bank of Chile (customs data). 
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TABLE A6.7 Chile: Imports of Merchandise i: of Goods, 1971-1987 (US$ million) 
Type of goods 1971 1972 1973 
 1974 1975 
 1976 1977 
 1978 1979 1980 1981 1982 
 1983 1984
Consumer goods 245.3 276.6 237.9 

1985 1986
153.1 87.3 229.0 526.5 

1987 
Food 144.8 

595.9 852.0 1,493.1 2,727.0 1,484.2 1,024.3 1,044.4202.5 178.1 46.0 25.5 728.9 754.0 900.548.1 102.5 132.2 169.7 422.8Other 100.5 74.1 823.0 589.8 530.9 492.1 246.5 168.959.8 107.1 209.561.8 180.9 424.0 463.7 682.3 1,070.3 1,904.0Capital goods 199.9 312.2 333.4 502.1 378.8 
894.4 493.4 552.3 482.4 585.1 691.0375.0 503.8 653.3 879.1 1,218.9 1,477.0Intermediategoods 696.9 391.8 597.4720.4 822.7 1,110.0 1,757.1 650.2 735.0 1,100.6872.1 1,171.8 1384.0 1,753.2Fuel and lubricants 109.7 101.5 147.9 480.8 

2,486.5 3,108.5 3,1.44.0 1,912.8 1,754.7 2,097.0 1,866.7 1,947.3 2,395.2257.0 392.2 447.0 480.0 888.7 959.6 ND NDAgricultural raw 152.2 ND ND ND ND ND237.4 303.9 328.6 240.5 246.6ma teri als 154.9 282.7 276.9 357.7 ND ND ND NP ND ND NDN DN DNIndustrial raw 325.8 357.5 372.2 575.9 188.7 283.3 385.2 407.0 544.7 801.0mate ria lsN ND ND ND ND ND ND ND
DDN DDIndustrial ND ND 107.4 141.7 76.9 125.6 193.1 277.5 402.5 530.9 ND ND ND ND ND ND NDintermediate 

Other goods 132.7 126.3 178.6 230.1 109.0 124.1 203.8Total 306.0 373.7 459.3 ND1,165.6 1,411.5 1,681.3 2,412.3 1,338.2 1,775.8 2,414.3 
ND ND ND ND ND ND3,002.4 4,217.6 5,820.5

NOTE. ND 7,348.0 4,093.9 3,170.8 3,738.8 3,245.8 3,436.3= 4,396.3not determined. Total imports are from the "Register of Imports" in the Central Bank, while the balance of payments reflects imports for which the actual transaction took place.SOURCE. Central Bank of Chile (customs data). 



TABLE A6.8 Chile: External Debt Evolution, 1975-1987 (US$ million) 

1975 1976 1977 1978 1979 1980 1981 1982 1933 1984 1985 1986 1987 
External debt, medium- 4,267 4,274 4,510 5,923 7,507 9,413 12,553 13,815 14,832 16,963 17,650 17,814 17,191 

and long-terma 
Reservesb -129 108 273 1,058 2,314 4,074 3,775 2,578 2,023 ND ND ND ND 
Net external debt 4,396 4,166 4,237 4,865 5,193 5,339 8,778 11,237 12,809 ND ND ND ND 
Note: ND = not determined. 
a. Medium- and long-term loans include public and private debt as of Dec. 31 of each year.
b. Assets in the Central Bank minus liability to the IMF. Gold is valued at market prices, and the reciprocal credit agreements are considered in terms of the "net value." 
SOURCE: Central Bank of Chile. 
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MARC LINDENBERG 

Taiwan, 1961: The Search
 
for a Viable Economic Strategy
 

Members of the Ministry of Economic Affairs looked 
back on the last 12 years in Taiwan with a sense of 
satisfaction. In the bleak days of December 1949, 
things had seemed hopeless. Nationalist Chinese 
government troops had lost all but a few of their last 
strongholds on the Chinese mainland. In November
s94,trghos o e Y1950,1949, the Executive Yuan (the highest administrative 
organ of state) had voted to move the capital of the 
Nationalist government to Taipei, Taiwan (see fig-
ure 7.1). In December Chiang Kai-shek hurriedly left 
Chengtu in the face of advancing Communist troops 
to join the more than two million Chinese refugees 
who moved to Taiwan between 1948 and 1950. 

A U.S. State Departmen~t white paper had writ-
ten off the Nationalist government and advised 
American diplomats to prepare for the fall o'Taiwan 
(Formosa) to the Communists.' On January 5, 1950, 
President Harry S. Truman announced that the 
United States did not 

have any intention of utilizing its armed forces to 
intervene in the present situation .... Similarly 
the United States Government will not provide 
military aid or advice to the Chinese forces on 
Formosa. 2 

U.S. assistance was terminated. The economic 
situation became serious and chaos reigned. 

Food, clothing and basic necessities of living 
were in short supply as a consequence of war-
time losses of production facilities and a rapid 
increase in population by natural causes and the 

inflow from mainland China. Heavy military 
spending... had created huge deficits in the 
Chinese budget. 

Price inflation was threatening to repeat the 
tragic sequence of events that contributed to the 
Communist takeover of the mainland. During 

the Chinese government lost about US$90million in convertible currencies, reducing its 
foreign exchange resources below a minimum 
level. There was widespread popular unrest.... 3 

Yet in 12 years the Nationalist government suc
cessfully organized an emergency stabilization pro
gram, carried out a successful land reform plan,
developed a viable industrial base to meet domestic 
needs, and had achieved annual rates of economic 
growth of more than 6 percent. It had successfully 
resisted mainland Chinese incursions against Que
moy and Matsu, and had benefited from renewed 
U.S. assistance.Two four-year economic plans (1953-1956 and 
1957-1960) had helped to create a viable economy. 
Hoee1961 p ed ne dile cu-
However, 1961 presented new dilemmas. Agricul
tural commodity prices continued to deteriorate, 
affecting Taiwan's principal export, sugar. Indus
trial growth slowed due to reduced opportunities 
for future import substitution, and U.S. economic 
assistance policy shifted in two important ways. 
First, Agency for International Development (AID) 
officials announced that in the future they would 
mainly provide concessional loans rather than 
grants; and second, U.S. assistance, which had been 

Dr. Gustav Ranis, Frank Altschul Professor of International Economics at Yale University, is gratefully acknowledged for advice on this 
chapter. 
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vital in financing government deficits, would be 
phased out by 1965. Finally, officials feared that 

a softening in the American attitude toward the 
Communist Chinese government [would take 
place]. The government reacted sharply to a sug-
gestion by Mrs. Eleanor Roosevelt-now an 
American delegate at the United Nations ...that 
the representation of Nationalist China at the 
U.N. should be limited to Taiwan (making it 
possible for the Peking regime to represent 
"China").4 

In response to the new problems, the Ministry 
of Economic Affairs began to prepare a new 1961-64 
economic plan with annual growth rates set at 8 
percent. To achieve this target, planners set the fol-
lowing objectives: 

1. Make a thorough review of past control 
measures 

2. 	Give preferential o privatereatment to 
change,and f ciaeng 

3. 	 Reform the tax system and its adminis-
tration to enhance capital formation 

4. 	Reform the foreign exchange and trade 
systems, aiming at the establishment of a 
unified exchange rate and liberalization 
of trade control, consistent with the pay-
ments situation 

5. Promote export expansion, improve pro-
eign exchange earned by exporters,and 

increase contacts with foreign business 

organizations5 


To set objectives was easy,but to carry them out 


effectively was much more difficult. The planners 
needed to answer the following basic questions: 

1. What economic strategies were viable for 
1961-64? 

2. 	What sources of growth might be found 
in the economy and what specific poli-
cies would be necessary in the agricul-
tural and industrial sectors? 

Analyzing Short-andMedium-Term Economic Strategy 

3. 	 What general .nonetary, fiscal, commer
cial, and labor policies would be useful? 

4. 	What political, economic, and social 
problems might be expected as a result of 
the strategy, and how might these prob
lems be managed?
 

The Context 

The land and the people. Taiwan, an island off the 
southeast coast of mainland China, is recognized by 
both the Nationalist Chinese government and the 
government of the People's Republic ofChina (PRC) 
to be part of China. The island is 36,000 square 
kilometers in extent, roughly equal to the Nether
lands (figure 7.1). Its population in 1961 was over 11 
million, with more than 513 people per square kilo
meter (one of the densest population concentrationsin the world) and population growth of 3.3 percent 
annually. Only one-quarter of the land, mostly along 

the west coast, is arable. Some 64 percent of the 
island is made up of mountains; the rest is sandhillsand dunes. There are small strips of arable land 
along the northeastern and eastern regions of the 
island. While double cropping is possible in these 

areas, yields are low, due to heavy winds and rainin the northeast and !ack of sun on the east coast. In 
the western region, which is the principal agricul
tural zone, double cropping produces high yields in 
rice, but irrigation is necessary. Sugar is also one of 

the principal products of the western zone. Taiwan 
is not rich in minerals but does have coal, as well ashighly limited deposits of natural gas and petro

leum. Two-thirds of the area is covered with forests. 
Taiwan's population of 11 million is divided

into distinct language and ethnic groups.6 Another 
important source of division among groups is based 
on their time of migration to the island. For example,
the 2 million Chinese (18 percent of the total) who 
immigrated from the mainland between 1948 and 

1950 form a distinct group that controls key govern
ment posts, the political party apparatus,and the
 
key military operations in the private sector. 
Around 2 percent of the population are aborigines;
the remaining 80 percent are considered Taiwanese. 
Of the Taiwanese group, roughly four-fifths speak 
Hokkien (or Min-nan) and the rest speak Hakka. 
Evidence of social stratification by date of migration 
and iso language group is documentable. For ex
ample, although Taiwanese make up 95 percent of 
the military, they hold only 4 percent of the officer 
positions.7 
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Brief history. Taiwan became known to the main-
land Chinese in the third century A.D., through visits 
of fishermen and pirates. When the Dutch first 
landed in 1622, there were less than 25,000 Chinese 
on the island. In the middle 1600s Koxinga, the 
pirate, controlled the island but was finally dis-
placed by forces from the Manchu dynasty in 1683. 
Manchu control lasted until the late 1800s, when the 
Japanese gained control of Taiwan as part of their 
victory spoils from the Sino-Japanese war.8 

During Japanese rule, from 1895 to 1945, the 
island was transformed into a productive, agricul-
tural colony. The Japanese established order and 
organization throughout the island, built farmers' 
organizations, infrastructure, and finally some man-
ufacturing industries. During this period Japan re-
ceived more than 84 percent of Taiwan's exports and 
supplied 74 percent of its imports. Economic growth 
rates between 1911 and 1940 averaged 4 percent per 
year. 

Between 1945 and 1947, Taiwan was reincorpo-
rated into the mainland Republic of China. Al-
though the Taiwanese were initially pleased with 
the return to China, frictions developed quickly. 
General Yin Chi, appointed administrator general, 
exacerbated the tensions. According to one source, 

FIGURE 7.1 Taiwan: Area and Resources, 1961 

Total area: 36,000 square kilometers 
Arable land: 25% of total area 
Forest land: 64% of total area 

Resource Reserves 

* Coal 205 million metric tons 
A Marble 300 billion metric tons 
o Dolomite 116 million metric tons 

Forest 241 million cubic meters 

Total population: 11,149,000 

all of the most desirable residences, as well as 90 
percent of the commercial enterprises formally 
owned by the Japanese were quickly taken over 
by the new arrivals from the mainland .... Many 
of the enterprises were stripped of their assets 
and shipped to the mainland.... Food shortages
developed when large grain shipments were
made to Nationalist armies on the mainland.... 
Discontent and unrest intensified. In 1947 an 
estimated 10,000 Taiwanese were killed in an 
attempted rebellion.9 

Finally, between 1948 and 1950 additional ten
sions and disorder were created by the inflow of 
more than two million refugees from the mainland 
and the establishment of the capital of the Republic 
of China in Taipei. 

Political Structure and Dynamics 

Government structure. The political ideology re
flected in the constitution is derived from Sun Yat
sen, leader of the independence movement and first 
president of the repubic. The political concepts of 
Sun Yat-sen are said to be embodied in the Three 
Principles of the People: nationalism, democracy, 

Taipei * *Keelung 

TAIWAN 
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T O 0* Hualien 
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0 

Tainan, 
Population density: 512.7 persons per square kilometer 0 

TitungKaohsiung 0 

SOURCE: Councii for Economic Planning and Economic Development, Republic of China, (Taiwan) 1983. 
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and people's livelihood.10 Nationalism included the 
idea of China's self-determination and therefore lib-
eration from the unequal treaties imposed by the 
Western powers and Japan in the 1800s and early 
1900s. 

Sun's concepts of democracy included four po-
litical "powers to the people": election, recall, initia-
tive, and referendum. Corresponding to these were 
five "povers to the government": administration, 
legislation, adjudication, examination, and control. 
The last two government powers represented a spe-
cial Chinese cultural tradition. For example, exami-
nation meant a special government organization to 
run a neutral civil service examination system in 
which all members of Chinese society could com-
pete. The concept of control included auditing, the 
right to consent in the appointment of key officials, 
and censorship. 

The five-power government system reflected in 
the Constitution of 1947 is embodied in the actual 
structure in which the president of the republic, the 
supreme authority, governs through five adminis-
trative yuan (organizations): the executive, legisla-
tive, judicial, examination, and control. The 
president receives his authority by being elected by
the National Assembly, a body composed of elected 
delegates. Each county or municipality has at least 
one delegate elected by occupational groups, racial 
minorities, and overseas Chinese. 

Political dynamics. While the formal structure pro-
vided for a series of checks and balances and freely 
elected representatives, the political dynamics of 
Taiwan were tied to a single party mobilization 
system with a high degree of control.11The Nation-
alist party, organized in 1904 by Sun Yat-sen and 
managed for more than 40 years by Chiang Kai-
shek, was the hub of political activity (see figure 7.2 
for a political map). The party held an overwhelm-
ing majority of all elected positions and although 
two other political parties, the Chinese Youth party
and the Democratic Socialist party, also existed,
their influence was minimal. The Nationalist party 
was dominated by exiles from the mainland who 
arrived during the 1948-1950 period. In 1961 the 
party had more than 500,000 members (more than 1 
member for every 8 voters). 

Another key feature of the system was highly 
centralized control. Although the original constitu-
tion called for periodic elections, only one national 
election was ever held, for the National Assembly in 
November 1947. National elections through 1961 
were prohibited due to a state of emergency that 
placed centralized powers in the hands of the pres-
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ident, Chiang Kai-shek. The end result was that the 
National Assembly, which according to the official 
doctrine of the republic represented all of China, 
was composed in the 1950s through 1970s of men 
who had highly limited forrtal power. 

An additional result of the process was two
tiered government. On the one hand, the party struc
ture and national government structure applied to 
all of China. On the other hand, real decisions for 
allocating res,: urces could o ily be made for Taiwan. 
Thus, provincial and majority elections took on spe
cial significance and were held with frequency. Na
tionalist party officials and Chinese mainlanders 
who arrived in the 1948-1950 period dominated at 
political levels in the provinces and in local govern
ment. 

In 1961 military emergency, war preparedness, 
and official anti-Communism continued to domi
nate political life in the Republic of China. The con
sequences were high levels of military spending, the 
retention of a 600,000-man army, a highly organized 
state security apparatus, military emergency laws, 
press censorship, and limited participation of oppo
sition groups in formal political life. For example,
labor unions were permitted, but only in enterprises 
with more than 30 employees (which excluded more 
than 60 percent of the labor force), and the right to 
strike wis prohibited due to emergency laws. Dis
putes were usually handled directly by the party 
and the government rather than employers. Collec
tive bargaining was not a conmon practice. 

Finally, a key feature of regime behavior was its 
role in serving as the guardian of traditional Chinese 
cultural traditions. Regime spokesmen portrayed 
Taiwan as the logical extension of Chinese culture 
with appropriate adaptations due to the absorption 
of Western technology and ideas. They viewed the 
adherence of the People's Republic of China to the 
principles of Marxism-Leninism as a deviation from 
the Chinese cultural heritage. 

Social and Cultural Values 

The key to Taiwan's transformation hal been a mix
ing of Western technology with traditional values. 
Taiwan has drawn on traditional culture to reformu
late the concepts of nationalism, secularism, and 
egalitarianism (in a limited sense) after it was found 
to be necessary to bring about a process of economic 
and social reformulation. 12 There is, for example, 
ample basis in the traditional Chinese concept of 
nationalism for the view of China as a "universal 
empire" or "middle kingdom" that must blend out

http:control.11
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FIGURE 7.2 Taiwan: Political Map, 1961 
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side ideas with its own long and valuable historical 
tradition. The secularity of religion in China, which 
stresses the common theme of "how to organize an 
ideal society right here on earth as opposed to pay-
ing attention to ghosts and spirits," is critical in 
providing a foundation for acceptance of economic 
development and change. Sun Yat-sen's concepts
also placed importance on reducing inequalities and 
the responsibility of government, 

The extent of social concern is embodied by the 
Three People's Pi inciples, broad equalization of 
land ownership, and curbing private capital
ownership. Over time these slogans have been 
attached to many different policy interpretations 
...in respect to the need for economic growth.
Recently, land reform policy of the early years
has been changed to a policy that encourages a 
collective man agerial ap proach to farm land. 
Public enterprises were dismantled when wis-
dom dictated that this kind of change was not the 
result of revisionist conspiracy. Far more impor-
tant than isordinarily recognized isthe ideology
of nondogmatic pragmatism.... 13 

Finally, the emphasis on meritocracy in examina-
tions and positions but also in acceptance of authority
provides a compliance structure that has permitted 
implementation of economic change. The family with 
its extended relationships along patrilineal lines is still 
given key value. Proper authority relationships and 
respect for elders and authority figures is considered 
to be of the utmost importance, 

While mainland exiles have continued to domi-

nate Taiwan's social structure, the values of secular-

ism and nationalism have been generally accepted

by the population. The concept of equality in abso-

lute terms is not in evidence, but sufficient attention 

to land reform and economic leveling has helped

provide regime stability, 


General Economic Strategy and Results, 1947-1960 

It is useful to divide the years from 1947 to 1960 into 
two subperiods: 1947-1952, characterized by early
economic deterioration and subsequent stabiliza-
tion; and 1953-1960, characterized by growth and 
diversification of the agricultural sector and by in-
dustrial import substitution. In the second period 
two different four-year plans were launched 
(1953-1957 and 1957-1960). 

Chaos and stabilization, 1947-1952. The 1947-1952 
period was an extremely difficult one for the gov-
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ernment of the Republic of China. It included the 
loss of the mainland and the evacuation of almost 
two million refugees, a period of tensions with the 
Taiwanese, high inflation, scarcity, and shortages. 
On the international scene relations with the United 
States deteriorated rapidly and U.S. assistance was 
cut off. With the onset of the Korean War, however, 
aid was resumed because Taiwan was considered 
essential to U.S. strategic interests. Friction with the 
government of the People's Republic of China re
mained high, and the government of the Republic of 
China struggled to gain international legitimacy and 
recognition. 

The objectives of the early part of the period were,
first, to gain control of a runaway economic situation 
and, later, to implement a stabilization program. In the 
early period, 1947-1949, the government pursued in
flationary policies in an effort to finance the war. In the 
a t ar evnues an, ito anilitard 

absence of tax revenues, and with serious military and 
other responsibilities, it expanded the money supply
rapidly and engaged in high levels of deficit spending.
Hyperinflation was one result.' 4 Between 1946 and 
1948, "prices had risen at an annual rate of500 percent 
and then accelerated to about 3,000 percent in the first 
half of 1949."15 

The objective of stabilization was achieved 
through a mix of monetary reform and foreign assis
tance, with preferential interest rates on time deposits
and a balanced government budget. Monetary reform 
was attempted through devaluing the old Taiwan 
dollar to a rate of 40,000 per U.S. dollar, establishing a 
new currency (the new Taiwan dollar) with an official 
exchange rate of 15 per U.S. dollar, and then setting a 
limit of issuance of the new currency at 200 million 
Taiwan dollars with a 100 percent reserve in gold,
silver, and foreign exchange. Attempts to unify the 
exchange rate were also made (see table 7.1).

In an effort to increase the savings rate and to 
remove currency from circulation, the Central Bank 
established a series of preferential interest rates in 
the banking system. Finally, government expendi
tures were reduced marginally and existing deficits 
began to be covered by increases in U.S. economic 
assistance (see figure 7.3). 

In addition, to set f ' 'sis for further growth of 
the agricultural sector anu provide social stability, a 
comprehensive agrarian reform was carried out (see
the section on agricultural policy, below). By 1951 
prices began to stabilize, and overall economic 
growth was 11 percent (see table 7.2 for data on 
economic recovery). 

Agricultural diversification and industrial import
substitution, 1953-1960. Between 1953 and 1960 
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TABLE 7.1 Taiwan: Exchange Rates and Interest Rates, Official and Unofficial, 1949-1961 

Exchange rate (new Taiwan dollars per U.S. dollar) Interest rate (percentage per month) 

Year Official Black market 

1949 - 40,000.00 
1952 15.65 23.11 
1953 15.65 26.49 
1954 18.78 30.31 
1955 24.78 39.84 
1956 24.78 38.53 
1957 24.78 38.40 
1958 36.38 46.58 
1959 36.38 45.26 
1960 36.38 42.26 
1961 40.03 43.89 

Bank of Taiwana 
-


1.80 
1.20 
0.99 

0.99 


0.90-0.99 

0.90-0.99 

0.90-0.99 

0.90-0.99 

0.90-0.99 

0.90-1.35 


Unorganized 
Other banks money market 

-	 _ 

3.30 6.6 
2.40 4.3 
1.98 4.1 
1.86 5.5 
1.86 3.9 
1.86 3.6 
1.86 3.3 
1.74 3.9 
1.74 3.9 
1.56 2.7 

a. Applicable only to government enterprises. Interest rate on loans to private enterprises is the same as charged by other 
banks since 1956.
 
SOURCE CBC (Central Bank of China).
 

tensions with the People's Republic of China re-
mained high. The worst incidents were in 1958. 
After that year Taiwan began to attract foreign in-
vestment in greater amounts. The relationship to the 
United States remained a close one. Almost US$1 
billion in economic assistance was disbursed. Land 
reform was consolidated, while gains in productiv-
ity and output took place in agriculture (see tables 
7.3 through 7.6). Industry showed even more im-
pressive growth. 

The objectives of the 1953-1956 four-year plan 
were to (1)promote agricultural and industrial pro-
duction; (2) foster economic stability; and (3) im-

prove the balance of payments. For the second plan, 
in 1957-60, the objectives were to (1) stimulate in-
dustrial (import substitution) and mining develop
ment; (2) promote exports (on a limited basis); (3) 
increase employment; and (4) improve the balance 
of payments. Economic growth targets were set at 
between 7 and 8 percent for the entire period. 

In an effort to encourage industrial import sub-
stitution, tariff protection was provided, and the 
exchange rate became overvalued. However, export 
promotion was encouraged through tax rebates on 
import duties for raw materials. In the agricultural 
sector, to force diversification, the government of
fered guaranteed prices for sugarcane, corn, mush-
rooms, and other products and also tried to control 
the supply of rice. 

Between 1953 and 1960, GDP growth averaged 

FIGURE 7.3 	 Taiwan: Consolidated Government 
Revenues and Expenditures, 1951
1961 (millions of new Taiwan dol
lars) 
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NOTE: U.S. economic assistance was 10% of the deficit in 
1951 and 5%in 1%!. In 1951 foreign investment was 1% 
of an $83-million U.S. foreign assistance budget and in 
1961 14% of $97-million U.S. foreign assistance budget. 
SOURCE: Adapted from Jacoby, 1966: 94. 

between 6 and 7 percent, agricultural growth 4 per
cent, and industrial growth 14 percent. The impor
tance of the composition of each sector and its 
contribution to GDP began to change. 
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TABLE 7.2 Taiwan: Gross Domestic Product of Major Sectors at 1964 Prices 
Total economy Agriculture Industry OthersValue Growth % Value Growth % Value Growth(N.T. $ rate in total (N.T. $ rate in total (N.T. $ 

% Value Growth % 
Year million) (%) rate in total (N.T. $ rate in totaleconomy million) (%) economy million) (%) economy million) (%) economy1952 36,675 11.6 100 15,323 -3.10 41.78 4,264 7.11 11.63 17,088 31.011953 39,477 7.64 100 46.5916,122 5.21 40.84 5,369 25.911954 41,209 4.39 100 13.60 17,986 5.26 45.5615,447 -4.10 37.48 7,1221955 44,738 8.56 100 

32.65 17.28 18,640 3.64 45.2417,174 11.18 38.39 7,0061956 46,815 4.64 100 17,383 1.22 37.13 
-1.63 15.66 20,558 10.29 45.95

7,098 1.311957 50,014 6.83 15.16 22,334 8.64 47.71100 18,203 4.72 36.40 7,933 11.76 15.861958 53,249 6.47 100 19,861 9.11 37.30 8,823 11.22 16.57 
23,878 6.91 47.74 

1959 57,841 24,565 2.88 46.138.62 100 20,329 2.36 35.15 10,958 24.20 18.95 26,5541960 62,251 8.10 45.907.62 100 19,139 -5.85 30.74 11,855 8.191961 67,368 8.22 19.04 31,257 17.71 50.22100 20,045 4.73 20.75 13,752 16.00 20.41 33,571 7.40 49.84NOTE: The estimates oftotal gross domestic product are valued at factor (as distinct from market) prices. The figures for Agriculture and Industry are based on estimatesIncurrent prices deflated by index numbers of prices received by farmers and of prices for industrial products. Others were obtained by deducting the figures for
Agriculture and Industry from the total gross domestic product.
SOURCE: Mo-Huan Tsing, Taiwan:Industrializationand TradePolicies(New York- Oxford University Press, 1970), 
 224. 
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TABLE 7.3 Taiwan: Recovery of Key Products, 1938-1953 

Most important products 
Recovery 1938-53 (%) before war 

Agriculture - -
Rice 114 3 
Sweet potatoes 129 5 
Sugar cane 75 1 
Bananas 44 2 
Pineapples 46 4 

Processed goods 
(agricultural and manufactured) 

Sugar 62 1 
Canned pineapple 21 2 
Cement 23 3 
Paper 150 -

Sulfuric acid 375 
Calcium superphosphate 287 

SOURCE: Compiled from statistics of the Ministry of Economy and the Department of Agriculture, Industry in FreeChina, 
January 1959. 

TABLE 7.4 Taiwan: Agricultural Employment, Production, and Development, 1952-1960 

b. The diversification index is calculated for 181 different crops by the formula 1/(value of each product/value of total 

(selected indexes) 

1952 1956 1960 

Agricultural population 100.0 110.4 126.2 
Agricultural employment 100.0 100.1 104.7 
Total agricultural production 100.0 121.0 142.8 
Agricultural crop productiona 100.0 116.8 132.1 
Output of crops and livestock 100.0 121.4 139.1 
Agricultural crop production 100.0 115.4 126.1 

per worker 
Man-days of labor 100.0 104.1 111.5 
Agricultural crop production 100.0 112.2 118.5 

to man-days of labor 
Man-days of labor to employment 100.0 104.0 106.5 
Fixed capital 100.0 107.5 116.6 
Working capital 100.0 151.5 169.7 
Multiple cropping 171.9 175.5 183.6 
Diversificationb 3.54 4.07 4.01 
a. Excludes forestry, fishing, and livestock. 

products).
 
SOURCES: Parameters of land and population and indexes of production from Economic Planning Council, Taiwan
 
StatisticalDataBook, 1975 (Taipei, 1975), 47-51; indexes of labor man-days, output of crops and livestock, working capital,
 
and fixed capital from Samuel P. S. Ho, EconomicDevelopment in Taiwan:1960-1970 (New Haven: Yale University Press,
 
1978), 245; index of diversification from Shirley W. Y. Kuo, "Effects of Land Reform, Agricultural Pricing Policy, and
 
Economic Growth on Multiple Crop Diversification in Taiwan," in Economic Essays, vol. 4 (Taipei: National Taiwan
 
University, Graduate Institute of Economics, Nov. 1973); other indexes from calculations by the authors.
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TABLE 7.5 Taiwan: Distribution of Farm Families and Agricultural Land, by Type of Cultivator, 
before and after Land Reform 

Before land reform (1949) 
Status Number of families % 
Owner 224,378 36 
Tenant 239,939 39 
Part-owner 156,558 25 

Total 620,875 100 

After land reform (1957) 
Number of families % 

455,357 60 
125,653 17 
178,224 23 

759,234 100 
SOURCE: Department of Agriculture &Forestry, Provincial Government ofTaiwan, TaiwanAgriculturalYearbook 1950,28;
1967,27. 

Agricultural Policy 

Agricultural policy 1949-1952. Agricultural policy
and performance can be viewed as having two sub-
phases: a recovery phase, in which production was 
restored to its prewar levels (see table 7.4); and a 
second phase, in which land reform helped to re-
structure the agricultural sector. 


According to one source: 


Three interrelated policy elements played a cru-
cial role in this phase: (1)the establishment of the 
Chinese-American Joint Commission on Rural 
Reconstruction (JCRR) in 1948, which became a 
major institution- comparable to the Ministry
of Agriculture-in planning and helping to im-
plement Taiwan's agricultural development; (2)
U.S. foreign aid which was largely directed to-
ward agriculture at the outset... ; and (3)a set 
of land reform measures. 16 

The land measures had three components. First, 
a rent reduction program was developed to reduce 
farm rents from what had traditionally been 50 per
cent of annual yields to 37 percent. Second, the 
government sold public land inherited from the Jap-
anese to cultivators at subsidized prices. Finally, itinsttut dtha "letil ra mtha fo cedd t er"p ro 
instituted a "laaid to the tiller" program that forced
landlords to sell estates in excess of three hectares.
They were compensated with bonds that could be 
used as equity in industrial development and some-times with actual enterprisesv 

The program affected approximately 28 percent
of the farm families and over 16 percent of the 
land area.... Thus, under these last two steps
about210,000hectares of land were redistributed 
or approximately one-fourth of the total culti-
vated area in 1951-55 .... 17 

The output of the agricultural sector grew sub
stantially and the product mix began to change. 

Agricultural policy 1953-1960. During the remain
der of the period, farmers' organizations were 
strengthened, infrastructure and irrigation systems ex
panded, crops diversified, and technological change 
introduced. 

The government followed a policy of stabiliza
tion of the price of rice through various methods ofcompulsory rice collection. It established collection 
of land taxes in kind, a rice fertilizer barter system,
and the purchase and collection of rice at a price
lower than the market price. The government made 
huge profits from the rice collection operation.18 

huge profitso tr cectio oera 
These profits in turn permitted it to offer guar

anteed prices for sugarcane, corn, mushrooms, as
paragus, and other crops. The shift toward 
labor-intensive cropsJed to a reduction of underem
ployment; additional labor surplus was absorbed in
the growing industrial sector. 

Industrial Policy 

Industrial policy 1949-1952. In the postwar period,
the Chinese inherited an industrial sector operating
the ese inhert istria tingf r peaat well below 50 percent of its prewar peak (see table 

7.3). Since the Japanese had owned enterprises that 
produced over 50 percent of the industrial sales, the 
Chinese had to decide what to do with these stateowned industries. In the initial period, they opted tokeep and operate the Japanese-owned industries as 

public enterprises and to concentrate on recovering
the basic prewar production level. At the same time,
they selected several key industries- primarily tex
tiles and fibers- to begin the process of industrial 
import substitution. By 1952 many of the industrial 
operations had recovered to their prewar peaks. 

http:operation.18


TABLE 7.6 Taiwan: Terms of Trade for Industry and Agriculture (1952 = 100) 

Total economy Industry Agriculture 

Prices of Prices of Prices 
Unemployment 

Period (percentage) 
Wholesale 

prices Retail prices 
industrial 
products 

industrial 
materials 

Industrial real 
wages 

received by 
farmers 

Prices paid by 
farmers 

Agricultural 
real wages 

1951 - 81.22 85.60 91.41 84.31 - 69.29 73.90 -
1952 8 100.00 100.00 100.00 100.00 100 100.00 100.00 100 
1953 7 108.75 104.47 109.14 105.64 102 134.77 136.88 104 
1954 7 111.33 104.75 113.18 105.22 104 124.11 126.75 106 
1955 6 127.00 119.52 130.20 122.43 106 137.21 138.88 106 
1956 6 143.16 131.96 155.42 145.58 108 148.16 151.45 104 
1957 5 153.48 140.06 176.26 171.77 110 164.15 161.79 110 
1958 5 155.63 144.47 173.42 172.19 112 164.92 163.58 112 
1959 6 172.47 159.75 184.12 201.98 114 182.98 180.19 116 
1960 6 196.87 189.24 198.09 208.22 116 254.96 243.72 120 
1961 7 203.24 204.07 194.27 207.58 118 262.88 254.71 123 
SOURCE: TaiwanMonthly Commodity-PriceStatistics. 
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TABLE 7.7 Taiwan: Evolution of Controls over Imports of Manufactures, by Category, 1953-1960 

1953 
 1956 

Category of 
imports No. of items 

Percentage 
of no. No. of items 

Percentage 
of no. No. of items 

Percentage 
of no. 

Permissible 
Controlled 
Suspended 
Prohibited 
Othersa 

280 
20 

165 
28 
14 

55.23 
3.94 

32.55 
5.52 
2.76 

252 
49 

192 
25 
6 

48.10 
9.35 

36.64 
4.77 
1.14 

506 
378 

3 
33 
22 

53.72 
40.13 
0.32 
3.50 
2.33 

Total 507 100.00 524 100.00 942 100.00 
a. Imports partly permissible, controlled, suspended, or prohibited. 
SOURCE: Fei and Ranis 1964. 

Industrial policy 1953-1960. Although industrial 
planning was by no means a rigid process, the Tai-
wanese stimulated import substitution and bal-
anced agricultural with industrial development. In 
the early period, for example, priority was given to 
processing agricultural products. The government 
turned over key Japanese industries (notably four 
former public corporations) to the private sector as 
partial compensation for lands taken in the land 
reform. They helped large private-sector landown-
ers overcome the problems of transition involved in 
managing new industrial operations. The concen-
tration on absorption of rural labor in industrial 
operations was part of a consciously considered 
process. 

In his work on Taiwan's early industrial policy,
Mo-Huan Tsing notes six key elements: (1) direct 
control over industry; (2) foreign trade and ex-
change controls; (3) tariff protection; (4) export pro-
motion; (5) encouragement of investment; and (6)
subsidized credit. 19 Let us look at each of these ele-
ments in more detail. 

Between 1953 and 1960, the Chinese govern-
ment exercised a great degree of direct control over 
the industrial sector. It did not deliberately set out 
to create public enterprises. Nonetheless, it inherited 

industries that produced 50 percent of the sector's 
sales. The government's policy was to contain future 
expansion of the public-enterprise sectorand reduce 
it graduaiy, as well as to encourage private invest
ment in the industrial sector. It actually built facto
ries-a plate glass factory, for instance-and turned 
them over to private investors. At the same time, it 
actively developed policy as to the kind of industry 
to be developed, using licensing to permit, as well 
as restrict, private-sector operations. Criteria for 
such decisions were based on factors such as avail
ability of foreign exchange, market potential, capital
shortages, and technical feasibility. For example, in 
1954 the government actually limited the develop
ment of additional textile factories because the do
mestic market was saturated. 

In addition to direct control of licenses, the gov
ernment used import and exchange controls as an 
active policy mechanism. In the 1950s it rated im
ports on a scale of "permissible," "controlled," "sus
pended," and "prohibited." During the years
1949-1960, the policies changed (see table 7.7). A 
third mechanism for influencing industrial policy 
was tariff structure. Earlier, during the 1952-1960 
period, protection was maintained in an effort to 
protect, first, light labor-intensive industry thatused 

TABLE 7.8 Taiwan: Percentages of Items Falling in Different Ranges of Tariff Rates 
in Four Tariff Schedules, 1948-1959 

Tariff rates 1948 1955 1959
 
Below 30 percent 39.6 38.7 48.0
30-50 percent 28.7 29.8 22.7
50-100 percent 21.5 20.0 21.1
Above 100 percent 10.2 11.4 8.2 
SOURCE: Hsu 1977:106. 
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local raw materials; and later, light industry inten-
sive in labor, that used foreign raw materials (see 
table 7.8 for details). Although the thrust of the 
policy moved toward import substitution, some ef
fort was made to encourage export promotion si
multaneously. In 1951 and 1952, tax rebates were 
given on imported materials used in exports. At-
tempts were also made to encourage foreign invest
ment. Finally, the Bank of China began to give 
concessionary credit to import-substituting indus-
tries. 

During the 1953-1960 period, the industrial sec-
tor experienced considerable growth (see figure 7.4 

and table 7.9 for pertinent data). Labor productivity 
increased, and labor absorption increased 
substantially. 

The Future: Problems and Prospects 

As Taiwan searched for a new strategy in 1961, 
problems old and new continued to crop up. K. T. Li 
commented on some of the problems encountered 
during the transition in a speech to the News 
Editors' Association: 

FIGURE 7.4 Taiwan: Changes in the Composition of Imports and Exports, 1952-1961 

Industrial 1952 Value of exports by 1960 Crude 
products 5% agricultural

commodity products 

Crude 10% 
agricultural Industrial 

products prod icts 
26% 33% 

Processed Processed 
agricultural products agricultural products 

69% 57% 

1954 Share of exports by 1961 

country 

Rsof Others Others Jan 
Res tJofpa7 

Asia Q t723% 28% 
9%JapanRsto 

Rest ofUSA5% D53% 
India 

8%17% 

Hong Kong 
8% 

1952 

Capitalgod 
1%goods 

75materi'als27

Asia USA 
21% 

Hong Kong 
11% 

Value of imports by 1961 

commodityonsumer 
Raw 

12% materials 
SCapitalgoods 

Consumer goods 

9% 

SOURCE: Council for Econcmic Planning and Development, Republic of China (Taiwan), 1962. 
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TABLE 7.9 Taiwan: Value Added and Employment in the Industrial Sector, 1952-1961 

Sector 


Food 

Textiles 
Wood and wood products 
Paper 
Chemical products 
Petroleum and derivatives 
Nonmetallic products 
Metallic products 
Electrical products 
Others 

Total percentage 
Total value 

Local sales as a %of total 
sales of manufactured 
goods 

Value added 

Annual 
Share in industrial average 

sector growth 

1952 1961 1952 -1961 

32 40 14 

14 10 13.9 

6 5 12.8 
5 5 8.2 
9 7 7 
5 5 16 
3 6 24 
4 10 32 
1 2 23 


21 10 15 


100 100 13.4 

Employment 

Annual 
Share in industrial average 

sector growth 

1952 1961 1952-1961 

24 20 13
 
22 24 21 

6 4 15 
3 5 28 

10 9 17 
0.004 1 33 

10 10 19 
12 15 22 
0.004 2 800 

13 10 15 

100 100 18 
4.2a 3.7a 2 0 8 ,5 3 3 b 344,677 b 

90 80 

a. Millions of new Taiwan dollars. 
b. Number of persons employed.

SOURCE: Mo-Huan Tsing, Taiwan:IndustrializationandTrade Policies(New York: Oxford University Press, 1970), summary

of exhibits A-1-35. 

The planningprocess. In 1953, the nation saw the 
need for setting up machinery within the Central 
Government responsible for economic planning.
Consequently ... the Financial and Economic 
Working Group of the Executive Yuan was reor-
ganized into the Economic Stabilization Board 
.... In 1957 the former Administrative Reform 
Committee took the view that the functions of the 
working group overlapped those of several min-
istries .... Its functions were subsequently di-
vided among the Ministry of Economic Affairs 
(MOEA), Ministry of Communications and the 
council for USAID .... It soon became evident 
that the task of t1-e two ministries could not be 
accomplished due to insufficient personnel and 
financial resources .... This eventually necessi-
tated the activation of the Industrial Coordinat-
ing and Planning Group and the Agricultural 
Planning and Coordinating Group under the 
Ministry of Economic Affairs, financed respec-
tively by USAID and the Joint Commission on 
Rural Reconstruction (JCRR).... In 1960 a sepa-
rate unit was set up in the Ministry of Commu-
nications (MOC) for the communications 
sector.... Despite efforts to maintain dialogue 
between the planning groups, the lack of central 

authority is a hindrance to aggregate plan
ning .... 20 

Data base and trist levels. Some overly conserva
tive manufacturers were reluctant to furnish in
forma n u t wer busi n t toefurns nd 

formation about their business operations and 
prospects. Those who were cooperative would 
provide information only in regard to projects 
already in press.... The setting of production 
targets also ran into difficulties for some time. 
Targets were often understated deliberately by 
some of the public enterprises for the purpose of 
obtaining special performance bonuses.... 2 1 

Private-sectorparticipation.... Highly promising 
investment projects were included in the indus
trial program by the planners but their imple
mentation had to be postponed because private 
capital would not come forward. Plans for a four 
ton per day PVC plant calling for an investment 
of US$1.5 million and a seven ton per day rayon 
plant had to be scrapped. The government had 
to entrust implementation of other projects to the 
Central Trust of China because no prospective
investors could be found.22 

http:found.22
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Resistance by existing industrialists.... The gov-
emment was pestered with many requests from 
established industrialists to restrict construction 
of new plants on the groui-uls that their produc-
tion had already saturated the domestic market. 
(At the same time, the move to stimulate exports 
met with resistance) .. my suggestion to pro-
mote textile exports provoked - heated debate. 
The prevailing opinion [was] that our textile in
dustry can never compete with Japanese manu-

23  factures .... 

Government red tape. Businessmen complained 
about entry and exit permits, all kind[s] of regis
trat ms for doing business, transfers of land title, 
appl,.-ations for electric power supply, licensing 
of commodity imports and exports, customs 
clearance bonding and rebate of customs duties 
payable to export processors and inward and 
outward remittances.... 24 

Competitionbetween agricultureand industry.As a 
result of government policies at the beginning of 
the sixties, the need for land to accommodate 
factory expansions and site new plants was in-
creased.... This development, came into conflict 
with the mu:h rooted Chinese tradition that 
farmland mu.;t not be put to any other use. It led 
to opposition from government authorities re-
sponsible for agricultural production. 25  

In addition to the problems mentioned in the 

speech, planners were concerned about the cutoff of 

U.S. assistance in five years, the problems that future 
conflicts in Asia might cause for attraction of foreign 
investment, and Taiwan's competitive position. 
They needed to take all th,=3e problems into account 
as they designed the new strategy for 1961-1964. 

Study Questions1.Ibd 

1. 	 Describe Taiwan's economic strategies between 
1949 and 1960. What probk.,ms did policy mak-
ers have and how did they try to solve them? 

2. 	 What economic strategies were viable for 1961-
1964? 

3. 	 What sources of growth might be found in the 
economy, and what specific policies would be 
necessary in the agricultural and industrial sec
tors? 

4. 	 What general monetary, fiscal, commercial, and 
labor olicies would be useful? 

p 

5. 	 What political, economic, and social problems 
might be expected as a result of the strategy, and 
how might these problems be managed? 
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The Indonesian Oil Crisis, 1986 

In January 1986 President Suharto released the In-
donesian budget for the 1986-87 fiscal year. For the 
first time since Suharto came to power in 1966, the 
budget called for a spending reduction: a 7 percent 
drop in nominal terms compared with the previous 
year's estimated spending (see table 8.1). 

The cause of the budget cut was an anticipated 
14 percent decline in revenues from oil and natural 
gas because of falling world prices. Such revenues 
provided over half of central government income in 
1985-86. Additional steps to meet the anticipated 
revenue decline included reforms in the land and 
building tax and in the stamp duty, and a call for 
greater remittances (through increased efficiency) 
from state-owned enterprises. In spite of the unprec-
edented budget cut and the increased nonenergy 
revenue projections, the current account deficit was 
projected to rise 5.2 percent in 1986-87, to 2,214 
billion Indonesian rupiahs (rps.), compared with 
2,104 million rupiahs estimated for 1985-86. How-
ever, Suharto pledged in his parliamentary budget 
announcement not to devalue the rupiah. 

Like any country facing such an economic 
squeeze, Indonesia had three basic tools at its disposal: 
government spending cuts and taxation; internal and 
external borrowing; and trade policy, including pri-
marily the exchange rate but also tariffs, quotas, and 
other trade restrictions. The specific history and poli-
tics ofIndonesia determined the appeal and feasibility 
of government actions in these three areas. 

Since coming to power in 1966, President 
Suharto has faced few serious challenges to his rule. 
The government party dominates the parliament; 
opposition parties are weak, and the army supports 
the president. Nevertheless, political considerations 
cannot be entirely ignored in choosing economic 
policies. Competing interests include proponents of 
agricultural versus industrial development; rural 
versus urban residents; government officials; army 
officers and private businessmen implementing 
government-funded investment projects; the bene
ficiaries and victims of trade protection; economic 
planners; and external forces such as private and 
government creditors, the World Bank, and the In
ternational Monetary Fund. 

The Indonesian economy is characterized by a 
strong government role and heavy dependence on 
the extractive industries: agriculture and mining, 
including oil and gas production. Government eco
nomic control includes not only macroeconomic 
policy instruments but also sole rights over many 
natural resources, public enterprises in many sec
tors, and numerous bureaucratic controls. 

The industrial origin of 1985 gross domestic 
product (GDP) is shown in table 8.2. Agriculture 
made the largest contribution, at a quarter of GDP, 
while mining, including energy produclion, contrib
uted 16 percent. Together these sectors contributed 
40 percent of GDP. They also accounted for virtually 
all of Indonesia's exports: oil and gas alone were 68.4 

This case was written by researcher Naomi Goldstein under the supervision of Professor Shantayanan Devarajan, both of the John F. 
Kennedy School of Government at Harvard University. It relies heavily on "Indonesian Economic Policies and Their Relation to External 
Debt Management," an unpublished paper by Wing Thye Woo of the University of California at Davis and Anwar Nasution of the 
University of Indonesia (Cambridge, Mass., October 1987). 
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TABLE 8.1 Indonesia: Breakdown of Government Revenue and Expenditure, 1981-1987 
(billions of ruFiahs) 

1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 
Revenuea 

Domestic revenue 
Direct taxesb 
Oil/gas company tax 
Personal income tax 
Nonoil/gas corporation tax 
Withholding tax 
Tax on interest, dividends, 

12,213 
10,098 
8,628 

207 
559 
513 
88 

12,418 
9,982 
8,170 

289 
675 
642 
101 

14,433 
11,584 

9,5Z0 
399 
757 
628 
148 

7 

15,905 
12,708 
10,430 

1c 
2,121 

19,253 
13,625 
11,145 

c 
2,313 

17,833 
12,903 
9,738 

2,881 

and royalties
Land tax 

Indirect taxesc 
Sales taxes &VAT 
Excise tax 
Import duties 
Export tax 

Other taxesd 
Non-tax receipts 

Foreign aid receipts 
Total' 

Expenditure
Routine expenditure 

Personnel 
Materials 
Regional subsidies 
Debt servicee 
Other 

Development expenditure 
Totalf 

94 
1,743 

534 
438 
536 
129 
44 

337 
1,709 

13,922 

6,978 
2,277 

923 
1,209 

931 
1,638 
6,940 

13,918 

105 
1,932 

708 
544 
522 
82 
69 

435 
1,940 

14,358 

6,996 
2,418 
1,041 
1,315 
1,225 
997 

7,360 
14,356 

132 
2,265 

831 
620 
557 
104 
65 

519 
3,882 

18,315 

8,412 
2,757 
1,057 
1,547 
2,103 
948 

9,899 
18,311 

157 
2,372 

878 
773 
530 
91 

138 
687 

3,478 
19,383 

9,429 
3,047 
1,183 
1,883 
2,776 
540 

9,952 
19,381 

167 
3,928 
2,327 

944 
607 
50 

208 
1,492 
3,573 

22,826 

11,952 
4,018 
1,367 
2,489 
3,323 
754 

10,873 
22,825 

284 
3,857 
2,143 
1,055 

580 
79 

119 
954 

3,589 
21,422 

13,126 
4,213 
1,367 
2,640 
4,223 
684 

8,296 
21,422 

NOTE: Inclusive dates are for fiscal years ending March 31. 
a. Budget.
b.Excludes unspecified "other" taxes. 
c. After the tax reform ofJanuary 1,1989, a single income tax replaced these separate taxes.
d.Direct and indirect. 
e. Internal and external. 
f.Totals may not add due to rounding.

SOURCE: Country Profile:Indonesia, 1986-87 (London: Economist Intelligence Unit, 1988)
 

percent of export value in 1985. Imports were pri- few islands: Java, Madura, and Bali contain almostmarily intermediate products rather than consumer 65 percent of the people, though only 7 percent ofgoods, including machinery, petroleum products, the land. The population is not highly urbanized,chemicals, minerals, and metals. Indonesia's largest however. In 1980 only 22 percent lived in urban 
export customers were Japan and the United States. areas.
These countries were also Indonesia's largest sup- Suharto comes from a peasant background andpliers of imports. has consistently emphasized the importance of im-Indonesia is the fifth most populous country in proving the rural standard of living. Two historicalthe world, with a 1985 estimated population of 163 factors may have contributed to this commitment.million. The country is comprised of 13,000 islands First, the Communist party of Indonesia (PKI) sponscattered over an area of some five million square sored a coup attempt in 1965. The defeat of thiskilometers between Australia and Southeast Asia. attempt resulted in deaths estimated betweenIndonesia's population is heavily concentrated in a 500,000 and one million, and led to Suharto's acces
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sion to the presidency. The PKI was a peasant-based 
movement that claimed over 20 million followers in 
1965. Improvements in the rural standard of living 
may reduce opportunities for the PKI to organize 
opposition to Suharto's regime. 

Second, the diversity of the ethnic groups pop-
ulating Indonesia's 13,000 islands has led to numer-
ous secessionist movements. The potential for such 
movements increases the importance of economic 
policies favoring the rural Outer Islands. 

Prorural policies include not only spending on 
rural development projects, but also trade policies 
favorable to agricultural producers. Currency devalu-
ations tend to favor the agricultural export sector over 
the typically urban manufacturers of import substi-
tutes, since quantitative import restrictions make these 
goods practically nontradeables. Since imports of re-
stricted goods cannot increase regardless of the price 

difference between imports and import substitutes, 
the prices of import substitutes are determined by 
domestic conditions rather than by world prices. 

While rural development is one important na
tional goal, industrial development also has a claim 
on government resouices, a claim based on popular 
and intellectual support and on the influence of 
special interests. The economic policies of the Dutch 
colonists were seen as designed to limit Indonesia to 
the production of raw materials for Dutch manufac
turing. Consequently industrialization is an impor
tant symbol of independence and is considered 
essential to economic growth. The result is not only 
government investment in industrialization, but 
also high levels of protection for the manufacturing 
sector, primarily through quotas and monopoly li
censes, many of which are held by relatives and 
friends of government officials. 

TABLE 8.2 Indonesia: Origins and Components of Gross Domestic Product (GDP), 1985 

Origins of GDP, 1985 (percentage of total)a 

Agriculture 
Mining & quarrying 
Manufacturing 
Construction 
Wholesale & retail trade 
Transport & communications 
GDP at factor cost (incl. other) 

Principal exports, 1985 (US$ millions)a 

Crude oil &products 
Natural gas 
Wood &products 
Rubber &products 
Textiles & garments 
Coffee 
Tin &products 

Total (incl. other) 

Main destinations of exports, 1986 
(percentage of total)a 

Japan 
USA 
Singapore 
Netherlands 
South Korea 
Hong Kong 
West Germany 

a. Provisional. 

23.6 
16.2 
13.5 
5.3 

15.4 
6.5 

100.0 

9,083 
3,635 
1,194 

718 
559 
556 
247 

18,587 

44.9 
19.6 

8.4 
3.1 
2.4 
2.3 
2.3 

Components of GDP, 1985 (percentage of total)a 

Personal consumption 59.2 
Government consumption 11.9 
Gross domestic capital formation 27.3 
Exports 22.7 
Imports -21.1 
GDP at market prices 100.0 

Principal imports, 1985 (US$ millions)a 

Machinery &equipment 2,699 
Chemicals 1,514 
Mineral products 1,451 
Base metals 1,331 
Transport equipment 889 
Resins &plastics 489 
Prepared foods 407 

Total (incl. other) 10,262 

Main origins of imports, 1986 
(percentage of total)a 

Japan 29.2 
USA 13.8 
Singapore 9.1 
West Germany 6.7 
Saudi Arabia 6.0 
tiustralia 3.9 
UK 3.8 

SOURCE: The Economist, "Country Report: Indonesia," third quarter (London: Economist Intelligence Unit, 1987), p. 2. 
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The long-standing involvement of army officers 
in business ventures means there is a powerful con-
stituency favoring trade protection for industry,
During the war for independence in the 1940s, the 
army was self-supporting by necessity. Under 
Suharto's predecessor, Sukarno, army generals were 
expected to raise revenue to supplement their bud-
gets; under Suharto senior army officers have con-
tinued to be heavily involved in business. This 
involvement is consistent with the doctrine of 
dwifingsi, which means "dual function" and refers 
to the army's dual role in defense and in 
development. 

Th._3e ambidextrous army officers are impor-
tant members of one of the two major camps com-
peting to influence economic policy in Indonesia. 
These two groups are known as the "technician-en-
gineers," on the one hand, and the "technocrat-econ-
omists," on the other. The engineers include officials 
in the Ministries of Trade, Industry, Communica-
tions, and Manpower, and structuralist economists, 
as well as army officers. Many come from nonaca-
demic backgrounds. They favor large government
investments in capital-intensive projects as well as 
trade protection. Their business interests and insti-
tutional affiliations lead them to prefer import-sub-
stitution industrialization as the means to economic 
growth. 

The economists include officials in the Ministry 
of Finance and the National Planning Body. Many 
are U.S.-educated neoclassical economists, and the 
group is sometimes known as the "Berkeley Mafia." 
This group opposes trade protection, and in the 
1980s has advocated austerity measures in response 
to falling oil revenue. In these positions it is allied 
with outside advisors like the World Bank. The 
group's institutional affiliations give it control over 
macroeconomic policies but not over tariffs, which 
are controlled by the Ministry of Trade. Conse
quently iLs members tend to focus on exchange-rate 
management as the means to growth through in-
creased exports. 

The 1960s: Austerity and Stabilization 

When Suharto came to power in 1966 after the 
bloody suppression of the communist rebellion, he 
inherited an economy in chaos. An overvalued ex-
change rate over a prolonged period had damaged
the export industries. Import-competing industries, 
protected by high tariffs, were notoriously ineffi-
cient. The complex tax system featured high mar-
ginal rates and serious corruption. The government 
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had fueled inflation by monetizing large deficits and 
by extending central bank credit to state enterprises
and private-sector favorites. Central government
spending was 103 percent larger than revenue in 
1963, 140 percent in 1964, and 163 percent in 1965. 
The inflation rate had grown from 127 percent in 
1963 to 152 percent in 1964; in 1965 it reached 662 
percent. External debt-payment obligations in 1966 
were US$530 million: 70 percent of GDP and 132 
percent of exports. 

Several months after assuming power,
Suharto's government announced a new economic 
program of which the central plank was a commit
ment to balanced budgets. This meant no internal 
borrowing to finance government deficits, so that 
government expenditure would be limited to the 
sum of domestic revenue and external loans. At the 
time this constraint was quite stringent, since for
eign loans were not forthcoming. In addition, central 
bank credit was significantly reduced for both state 
and private enterprises. Inflation fell to 100 percent
in 1967 and 18 percent in 1969. By 1971 inflation was 
only 4 percent. 

In addition to these expenditure reduction mea
sures, the government devalued the rupiah from 10 
tc 100 per U.S. dollar,' and allowed moderate deval
uations at frequent intervals over the next several 
years whenever balance-of-payments problems
emerged. To encourage exports, the government 
also removed price controls from many commodi
ties. Real nonoil exports (primarily agricultural
commodities) rose 12 percent between 1965 and
 
1968, and real GDP increased at an 8 percent annual
 
rate from 1968 to 1973. Indonesia aiso secured a
 
reorganization of its external debts: its creditors
 
agreed to a long-term rescheduling of existing debts
 
and to a plan for further loans on generous conces
sionary terms.
 

The 1970s: Energy Revenues Support 
Rapid Growth 

The 1970s were characterized by high growth in 
GDP and government spending, financed by grow
ing energy revenues and foreign borrowing. The 
government continued to adhere to the rule of no 
internal borrowing, but this constraint no longer
limited government spending. Thegrowth of oil and 
gas export volume, combined with the price in
creases of OPEC 1 (1973) and 11 (1979) is the most 
striking trend of this period. Oil and gas tax reve
nues grew almost twelvefold in real terms between 
1969 and 1970, and between 1979 and 1980. 
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One of the critical events of this period was the 
crisis of 1975 when Pertamina, the state oil company, 
overextended itself in the foreign credit market. This 
crisis strengthened the role of the technocrat-econo-
mists vis-a-vis the technician-engineers, 

Trade policy. The rupiah remained stable at rps. 415 
per U.S. dollar for over seven years, from August 
1971 to October 1978. This stability was possible 
because there was a strong balance-of-payments po-
sition throughout this period. The current account 
deficit was never greater than 4 percent of GDP, and 
in some years there was a current account surplus 
(see table 8.3). Growth averaged 7.9 percent annu-
ally during this period, and inflation 22 percent. 

The government reduced a number of duties on 
tradeable goods in 1976. However, they were often 
replaced by quotas or monopoly import licenses. 
Consequently government revenues were trans-
formed into rents for private enterprises, with little 
resulting stimulus to the nonenergy tradeables 
sector. 

While energy exports were rising both in vol-
ume and revenue, nonenergy exports were also ris-
ing in volume, in dollars, and in the volume of 
imports for which they could be exchanged. How-
ever, the inflation driven by the growth of the energy 
sector was lowering the price ratio of tradeables to 
nontradeables (the real exchange rate). Producers of 
tradeable goods were selling at prices determined by 
the world market. Meanwhile, inflation was steadily 
reducing the domestic purchasing power of their 
revenue, and raising the prices of their domestic 
inputs. One indicator that the Indonesian nonenergy 
tradeables sector was being hurt, even though it was 
growing by some measures, is that it grew much 

more slowly than Malaysia's and Thailand's exports 
of similar products (see table 8.4). 

Perhaps in response to the deteriorating real 
exchange rate, the government devalued the rupiah 
by 50 percent in November 1978 even though there 
was no deterioration in the current account balance. 
In response, nonenergy exports increased in one 
year by 36 percent in volume, 52 percent in dollars, 
and 78 percent in domestic purchasing power. The 
devaluation was also followed by a sharp increase 
in inflation, in spite of tight credit and government 
efforts to control the prices of staples. In the year 
ending September 1979, consumer-price inflation 
was 30 percent, compared with 10 percent in the first 
ten months of 1978. This inflation eroded the effect 
of the devaluation. The Morgan Guaranty competi
tiveness measure rose from 79.6 before the devalua
tion to 111.3 in 1979, but fell to 101.1 by 1980. 

Following the devaluation, the government an
nounced a policy of "managed float," under which 
the rupiah would be linked to a basket of the curren
cies of its main trading partners rather than to the 
dollar exclusively. In practice, however, the link 
with the dollar continued to predominate. 

Taxation and expenditure. Real total government 
revenue increased almost fivefold during the 1970s. 
Since energy revenues grew almost twelvefold dur
ing the decade, they accounted for an increasing 
proportion of total revenue, rising from 26.2 percent 
in 1969-70 to 63.6 percent in 1979-80. During the 
same period total revenue grew from 9.3 to 19.5 
percent of GDP (see table 8.5). 

Spending was characterized by an increasing 
emphasis on development. The official develop
ment category grew from 36.8 percent of total gov-

TABLE 8.3 Indonesia: Selected Indicators of Economic Conditions during Period of Fixed Exchange 
Rate, August 1971-November 1978 

Current account 
balance 

Year (as %of GDP) 

1970 -3.4 
1971 -4.0 
1972 -3.0 
1973 -2.9 
1974 2.3 
1975 -3.6 
1976 -2.4 
1977 -0.1 
1978 2.7 

Current account 

receipts 


(as %of GDP) 


13.6 
14.8 
17.2 
20.7 
29.1 
23.1 
23.6 
23.9 
22.0 

SOURCE Woo and Nasution 1987:13. 

Nongold 
reserves/imports 

(in weeks) 

8.1 
8.7 

19.1 
15.3 
20.2 

6.4 
13.7 
20.9 
20.4 

GDP growth rate 
(%) Inflation rate (%) 
6.5 12.3 
7.0 4.4 
9.4 6.4 

11.3 31.0 
7.6 40.6 
5.0 19.1 
6.9 19.8 
8.9 11.0 
7.7 8.1 
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TABLE 8.4 Indonesia: Performance Indexes of Nonoil Exports, 1969-1980 (1974 =100) 

Foreign purchasing Domestic purchasingYear Physical volumea US$ powerb powerc

1969 NA 
 28.6 52.2 51.61970 NA 33.6 58.5 60.11971 73.9 36.0 59.4 66.91972 83.4 40.0 60.2 73.71973 96.3 73.2 91.1 103.21974 100.0 100.0 100.0 100.01975 99.6 82.6 74.2 69.51976 111.9 115.2 103.8 80.81977 121.0 159.7 133.0 100.91978 118.0 166.4 123.0 103.61979 160.0 253.7 162.4 184.61980 144.5 276.4 155.9 170.8 

Indonesia and Its Neighbors: Average Annual Growth Rate of Nonoil Exports 
in U.S. Dollars, 1973-1978 (percentage)
 

Indonesia Malaysia 
 Thailand S.Korea Hong Kong Singapore
15.5 32.3 19.9 30.6 19.0 20.0 

a. From deflating rupiah value series by nonoil export price index.b.From deflating US$ value series by export unit value of industrial countries. 
c.From deflating rupiah value series by Indonesian CPI. 
SOURCE: Woo and Nasution 1987:14. 

ernment spending in 1969-70 to 49.7 percent in 
1979-80. These figures must be interpreted with 
some caution, since the government includes in de-
velopment some items not ordinarily categorized as 
such, notably military spending. 

Foreign debt. During the 1970s public external debt 
rose substantially. Indonesia's growing energy sector 
made foreign loans increasingly available. While debt 
was rising, exports and GNP were rising even faster, 
so that both the debt-to-export and debt-to-GNP ratios 
fell during the decade. However, as an increasing
proportion of Indonesia's debt became private rather 
than official, higher repayment rates meant that an-
nual debt service grew faster than exports or GNP. 
Annual foreign borrowing fell over the decade as a
proportion of government spending, from 26.6 per-
cent in 1969-70 to 17.1 percent in 1979-80. At the same 
time, since government spending was rising as a pro-
portion of GDP, annual foreign borrowing rose as a 
proportion of GDP, from 3.4 percent in 1969-70 to 4.0 
percent in 1979-80 (see table 8.6). 

The Pertamina crisis. Pertamina, the state oil com-
pany, grew rapidly from the beginning of the 

Suharto administration. Pertamina exemplified the 
power of the technician-engineers, who were play
ing an increasingly large and independent role in 
development. An army officer, General Ibnu 
Suktowo, became chairman of the National Oil com
mittee in 1966 and president-director of Pertamina
in 1968. In these jobs he developed a reputation for 
effectiveness that led to his taking over lagging de
velopment projects of diverse kinds. In addition to 
increasing oil production from less than half a mil
lion barrels per day in 1966 to one and a half million 
barrels per day in 1973, Pertamina "improved
harbours, developed residential and commercial es
tates, and built roads and hospitals. '2 Pertamina 
borrowed heavily in the international credit market 
to finance its diverse activities. 

The sequence of events culminating in 
Pertamina's 1975 default began with a direct conflict 
between the company and the technocrat-econo
mists at the Ministry of Finance. In 1972 it came to 
light that Pertamina had borrowed US$350 million 
in short- and medium-term loans without informing 
the Ministry of Finance, as it was required to do
under a recent regulation. When the United States 
discovered this, it suspended economic aid. After 



TABLE 8.5 Indonesia: Revenue Structure, 1969-1980 
Revenue and Sources 69/70 70/71 71/72 72/73 73/74 74/75 75/76 76/77 77/78 7 8 / 79 a 79/80 
Total revenue (bill. rps.) 251.6 354.7 440.0 590.6 967.7 1,753.7 2,241.9 2,906.0 3,534.4 4,266.1 6,696.8 

Tax on nonoil income 42.9 52.8 67.4 84.6 135.4 217.8 287.2 359.8 475.8 581.2 736.5 
Tax on oil and gas 65.8 99.2 140.7 230.5 382.2 957.2 1,248.0 1,635.3 1,948.7 2,308.7 4,259.6 
Tax on nonoil domestic 50.8 61.8 72.5 92.1 133.3 184.3 253.6 328.9 432.1 534.7 599.0 

consumption 
Tax on int'l trade 81.0 117.8 119.9 133.7 247.5 299.8 308.1 421.3 481.7 587.8 843.0 
Tax on property 8.0 10.0 12.0 15.1 19.5 28.0 34.6 42.2 52.5 63.1 71.4 
lontax receipts 3.1 13.1 27.5 34.6 49.8 66.6 110.4 118.5 143.6 191.4 187.3 

Share of total revenue (%) 
Tax on nonoil income 17.1 14.9 15.3 14.3 14.0 12.4 12.8 12.4 13.5 13.6 11.0 
Tax on oil and gas 26.2 28.0 32.0 39.0 39.5 54.6 55.7 56.3 55.1 54.1 63.6 
Tax on nonoil domestic 20.2 17.4 16.5 15.6 13.8 10.5 11.3 11.3 12.2 12.5 8.9 

consumption 
Tax on int'l trade 32.2 33.2 27.3 22.6 25.6 17.1 13.7 14.5 13.6 13.8 17.6 
Tax on property 3.2 2.8 2.7 2.6 2.0 1.6 1.5 1.5 1.5 1.5 1.1 
Nontax receipts 1.2 3.7 6.3 5.9 5.1 3.8 4.9 4.1 4.1 4.5 2.8 

Share of nonoil revenue (%) 
Income !ax 23.1 20.7 22.5 23.5 23.1 27.3 28.9 28.3 30.0 29.7 30.2 
Domestic consumption tax 27.3 24.2 24.2 25.6 22.8 23.1 25.5 25.9 27.2 27.3 24.6 
International trade 43.6 46.1 40.1 37.1 42.3 37.6 31.0 33.2 30.4 30.0 34.6 
Property tax 4.3 3.9 4.0 4.2 3.3 3.5 3.5 3.3 3.3 3.2 2.9 
Nontax receipts 1.7 5.1 9.2 9.6 8.5 8.4 11.1 9.3 9.1 9.8 7.7 

Indicative ratiosa 
Total revenue/GDP 9.3 11.0 12.0 12.9 14.3 16.4 17.7 18.8 18.6 17.8 195 
Oil and gas tax/GDP 2.4 3.1 3.8 5.1 5.7 8.9 9.9 10.6 10.2 9.6 12.4 
Nonoil income tax/GDP 1.6 1.6 1.8 1.9 2.0 2.0 2.3 2.3 2.5 2.4 2.1 
Property tax/GDP 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.2 
Nonoil income tax/domestic 84.4 85.4 93.0 91.9 101.6 118.2 113.2 109.4 110.1 108.7 123.0 

consumption tax 
Nonoil export tax/total revenue 2.8 7.0 6.4 5.5 7.1 4.0 2.7 2.1 2.3 3.9 5.8 

Memorandum items 
Tax on nonoil exports (%) 7.0 25.0 28.1 32.7 68.6 70.3 61.6 61.7 80.2 166.2 389.1 
Nominal GDP (bill. rps.) 2,718.0 3,238.0 3,672.0 4,564.0 6,753.4 10,708.0 12,642.5 15,466.7 19,033.0 24,002.5 34,344.7 
GDP deflator (1980=100) 13.9 15.4 163 18.5 24.6 36.2 40.7 46.6 52.7 58.4 77.4 

a. New GDP senes used from 1978 onward. 
SOURCE. Adapted from Woo and Nasution 1987:16. 
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Analyzing Short- andMedium-Term EconomicStrategies 

U.S. aid resumed, Pertamina started borrowing only 
loans, which did not require approval by 

the Ministry of Finance. Unfortunately, short-term 
rates rose following the OPEC Iprice increase, as the
industrialized countries tried to forestall inflation 

tight money. In addition, a couple of bank 
failures from international speculation made the in
ternational banking community nervous. Perta
mina's creditors took a close look at Pertamina's 

They discovered that they had extended 
US$10.5 billion in credit without ever having seen a 
full statement of Pertamina's finances, and thatPertamina's debt was not guaranteed by the In
donesian government. The banks refused to roll 

existing debts automatically without addi
tional information about Pertamina's finances. Per
tamina defaulted in February 1975, when it was 
unable to meet a payment to the Republic National 

of Dallas. 
The Indonesian government assumed responsi

bility for Pertamina's debt, undertaking a combina
of repayment, rescheduling short-term debts aslonger-term debts, and canceling contracts. Even 

with access to international credit, the rescue opera
tion put a strain on the country's finances: the for
eign reserve position of Bank Indonesia fell from 
US$1.5 billion at the end of 1974 to a deficit of US$0.7 
billion at the end of 1975. 

The technocrat-economists were given respon
sibility for reorganizing Pertamina following its 
1975 default, and were also given increased control 
over external borrowing by all state enterprises.

They used this c-ntrol to reduce the long-term pub

licly guarantee, external debt of state enterprises

from US$2.2 billion, or 33 percent of total public debt
 
at the time of the crisis, to US$1.7 billion in early
1979, which was only 13 percent of total public debt.
 

The 1980s: Falling Oil Revenues 
and Retrenchment 

In 1982 a global recession was followed by the col
lapse of world oil prices. Indonesia's oil revenue 
declined (in 1980 dollars) from US$7.8 billion in 
1981-82 to US$6.9 billion in 1982-83. The govern
ment responded by devaluing the rupiah in 1983; byincreasing taxes in 1984, 1985, and 1986; and by
increased borrowing. The 1980s also saw increased 

use of quantitative restrictions on imports. 

policy. Following the 50 percent devaluationof 1978, the government allowed the rupiah to de

gradually to compensate for domestic 
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inflation, which was accelerated by the OPEC II monetary and fiscal policies, the government was 
price increase of November 1979. However, low able to keep inflation to roughly 10 percent in 1983 
worldwide growth reduced demand for Indonesia's and 1984. 
exports, leading to a deterioration in the balance of In late 1982 the government not only increased 
payments. Both the volume and the real domestic the number of import quotas and monopoly li
value of nonenergy exports fell by half between 1979 censes, limiting imports but also weakened the 
and 1982 (see table 8.7). tradeables sector by allowing holders of monopoly 

By 1982 the current account deficit was a record licenses to raise the price of imported inputs. By 
6 percent of GDP, and foreign currency reserves 1985, 1,780 out of 5,229 imported items were subject 
were worth only ten weeks of imports. Capital flight to licensing or quotas. License restrictions covered 
was accelerating. The "errors and omissions" cate- 30 percent of total import value. 
gory of accounts, which includes private capital 
transactions, grew from $0.6 billion outflow in 1979 Taxation and expenditure. The government accom
to over $2.0 billion outflow annually during 1980- panied the 1983 devaluation with increased taxes and 
1982. Low real growth in 1982 (GDP actually de- reduced spending. Some 47 capital-intensive projects 
creased 0.3 percent) added to the appeal of a were postponed indefinitely at the time of the devalu
devaluation. In March 1983 the government deval- ation. In December 1983 the government announced a 
uated the rupiah by 28 percent. In response, non- revision of the corporate and personal income taxes, 
energy exports increased by 25.7 percent in volume, and a tax arrnesty program to encourage future com
and by 58.4 percent in domestic purchasing power pliance by past scofflaws. These measures led to an 
between 1982 and 1983. The current account deficit increase in registered income taxpayers, from 550,000 
fell to 2.5 percent of GDP in 1984. Through tight in March 1984 to 995,000 at the end of 1985. Real 

TABLE 8.7 Indonesia: Economic Conditions after the 1978 Devaluation (selected indexes) 

Indexes 1979 1980 1981 1982 1983 1984 1985 1986 
General economic conditions 

Income growth in industrial nations (%) 3.4 1.3 1.4 -0.4 2.7 4.7 3.0 2.4 
Real prices of oil in foreign 67.7 100.0 119.2 124.1 111.6 109.1 104.1 59.1 
Purchasing power (1980=100) 
Indonesian inflation rate (%) 20.6 18.5 12.2 9.5 11.8 10.5 4.7 5.9 
Indonesian growth rate (%) 6.3 9.9 7.9 2.2 4.2 6.6 1.1 2.4 

Balance-of-payments situation 
Merchandise exports to GDP (%) 27.5 27.9 25.2 20.8 23.1 24.3 21.4 21.4 
Current account balance to GDP (%) 1.9 4.0 -0.7 -5.9 -7.8 -2.5 -2.1 -4.3 
Reserves-to-imports ratio (weeks) 29.3 25.9 19.6 9.7 11.8 17.9 20.5 23.0 
External long-term public debt service 13.5 7.9 8.2 10.6 12.8 14.7 20.1 29.3 

to export (%) 
Nonoil exports sector (1974=100) 

Nonoil import price deflated 65.2 62.8 63.0 56.9 63.2 59.8 58.2 57.7 
by housing cost 

Nonoil export price deflated 99.0. 101.0 91.1 80.5 105.9 102.9 98.4 98.9 
by housing cost 

Competitiveness (Morgan 111.3 101.1 89.0 79.5 98.4 91.8 92.7 109.7 
Guaranty index) 

Nonoil exports in physical volume 160.0 144.5 90.2 80.3 100.9 115.5 129.2 142.7 
Nonoil exports in local purchasing 184.6 170.8 111.8 93.5 148.1 175.0 188.5 222.4 

power 
Nonoil exports in foreign 162.4 155.9 118.1 107.3 142.6 169.3 177.0 168.2 

purchasing power 

SOURCE: Adapted from Woo and Nasution 1987"20. 
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nonenergy income taxes rose from rps. 1.0 trillion in External debt. Both debt and debt service have risenfiscal 1983 to rps. 1.7 trillion by fiscal 1986. in the 1980s, whether measured in real terms, or rela-In April 1985 the government replaced a corn- tive to exports or GNP (see table 8.8).plex sales tax with a value-added tax of 10 percent. The debt-to-export ratio grew from 63.7percent inLike the income tax reform, this measure also led to 1981 to 108.8 percent in 1983 and 212.2 percent in 1986.a dramatic increase in the number of registered tax- The debt-to-GNP ratio grew from 19.2 percent to 48.2payers, from 25,000 in March 1985 to 60,000 in De- percent over the same period. As the proportion ofcember of the same year. Revenue from domestic debt that had been granted on concessionary termsconsumption taxes increased 94 percent in the first continued to fall during these years, interest paymentsyear after this reform. Finally, in January 1986, the rose, so that debt service rose even more sharply. Thegovernment consolidated seven property taxes into depreciation ofthe rupiah also raised the domestic costone and revised the stamp duties. of debt service. The debt service-to-export ratio grew 

TABLE 8.8 Indonesia: External Debt, 1980-1986 (millions of U.S. dollars) 
Debt (end of period) 1980 1981 1982 1983 1984 1985 1986 
External public and publicly guaranteed long-term debt 

(XGS) 

Debt outstanding and 
undisbursed 

24,451.9 27,211.0 32,216.0 35,492.0 36,922.8 41,872.6 48,712.0 

Debt outstanding and 
disbursed (DOD)

Private creditors 
Total debt service (TDS) 
Private creditors 
Principal ratios 
DOD/XGSa (%) 
DOD/GNP (%) 
TDS/XGS (%) 
TDS/GNP (%) 
Proportion of DOD which: 

14,971.3 

5,464.9 
1,758.5 
1,127.6 

67.4 
21.6 

7.9 
2.5 

15,870.3 

5,812.5 
2,047.2 
1,336.4 

63.7 
19.2 
8.2 
2.5 

18,515.0 

7,403.4 
2,246.6 
1,374.3 

87.1 
21.2 
10.6 
2.6 

21,689.5 

9,649.6 
2,550.8 
1,526.8 

108.8 
28.0 
12.8 

3.4 

22,861.9 

10,048.6 
3,251.0 
2,069.9 

103.2 
26.5 
14.7 
3.8 

26,624.6 

11,667.9 
4,015.1 
2,631.7 

133.0 
33.4 
20.1 

5.0 

32,119.0 

14,556.0 
4,401.0 
2,549.0 

212.8 
48.2 
29.3 

6.6 

Is concessionary 
Bears variable interest 

50.2 
16.8 

48.5 
17.8 

42.7 
20.0 

37.3 
22.7 

34.9 
23.7 

35.1 
21.7 

NA 
NA 

rates 
Is from private 36.5 36.6 40.0 44.5 43.9 43.6 45.3 

creditors 
Proportion of public debt 64.1 65.3 61.2 59.9 63.6 65.5 57.9 

service paid to private 
creditors 

External private nonguaranteed long-term debt 
Debt outstanding and 3,142.0 3,579.0 

disbursed 
Total debt service 1,051.0 1,173.0 

3,200.0 

1,260.0 

3,400.0 

1,116.0 

3,800.0 

960.0 

3,810.0 

1,036.0 

3,800.0 

800.0 

External short-term debt 2,775.0 3,274.0 4,787.0 4,639.0 5,384.0 5,280.0 5,000.0 
Total external debt 

Memo item 
20,888.3 22,723.3 26,502.0 29,728.5 32,045.9 35,714.6 40,919.0 

Exports of goods and services 22,208.0 24,926.3 21,262.1 19,932.6 22,163.8 20,014.5 15,094.0 

NoTE: NA =not available. Figures do not include liquified natural gas expansion credits. 
a. See memo item.
 
SOURCE: Adapted from Woo and Nasution 1987: 21.
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from 8.2 percent in 1980 to 29.3 percent in 1986, and 
the debt service-to-GNP ratio grew from 2.5 percent 
to 6.6 percent over the same period. 

1986: Pressures 	Build 

During the first quarter of 1986, after Suharto an-
nounced the austerity budget, oil prices fell even 
more sharply than anticipated. While the budget 
was based on an average price of US$25 per barrel, 
the actual price fell 50 percent in the first quarter, to 
less than US$13 per barrel (see table 8.9). 

Each 1-dollar drop in the price of oil was estimated 
to mean a 300-million- dollar drop in government 
revenues. Nevertheless, the House of Representatives 
p,ssed the budget without revision in late February. 
This appeared to be primarily a political move, de-
signed to maintain public confidence. By March, ana-
lysts projected a budget shortfall of rps. 3 trillion, or 14 
percent of the budget. However, President Suharto 
dedared on March 10 that the unfavorable export 
situation had not caused the government to abandon 
its development strategy. 

In spite of the worsening oil market, foreign 
banks showed no reluctance to lend, and in the first 
quarter of 1986 Indonesia was able to undertake two 
major international borrowings that had been under 
discussion since early December. Indonesia also had 
available more than US$2 billion in standby loans 
arranged during the past few years. The London 
Economist attributed the continued availability of 
loans to the austere budget, which it said had "stunned 
the international banking community into another 

TABLE 8.9 	 Average 1986 Monthly Crude 
Spot Price for Indonesian Oil 
(U.S. dollars per barrel) 

Jan. 24.25 
Feb. 18.00 
March 12.90 
April 10.45 
May 11.35 
June 11.15 
July 9.50 
Aug. 11.25 
Sept. 12.70
Sept. 	 12.65
Nov. 13.00 
Dec. 14.25 

SOURCE: Petroleum Intelligence Weekly (London), various 
issues. 

bout of admiration for the Indonesian government's 
disciplined approach to financial housekeeping." 3 

The governmentdemonstrated a determination to 
maintain order and suppress possible tensions in an
ticipation of the April 1987 legislative elections. The 
press received clear warnings to adhere to official 
ideology and the ongoing trials of several prominent 
dissidents provided a warning to any potential 
opposition. 

Analysts expected the budget to be imple
mented with flexibility, and it was. For example, on 
April 3 the government reduced the fertilizer sub
sidy, one of very few budget items that had been 
scheduled for increased spending. Nevertheless, de
bate focused on ways to raise government revenues, 
including even the possibility of relaxing the bal
anced-budget restriction to permit internal borrow
ing. Several economists recommended a 
countercyclical budget deficit, accompanied by anti
inflationary measures. Another such policy, pro
posed on the grounds that it could accomplish the 
same effect without violating the letter of the bal
anced-budget constrairt, was increased creation of 
credit by the Central Bank. Others suggested ex
panded external borrowing, or a devaluation of the 
rupiah to increase dollar-denominated oil revenues. 

Government foreign exchange reserves re
mained high: in March they were US$10.7 billion, 
equivalent to 11 months of imports. However, con
cern about a possible devaluation of the rupiah was 
causing massive outflow of capital as speculators 
hurried to buy dollars. Indonesians bought more 
than US$800 million in the first two weeks of March; 
turnover on March 14 alone was a record US$120 
million. This speculation was slowed but not 
stopped when the government revalued the rupiah
slightly in mid-March (from 1,130 to 1,126 per U.S. 
dollar). 

Some analysts argued for postponing or alto

gether avoiding a devaluation. They argued that, in 
contrast with 1983, foreign exchange reserves and 
available foreign credit were high. These analysts 
pointed out that a devaluation would increase the 
rupiah value of Indonesia's debt-service obligations, 
denominated primarily in yen and dollars. Most im
portant, they argued that the rupiah was not overval
ued for three reasons: domestic inflation had been low 
(less than 0.4 percent in the second half of 1985, in fact); 
the rupiah had 	been allowed to adjust gradually 
downward against the U.S. dollar since 1983, falling 
from rps. 970 per dollar at the beginning of 1983 to rps. 
1,131 per dollar in the second quarter of 1986; and the 

dollar itself had been in decline relative to the yen and 
European currencies since 1984 (see table 8.10). 
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TABLE 8.10 	 Value of U.S. Dollar in 

Indonesian Rupiahs and 

Japanese Yen, 1981-1987 


Nation (currency) 

Indonesia 
Year (rupiahs) Japan (yen)
1981 644.0 219.9001982 692.5 235.000 

1983 994.0 232.200 

1984 1,074.0 251.100 

1985 1,125.0 200.500 

1986 


Quarter 1 1,125.0 179.600 
June 1,131.0 165.000 
July 1,131.0 154.300 
Aug. 1,132.0 156.100 
Sept. 1,633.0 153.600 
Oct. 1,640.0 161.500 
Nov. 1,650.0 162.400 
Dec. 1,641.0 159.000 

1987 
Jan. 1,633.0 152.500 
Feb. 1,644.0 153.050 
March 1,644.0 145.800 
April 1,641.0 139.500 
May 1,649.0 144.000 

SOURCE: United Nations, 	Monthly Bulletin of Statistics 

(New York: U.N. Statistical Office, 1987), vol. 41, no. 2 
(Feb.) and no. 8 (Aug.). 

In the year ending July 1986, the rupiah fell by 
almost 55 percent against the Japanese yen, by 27 
percent against the German mark, by 23 percent 
against the French franc, and by 7 percent against
the British pound. Nondollar currencies accounted 
for some 55 percent of import costs and 60 percent 
of debt service in 1986. The IMF estimated that in the 
year ending March 1986, the real effective exchange 
rate of the rupiah fell by 17 percent against a basket 
of currencies, to a level 10 percent below that imme
diately following the 1983 devaluation. The Morgan
Guaranty competitiveness index was at 110 in 1986, 
almost identical to its level in 1979 following the 
devaluation of 1978, and well above its level of 98.4 
following the 1983 devaluation (see table 8.7).

The finance minister, Ali Wardhana, argued 
that budget cuts were the only adequate response to 
the oil revenue crisis. Anwar Nasution, a University 
of Indonesia economist, argued that devaluation 
without structural reforms-such as removing 
quantitative restrictions on imports-would only 

Analyzing Short-and Medium-Term EconomicStrategies 

fuel inflation and depress demand, providing a 
quick fix but no lasting benefit. In May the govern
ment introduced a package of reforms that liberal
ized trade restrictions slightly. The same month the
World Bank released a report emphasizing the im
portance of lifting trade restrictions and increasing 
nonoil exports. This advice, however, was easier to 
give than to follow, since many of the trade restrictions took the form of import licenses that provided
monopoly rents to relatives and friends of govern
ment officials. 

On the other hand, some economists argued that 
a devaluation was necessary precisely in order to 
offset the effects of the increase in quantitative re
strictions on imports since 1983. For a given real 
exchange rate, restrictions on imported inputs to 
tradeables would allow monopoly license-holders 
to raise prices, and so reduce the profitability of the 
tradeables sector without affecting the real exchange 
rate (typically measured with world prices for 
traded goods). Thus, the prevalence of quantitative
restrictions made the real exchange rate an inaccu
rate measure of the relative attractiveness of trade
ables and nontradeables. 

By September the World Bank was projecting a 
US$5 billion shortfall in oil revenues, about one
quarter of the budget. Low world prices for 
Indonesia's other exports diminished the benefits of 
increased nonoil export volume (see table 8.7). The 
current account deficit for 1986-1987 was expected 
to approach US$4 billion, almost double the previ
ous year's deficit, and almost double the amount 
projected in the January budget proposal.

Whether or not the prices of nonoil tradeables
 
were undervalued, the radical decline in oil prices
 
was creating a current account deficit that would
 
require either significant capital inflows in the form 
of international borrowing, or internal borrowing,
 
or an inevitable devaluation as foreign exchange
 
reserves ran out.
 

Study Questions 

1. 	 Describe the economic conditions in Indonesia 
during the last five years of the case. What 
changed? 

2. 	 What are the strengths and weaknesses of that 
country's economic situation at the end of the 
case? 

3. 	 What strategy and policies do you recommend 
now? Why? 



135 The IndonesianOil Crisis,1986 

Notes 
Works cited only by authoranddate are fully listed in the 
bibliographyat the end of this book. 

1. These figures are not precise because there 
were different official exchange rates for different 
types of transaction- intil 1970. 

2. Wing Thye Woo and Anwar Nasution (1987). 
3. Economist, Quarterly Economic Review of Indo

nesia, first quarter (London: Economist Intelligence 
Unit, 1986), p. 32. 



PART III 

Formulating Industrial Strategy 

Part III, "Formulating Industrial Strategy," offers formats for analyzing 
industrial strategies such as input substitution and export promotion, 
along with cases to illustrate the use of these concepts. "An Approach to 
Formulating Industrial Strategy" (chapter 9) describes how the frame
work presented in part I can be adopted to look at industrial strategy 
and offers some broad lessons that can be drawn from industrial transi
tions that have occurred in the past. 

The cases that follow provide a window on the problems of devel
oping and implementing industrial strategy. "Singapore: Switching to 
an Export Orientation" (chapter 10) helps us to explore the general 
problems of change in strategic orientation. "Industrial Policy in Le6n: 
The President's Industrial Policy Commission" (chapter 11) permits us 
to examine the problems of the pace and sequence of policy change and 
the relationships between the agricultural and industrial sectors in a 
"disguised" case from a real country. "Industrial Policy in Costa Rica: 
Import Substitution or Export Promotion" (chapter 12) allows discus
sion of the problems that arise when mixed strategies are employed 
simultaneously. "Taiwan 1986: Choices for the Future" (chapter 13) 
provides an opportunity to look at the problems of countries that are 
attempting to move beyond Stage I Export Promotion. Finally, the 
"Malaysia Planning Exercise: The Dilemma of Employment Policy" 
(chapter 14) provides an opportunity to look at problems of training and 
employment policy in the industrial sector. Each case will permit the 
reader to put the concepts presented in chapter 9 into practice. 
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An Approach to
 
Formulating Industrial Strategy
 

The past three decades of industrializationin developing countrieshave createda second industrialrevolu
tion that is transforming the world economy even more radically than did the changes that took place in 
Great Britainin the lateeighteenthand early nineteenthcenturies. 

-Helen Hughes * 

The last decade haswitnessed sweeping reforms in industrialpolicies in developing countries.... Obvi
ously, the reforms are undertakenwith the belief that the long-terin effects will be beneficial. In the short 
term, some firms may benefit. There are many, however, who face bankruptcy. . for what appearsto be no 
fault of theirown-just the unexpected.., impactsof government policies. 

-Steven Guislinger and Robert Miller t 

The two quotes at the head of this chapter highlight 
both the benefits and the risks of industrial strategy 
since World War II. ("Industrial strategy" is defined 
here as a set of measures, usually undertaken in 
conjunction with macro policies, to increase the ef-
ficiency, competitiveness, growth, and employment 
of the manufacturing sector.)' 

On the one hand, recent World Bank studies 
confirm Helen Hughes's observations. Between 1965 
and 1985, developing countries increased their con
tribution to world manufacturing production from 
14.5 to 18.1 percent and their share of world manu-
factured exports from 7.3 to 17.4 percent.2 Industry 
became a leading sector in the developing world 

economies (see table 9.1). The average annual 
growth rate of industry in developing world econo
mies was more rapid than its rate for developed 
economies.3 

But did appropriate policies really make much 
difference in this transformation? In one of the most 
extensive studies of post-World War II industrializa
tion, Hollis Chenery and his colleagues concluded 
that 

the shift from tariff-induced import substitution 
to a neutral trade policy can account for an in
crease of as much as 1percentage point in [GDP] 
growth.... Economies which pursued export-

The author wishes to acknowledge the helpful comments of Mark Moore, Shantayanan Devarajan, and John Ickis on earlier drafts of 
this chapter.
•"Achievements and Objectives of Industrialization" in John Cody, Helen Hughes, and David Wall (eds.), Policiesfor IndustrialProgress 

in Developing Countries(New York: Oxford University Press, 1980), p. 63.
 
t "Industial Policy in Developing Countries," Journalof ContemporaryBusiness, vol. 5, no. 1 (1980), p. 35.
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TABLE 9.1 	 Shares of Production and Exports of Manufactures by Country Group, 1965-1985 
(percent) 

Share in production 
Country group 1965 1985 
Industrial market economies 85.4 81.6 
Developing countries 14.5 18.1 

Low-income 7.5 6.9 
Middle-income 7.0 11.2 

High-income oil exporters 0.1 0.3 

Total 100.0 100.0 
SOURCE: World Bank 1988a: 47. 

led growth-as opposed to a strategy of import
substitution-grew faster, industrialized 
sooner, [and] had higher rates of total factor 
productivity growth.... the experiences of the 
countries which have successfully pursued ex-
port-led growth shows that their governments
followed active interventionist policies, albeit 
with heavy reliance on market incentives.4 

For a poor country with substantial unemploy-
ment, an additional 1 percent annual increase in 
GDP growth for three to five years with the accom-
panying increases in employment can make a sub-
stantial difference in levels of living.

Unfortunately, the policies that might result in 

ment. In fact since the 1960s, most developing coun-
tries have made little attempt to increase their 
industrial exports. As a result, by 1985 only 10 coun-
tries were producing 80 percent of the manufactured 
exports of all 85 developing countries (the ten were 
Hong Kong, the Republic of Korea, Singapore, Bra-
zil, Yugoslavia, India, Malaysia, Mexico, Turkey, 
and the Philippines). 5 

Furthermore, as Steven Guislinger and Robert 
Miller warn in the chapter headnote, poorly con
ceived and inconsistent policies have frequently 
weakened the same industrial sector that national 
leaders hoped to stimulate. For example, in 1982-
1983 many Chilean industrialists were caught in a 
squeeze between government policies of fixed ex-

such gains are not all that easy to design and imple-menteth Infactsin g c un -ditional exporters responded to the removal of19 0sm ostd ev 	lopi preciation of the real exchange rate. Initially tra

one hand, and wage increases indexed to inflation 
which increased their costs, on the other.6 To stay 
afloat they increased their borrowing. When they 
could not meet their obligations, the crisis over-
flowed into Chile's domestic financial sector. It cas-
caded into the foreign financial sector after domestic 

Share in exports 

1965 1985 

92.5 82.3 
7.3 17.4 
2.3 2.1 
5.0 15.3 
0.2 0.3 

100.0 100.0 

Growth in Growth in 
production exports 
1965-1985 1965-1985 

3.8 6.8 
7.2 12.2 
7.5 6.0 
6.6 13.8 
8.4 16.0 

4.5 7.4 

banks could not repay their international debts. Fi
nally, by the beginning of 1983, the government was 
forced to liquidate four banks and intervene in four 
more in order to reverse the financial collapse. 7 

Industrial exporters in Argentina also bore the 
n t inconsiste n Argent al s in the 

brunt of inconsistent government policies in the 
early 1980s. Government attempts to combine trade 
liberalization and export pronotion with inflation 
control placed these exporters in a different kind of 
squeeze, one between rising interest rates for badly 
needed loans and declining export sales. According 
to the World Bank, 

The ordering of the reorms encouraged an ap

large export taxes, but since exports were liber
alized before imports [this] helped fuel expecta
tions of currency appreciation. At the same time, 
internal financial liberalization resulted in higher
interest rates, and external financiai liberaliza
tion thus attracted foreign capital. The stub
bornly high public sector deficit helped push up 
the local interest rates even further and sucked in 
more foreign loans. 8 

The impact of liberalization of capital markets 
combined with the appreciation of the peso had a 
disastrous effect on manufacturers in Argentina. 

Negative real interest rates for over thirty yearschange rates which reduced their export sales, oi,theonewa ande i ancre ses nde ed 	 made it rational for firms to operate with highoi flaiondebt-equity ratios, since high leverage paid off 
handsomely. The violent real appreciation of the 
peso made price increases difficult, whereas the 
maincostcormponentsoffirms-interest, wages, 
and public and private services-soared .... In
dustrial output declined steadily after the first 
quarter of 1980.... [There was a] marked in
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crease in business failures-by 69 percent in 1979 
and 62 percent in 1980-and the bankruptcy of 
over 10 percent of the financial system by March 
of 1981.9 

While both the gains and risks of launching new 
industrial policies are great, the world economic 
collapse of the 1980s has forced many governments 
to search foi new ways of generating growth and 
employment. This has been accompanied by in-
creasing willingness to rethink policies and restruc-
ture the industrial sector accordingly. 

To achieve the objectives of industrialization 
while minimizing its undesired consequences, lead-
ers from different sectors need working knowledge 
of the key issues involved in the formulation and 
implementation of industrial strategy. To get an 
overview, they might ask the following questions: 

1. Definitions. What is industrial strategy 
and what policies does it usually in-
clude? 

2. 	 Reconstructing the past and understanding 
!he present. What industrial strategies 
have been most successful in recent 
years? 

3. 	 Shaping the future. What industrial strat-
egy might maximize our country's 
growth and employment? 

4. 	Managingchange.What dilemmas will we 
encounter during implementation and 
how might we manage them? 

The purpose of this chapter is to help decision 
makers organize information about these questions 
so that they can get an overview of industrial strat-
egy in their countries and its implications for their 
organizations. 

What Is Industrial Strategy and What Policies 
Does It Usually Inciude? 

Industrial strategy can be thought of as the set of 
measures undertaken, usually in conjunction with 
macro policies, to increase the efficiency, competi-
tiveness, growth, and employment of the manufac-
turing sector. The term "strategy" is used here to 
mean the overall game plan for the sector; "policies" 
are the specific measures that combine to form the 

game plan. Discussion of industrial strategies can be 
divided along three dimensions: (1) inward versus 
outward strategicorientation;(2) the specific policy fix; 
and (3) the role of the government. These three dimen

sions combine to determine a country's overall in
dustrial policy style. This chapter examines each 
dimension in more detail. 

Inward versus outward strategic orientation. Since 
the end of World War II, much of the discussion of 
medium-range strategy in developing countries has 
been posed in terms of inward versus outward stra
tegic orientation.10 Inwardly oriented policies give 
an advantage to those who produce goods and ser
vices for the domestic market. A neutral stance pro
vides an incentive structure that treats production 
for the domestic and foreign markets on an equal 
basis, and an outward orientation favors those who 
produce for foreign markets. 

The most common inward versus outward in
dustrial strategies can be understood with the assis
tance of the matrix that appears in figure 9.1. The 
matrix permits the classification of industrial strate
gies by the types of products manufactured and the 
markets served. Along the product axis of the matrix 
a country can make labor intensive, nondurable con
sumer goods like shoes and shirts, intermediate 
goods or, finally, capital goods like machines. These 
goods can be sold in either domestic or foreign 
markets, the other axis of the matrix. 

A different industrial strategy is associated with 
each of the four quadrants of the matrix." In the 
quadrant marked A appear countries following 
"Stage I Import Substitution" (IS1)-the substitu
tion of local production of nondurable consumer 
goods for sale in the domestic market. For example, 
Guatemala's industrial strategy in 1981 fell into this 
category, since 79 percent of its industrial sales were 
for the domestic market and the vast majority of its 
products were nondurable consumer goods. Some 
countries, like Mexico, and Argentina in the 1960s 
and early 1970s, opted for import substitution of 
capital goods- "Stage II Import Substitution" (IS2), 
for which see quadrant B of the matrix. After passing 
through the stage of easy import substitution of 
nondurable consumer goods (quadrant A), they 
elected to produce intermediate and, later, capital 
goods for their domestic market. Still other coun
tries, like Singapore, Taiwan, and Hong Kong in the 
late 1960s and early 1970s, moved from easy import 
substitution of nondurable consumer goods, or IS1, 
to the export of these same consumer goods
"Stage I Export Promotion" (EX1). These countries 
appear in quadrant C of the matrix. Finally, many of 

http:orientation.10
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FIGURE 9.1 Import Substitution and Export Promotion: Four Dimensions of Industrial Strategy 

Markets 

Domestic 	 Foreign 
Products 	 A. Stage I Import Substitution C. Stage I Export Promotion 
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Taiwan
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(1960s and early 1970s) (1988) 
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substitution policies promotion policies 

" 	High levels of effective 0 Reduced tariff levels 
protection &Elimination of quotas 

* 	Quotas " Some duty-free imports
* 	Duty-free import of rawmaDty-feeri anuimpt o w * Credit and other factorsmaterials and equipment of production at world 

" 	Subsidized credit levels 

" Tax credits and holidays 0 Export incentives (CAT) 
" Minimum wage laws 0 Wage gains tied to pro

" Overvalued exchange ductivity gains 
rates e Realistic exchange rates 

SOURCE: Marc Lindenberg. 

the Western European nations, the United States, gic orientation, governments usually combine fiveand more recently Japan produce intermediate and kinds of policies to shape an overall industrial pol
capital goods for export (quadrant D)-"Stage II icy. These policies govern (1) foreign exchange man-Export Promotion" (EX2). agement; (2) tradeorientation;(3) monetary dynamics; 

(4) fiscal management; and (5) labor relations. Let usThe specific policy mix. Whether or not they are review the purpose of these policies and how theytrying to promote an inward versus outward strate- might be used to stimulate an inward versus out
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ward strategic orientation. (See figure 9.1 for a sum-
mary list of those policies associated with these ori-
entations.) 

Foreign exchange management. One of the most 
important places where a country defines its indus-
trial policy is through its foreign exchange window, 
Payments for goods sold or purchased in foreign 
markets, credit in foreign currencies, and instru-
ments for hedging to protect against future currency 
fluctuations all pass through this window, 

A country's monetary authorities must make a 
number of decisions about the foreign exchange 
window and what passes through it.12 First, they 
must decide how open they want that window to be. 
Most industrial countries leave itentirely open. 
They operate under article VIII of the International 
Monetary Fund (IMF) agreements, which permit 
full current account convertibility. Many develop-
ing countries, however, operate under article XIV 
and maintain restrictions on current account pay-
ments until the balance-of-payments position is 
strong enough to permit payment. Still others imple-
ment foreign exchange controls, while others main-
tain current account convertibility but restrict 
capital account transactions. 

A second decision is whether the relationship 
between local and foreign currencies that pass 
through the window should float freely or be man-
aged directly by the monetary authority. Most in-
dustrial countries have exchange rates determined 
by the market, although their monetary authorities 
intervene periodically to shore up the currency. 
However, most developing countries operate with 
managed exchange rates usually because their for-
eign exchange markets have a high level of imper-
fection. 13  

Once a decision is made to manage the exchange 
rate, two important subsequent steps follow. First, 
monetary authorities must decide which currency to 
relate their own currency to. This is called pegging. 
Some countries, like Honduras with its lempira, re-
late their unit of currency to a single foreign cur-
rency, the U.S. dollar. Others like Malaysia and 
Singapore relate their currency to a basket of foreign 
currencies. Still other countries like Cameroon and 
Equatorial Guinea tie their currencies to fixed ex-
change rates with other country members of their 
currency union, and peg the union's exchange rates 
to a single foreign currency, in this case the French 
franc. 

Once the pegging process is complete, monetary 
authorities make another decision: whether to main-
tain a fixed or flexible rate of exchange with the 

currency selected for pegging. Honduran authori
ties, for example, prefer a fixed exchange rate be
cause they believe that it instills public confidence. 
Other countries maintain flexible, real exchange 
rates to help stimulate exports. They allow their local 
currency unit to fluctuate based on comparisons 
between rates of domestic versus international infla
tion. For example, if domestic inflation is increasing 
more rapidly than international inflation, monetary 
authorities often devalue the local currency unit to 
maintain the original relationship with the pegged 
foreign currency. If international inflation is occur
ring more rapidly, the local currency is allowed to 
appreciate. 

Flexible exchange rate adjustments are usually 
made through eithera "crawling" oran "adjustable" 
peg system. A crawling peg system is managed 
through frequent, monthly or bimonthly adjust
ments of the exchange rate. Crawling peg systems 
make a more incremental impact on the firm, and 
thus are easier to incorporate into the strategic plan
ning process. Anadjustablepegsystem requires fewer, 
but larger adjustments in the exchange rate. Such 
adjustments are frequently more difficult for firms 
to predict and assimilate. 

The macro policy associated with import substi
tution is that of fixed and overvalued exchange 
rates. The impact ofsuch a policy is to make imports 
of raw materials, intermediate goods, and capital 
goods cheaper for domestic producers, while ex
porters have increasing difficulty selling their goods 
in international markets. 

Once policy makers decide to move toward an 
outward orientation, maintaining a real exchange 
rate becomes critical. This macro policy, in contrast, 
is often combined with special policies to favor the 
industrial sector: multiple exchange rates, with fa
vorable rates for imports of key inputs used for 
industrial export products; special exchange rates to 
liquidate export sales; or priority access to rationed 
foreign exchange for exporters. These exchange-rate 
preferences can even be targeted to specific sub
product lines that a country wants to stimulate. 

Tradepolicy. Trade policy is another key element 
in industrial strategy since it helps to send signals to 
producers about the benefits of production for do
mestic versus foreign markets. The major vehicles 
for shaping these incentives have been import quo
tas, import licenses, stamp taxes, and tariffs. 14 

In order to decide what kind of trade policy a 
country may want to follow, it is essential to under
stand the current orientation of macro policy. There 
are two ways to measure the degree of outward 
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FIGURE 9.2 Calculating Rates of Nominal and Effective Protection 
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The nominal rate of 
protection is the 
difference between the 
domestic and 
international price as a 
percentage of the 
international price. 

The effective rate of 
protection measures 
protection on value 
added. It is the difference 
between domestic and 
international value added 
as a percentage of 

Effective protection has 
the benefit of measuring 
not only tariffs on final 
goods but also on raw 
materials as in the 
example above. 

international value added. 

P - P'/P' V-V'/V' 
2/10=0.2=20% 5-3/3=0.66=66% 

a. This value includes the tariff of 2.
 
SOURCE: Marc Lindenberg.
 

versus inward orientation of trade regimes: analysis 
ofeither nominal or effective rates of protection. The 
nominal rate of protection for a good is calculated by
looking at its domestic price as a percentage of its 
international price, that is, its actual price in the 
international market. For example, if the intemna-
tional price of shoes is $10 a pair but there is a $2 
tariff on each pair imported, then the domestic price
is (12/10) X 100 or 120 percent of the international 
one and the nominal rate of protection is 20 percent. 
The same concept can be used to measure the neu-
trality of a country's overall trade regime by corn-
paring the nominal rate of protection for all 
imported goods with that of all exported goods. If 
the ratio of domestic to international prices were the 
same-that is, if domestic prices were 100 percent
of international prices-then the nominal rate of 
protection would be zero, and the trade regime
would be completely neutral. 

While nominal rates of protection are relatively 

V-V'/V, 
4-3/3=0.33=33% 

easy to calculate, they do not accurately reflect the 
degree of support doinestic shoe producers may get
through, for example, subsidies on inputs like 
leather or thread. Thus, it is often more useful to 
measure effective protection, which is the degree of 
protection on value added during production rather 
than on the final product. As with nominal protec
tion, a ratio of effective protection of 1/1 for a 
country's tradeables would indicate a neutral trade 
regime. (See figure 9.2 for examples of how to calcu
late rates of nominal and effective protection.) 

Inwardly oriented trade policies in many devel
oping countries have the following characteristics.15 
They often rely on quotas and quantitative restric
tions of imports instead of on tariffs. These quota 
systems are administered through the preparation
of a list of acceptable, controlled, and restricted 
products. Importers must apply for licenses that are 
granted for a fee. In other countries general tariff 
systems are used to provide intermediate to high 

http:characteristics.15
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levels of effective protection for domestic goods. 
Countries interested in reducing their anti-

export bias often take a series of steps to move their 
trade regime toward a more neutral orientation. For 
example, some countries begin by simply making 
their import licensing systems more efficient and by 
moving whole categories of goods offthe prohibited 
list. Others try to replace quota and licensing sys-
tems with uniform tariff systems even without re-
ducing rates of protection. Still others begin to 
reduce the variance in their tariff systems or the rates 
of overall protection. 

Once policy makers attempt to reduce levels of 
tariff protection they must decide whether to make 
general or specific tariff reductions. 16 General reduc-
tions (which affect all goods) can be accomplished 
by cutting all tariffs proportionally, by absolute cuts 
at all levels, or by the "concertina method."17 This 
last method sets ceilings to w'-ich all tariff levels are 
reduced by a specific time period. Once this is done 
a new ceiling is set and the next stage of reduction is 
accomplished. Specific reductions can be made on 
certain types of finished goods, intermediate goods, 
or raw materials. 

Monetanj policy. Monetary policy has a number 
of important functions that affect industrial strat-
egy.' 8 At the macro level authorities control the 
growth of the money supply, the rates of interest, the 
operating procedures of the domestic financial sys-
tem, the volume and allocation of credit to different 
sectors, and the rules for international financial op-
erations within domestic boundaries. They also fix 
support prices for certain products and subsidies for 
others. 

Monetary policies related to inward strategies 
include subsidized interest rates for import-substi-
tution activity; producer subsidies to specialized 
products; consumer subsidies, for example, for 
urban transportation or food; and restrictions on 
foreign investment and repatriation of profits. 

Macro policies to reduce the antiexport bias 
often include permitting interest rates in the domes-
tic financial system to rise or fall to international 
levels; reducing consumer and producer subsidies; 
and allowing free movement of international capital 
transactions. Specific sectoral measures for industry 
include special concessional loans to industrial ex-
porters, subsidized interest rates, and export 
subsidies. 

Fiscalpolicy. Fiscal policy, the use of tax incen-
tives, rebates, and exemptions, has been critical in 
stimulating both inward and outwardly oriented 

industrial strategies. 9 Inwardly oriented policies 
have included five-year tax holidays for those in
volved in industrial import substitution and tax ex
emptions on import of raw materials or capital 
equipment. 

Moving toward a more neutral trade orientation 
has often meant reducing these incentives toward 
import substitution without adding new incentives 
for exports. At the same time it has sometimes meant 
specific new tax exemptions equal to or greater than 
those awarded for industrial inport substitution as 
well as removal of taxes on export. An interesting 
typology of additional specific fiscal incentives di.. 
vides them into profit, sales, value-added, and in
vestment-based incentives, and other incentives 
such as infrastructural support or technical or mar
keting assistance.20 An example of a sales-based in
centive is a tax rebate certificate for exporters. Under 
this rebate system, they receive a certificate for a tax 
credit of 10 to 20 percent of the sales value of their 
exports. These certificates are redeemable over a 
year to '1wo years, and a substantial market has 
developed in many third world countries that per
mits them to be sold at a discount. 

Laborrelationsand wage policy. Policies that affect 
wage rates, benefits, and conditions for work have 
been vital in stimulating industrial transforma
tion.21 Inward-looking policies have included the 
establishment of minimum wages, special pension 
funds, and a variety of provisions related to firing 
and strike3, as well as inflation-indexed wage gains. 
During the use of inward-looking policies, high lev
els of protection for domestic industry have pro
vided special margins that permit indexed wage 
gains. 

Wage and benefits packages that are competi
tive internationally are a key element of outwardly 
oriented industrial policies. Yet making wage policy 
more flexible is one of the most conflictive areas in 
industrial transitions. Some countries, like Panama, 
have attempted to alter labor legislation to get new 
flexibility in wages and benefits, but at the cost of 
serious resistance on the part of the labor move
ment.22 Yet in other countries more flexible labor 
policies have helped smooth the transition to a new 
industrial policy. For example, in the late 1960s Sin
gapore, instead of direct wage gains, at first offered 
workers other benefits like increased health services 
or access to home loans through the social security 
system.23 Later they offered wage gains equal to 
productivity gains. In other countries, like Costa 
Rica in the early 1980s, the pace of wage gains was 
slowed through changing the rates of indexing for 
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TABLE 9.2 Comparative Industrial Policy Styles and Industrial Structures in Selected Countries, 1983 and 1985 

Country groups Industrial policy style 

Industrial market economies 

U.S.A. 

W. Germany 


France 


Developing countries 

Guatemala 
Costa Rica 

Taiwana 

Passive (Without national strategy, 

but with occasional firm- or 
product-level defensive actions) 
Moderately active (General 
strategy, with national and regional 
focus)
Highly active (National strategy 

that includes specific industrial
 
targets)
 

Passive (General strategy) 
Moderately active (General 

strategy, with incentives for 
nontraditional exports)
Highly active (General strategy, 

with programs at regional, 
industry, and firm levels) 

Importance of manufacturing (1985) 

Mfg. 
exports as Composition of manufacturing exports (1983)

Mfg. as % Exports as % of allof GDP % of GDP exports Textiles Machinery Other Total 

20 7 75 3 63 34 100 

25 25 75 6 47 47 100 

16 19 25 17 16 67
22 32 30 11 14 75 	

100 
100 

52 50 91 35 32 33 100 

a. Figures for Taiwan from George C. Lodge, Taiwan 1986 (Harvard Case Clearinghouse) and chap. 13 of this book.SOURCE: World Bank 1988a: chapter 9 appendix tables 3, 5, 10, 11. 
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inflation.24 Still others have attempted to handle the 
problem of wage competitiveness through devalua-
tions. Where serious resistance to more flexible 
wage policies exists, governments and the private 
sector have looked to other elements in the cost 
structure to help firms become competitive. A final 
controversial experiment has been a dual wage pol-
icy with negotiated wages in industrial free zones 
and a minimum wage for the rest of the country.25  

The results of dual policies have been mixed: on the 
one hand, they have created friction and distortions 
in the labor market, ind on the other have helped 
keep a developing export sector competitive, 

The role of government: industrial policy style. In 
addition to an irdustrial strategy's overall orienta-
tion and policy emphasis, it also has a tactical 
focus-the role that government chooses to take to 
implement the strategy. Different countries have 
highly different styles of industrial policy formula-
tion and management (see table 9.2). Some govern-
ments, like the United States or Guatemala, played 
a passive role in industrial policy in the early 1980s 70 
They engaged in general regulation; while they 
passed specific legislation for certain industries, 
there appeared to be no consciously articulated 
overall strategy. Other governments, like West Ger-
many and Costa Rica, played a moderately active role 
in the same period.27 They used both general and 
specific measures to encourage industrial adjust-
ment and investment in new industries. France, Tai-
wan and Japan took highly active roles, targeting 
specific industries for development and marshaling 
a host of specific micro level incentives to move the 
process along.28 Finally, some governments, like the 
Soviet Union, engaged in centralplanning of all sec- 
tors of the economy. 

Within an overall policy style governments can 
also opt for national versus regional programs, or 
they may focus on the industry segment or the firm. 
Regional programsare designed to help decentralize 
industrial development to poverty areas or areas 
with other special characteristics. Examples of re-
gional industrial policy can be found in Malaysia's 
1971-1975 National Plan, which establishes regional 
growth poles,29 and in the British strategy for indus-
trial development along its northeast coast, which 
began with the Special Areas Act of 1934.30National 
programs provide general incentives regardless of 
geographic location. For example, Costa Rica's cur-
rent industrial strategy is national in its focus al-
though there are some regional incentives.31  

Finally, governments can use policies to play a 
specific tactical role, for example, a defensive role, as 

when they insulate obsolete firms from international 
competition; an adjustmient role, by helping indus
tries adapt to changing market situations; or an of
fensive role, by stimulating entry into entirely new 
product areas. Pressure from the U.S. footwear in
dustry for protection might be seen as an example 
of a plea that the government play a defensive role.32 

The arrangement of the motorcycle company Harley 
Davidson with the U.S. government for temporary 
tariff protection and assistance during its successful 
retooling is an example of an adjustment role.33 Fi
nally, the Boston Consulting Group study, with its 
recommendations to the Swedish government 
about entry into new product lines, is an example of 
how a government might adopt an offensive role.34 

A government may try many of these tactics simul
taneously in different segments of the industrial 
sector. 

How have different industrial strategies really 
performed in recent years? This topic will be ex
plored in the next section. 

Reconstructing the Past and Understanding 
the Present 

What industrial strategies have been most success
ful in recent years? In the last five years two kinds 
of study have been completed on the relationship 
between industrial strategies and country economic 
performance: (1)simulations that project hypothet
ical economic results of different policy packages; 
and (2) empirical analysis that groups countries by 
policy style and examines actual country results. 
Both types of studies conclude that outward-ori
ented industrial strategy had (or could have) a more 
positive impact on overall country performance 
than other kinds of strategies. For example, Hollis 
Chenery and his colleagues performed a simulation 
in which they compared the effects of import-substi
tution, balanced, and export-promotion industrial 
policies on economic performance (see table 9.3 for 
a review of the results). 35 They found that export
promotion strategies added almost 1 percentage 
point in GDP growth and 7 percent in export growth 
compared with import-substitution strategies. Bal
anced strategies, too, added more than half a per
centage point to growth compared with import 
substitution. 

The World Bank, in its 1987 World Development 
Report, sorted 41 developing countries into four 
groups based on their actual industrial strategies: 
strongly outward oriented, moderately outward ori
ented, moderately inward oriented, and strongly 
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TABLE 9.3 	 Selected Countries' Alternative Trade Strategies and Projected Economic Performance 
over a 20- Year Period (percentage) 

Countries (1960s) 
Import substitutiona Balancedb Export promotionc 

Turkey Israel S.Korea
 
Mexico Thailand Taiwan
 

Philippines Tunisia Singapore

Indicators Colombia Greece Malaysia
 
GDP growth rate 	 5.7 6.2 6.5
Export growth rate 7.9 10.3 	 14.1 
Import growth rate 4.5 6.4 9.3

Average ratio of capital inflow to GDP 4.5 
 4.4 	 4.1 
a. Assumes policies of medium to high levels of effective protection or import rationing, an inward trade bias, low orfalling trade shares, borrowing limited by low exports, low to intermediate productivity growth, and a high cost of capital 
goods.
b. Assumes policies of real exchange rates, a neutral tradebias, constant trade shares, borrowing thatmaintains neutrality,
intermediate productivity growth, and world prices of capital goods. 
c. Assumes policies of real exchange rates, an outward trade bias, rising trade shares, borrowing policies that sustain
liberalization, high productivity growth, and world prices of capital goods.

SOURCE: Adapted from Chenery, Robinson, and Syrquin, 1986: 321-22.
 

TABLE 9.4 	 Trade Strategies and Actual Country Performances, 1963-1973 and 1973-1985 (percentage) 

Strongly Moderately Moderately Strongly

Indicators outward oriented outward oriented inward oriented 
 inward oriented 
1963-1973a
 

GDP grc ,vth 9.8 8.8 4.0 7.0
 
Real GNP per capita 6.5 5.0 2.0 
 4.0 
Inflation 	 5.0 6.0 6.0 4.0
 
Gross domestic 13.0 20.0 15.0 22.0
 

savings
 
Avg. growth in mfg. 14.0 16.0 
 5.0 	 10.0 

exports 
1973-1985b
 

GDP growth 	 7.0 4.5 3.0 5.0
 
Real GNP per capita 6.0 
 2.0 -0.4 2.2
 
Inflation 10.0 45.0 
 16.0 14.0
 
Gross domestic 32.0 20.0 18.0 
 23.0 

savings
 
Avg. growth in mfg. 14.0 14.5 
 4.0 8.0 

exports 
a. In 1963-1973 the countries were: Strongly outward oriented (Hong Kong, Korea, Singapore); Moderatelyoutward oriented
(Brazil, Cameroon, Colombia, Costa Rica, Guatemala, Indonesia, Israel, Ivory Coast, Malaysia, Thailand); Moderately
inward oriented (Bolivia, El Salvador, Honduras, Kenya, Madagascar, Mexico, Nicaragua, Nigeria, Philippines, Senegal,
Tunisia, Yugoslavia); Strongly inwardoriented (Argentina, Bangladesh, Burundi, Chile, Dominican Republic, Ethiopia,
Ghana, India, Pakistan, Peru, Sri Lanka, Stdan, Tanzania, Turkey, Uruguay, Zambia).b. In 1973-1985 the countries were: Strongly outward oriented(Hong Kong, Korea, Singapore); Moderately outward
oriented(Brazil,Chile, Israel, Malaysia, Thailand, Tunisia, Turkey, Uruguay); Moderately inward oriented (Cameroon,
Colombia, Costa Rica, El Salvador, Guatemala, Honduras, Indonesia, Ivory Coast, Kenya, Mexico, Nicaragua, Pakistan,Philippines, Senegal, Sri Lanka, Yugoslavia); Strongly inward oriented (Argentina, Bangladesh, Bolivia, Burundi,
Dominican Republic, Ethiopia, Ghana, India, Madagascar, Nigeria, Peru, Sudan, Tanzania and Zambia).
SOURCE: World Bank 1988a: 83-85. 
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TABLE 9.5 	 Selected Country Groups and Costa Rica: Average Annual Growth of GDP 
and the Industrial Sector, 1965-1985 (percentage) 

Country group 

Industrial market economies 
Developing countries 

Low-incomea 
Middle-income 
Upper-middle-income 

High-income oil exporters 
Costa Ricab 

NOTE: NA =not available. 
a. Excluding China and India. 

Average growth Average growth Industry as 

of GDP of industry percentage of GDP 

1965-80 1980-85 1965-80 1980-85 1965 1985 

3.7 2.3 3.6 2.5 40.0 36.0 
6.0 3.3 7.6 3.5 29.0 34.0 
3.2 2.8 4.4 3.7 17.0 19.0 
6.5 1.7 8.5 0.6 16.0 17.0 
6.6 1.7 7.2 1.4 34.0 35.0 
7.5 -2.2 NA -8.3 65.0 58.0 
6.3 0.5 8.7 0.3 23.0 29.0 

b. The World Bank classified Costa Rica as a middle-income developing country. 
SOURCE. World Bank 1988a: 204-7. 

inward oriented. It then looked at their actual eco-
nomic performance between 1963 and 1985 (see 
table 9.4).36 It found that outwardly oriented coun-
tries had higher GDP growth, employment growth, 
and domestic savings. 

Finally, the Chenery study attempted to identify 
the actual sources of industrial growth in different 
countries.37 In particular, it tried to identify differ-
ences in growth generated by what the authors 
called adding more "factor inputs," like labor, capi-
tal, or technology, and by using factor inputs more 
efficiently, which they called "total factor productiv-
ity." They compared data for a group of countries 
between 1960 and 1975, and concluded that at initial 
stages of industrialization, growth came largely 
from additions of factor inputs. In countries with an 
outward orientation like Korea and Japan, later 
growth came from increases in total factor produc-
tivity. 

What policies have been followed in the country to 
be studied, and with what level of success? Once 
policy makers have reviewed the essential elements 
of industrial strategy as well as the actual perfor-
mance of different strategies in recent years, it is 
important for them to relate their own country's 
strategy and performance to world trends. Such a 
process provides the basis for discussion about fu
ture options. Let us take Costa Rica as an example. 
A quick look at table 9.5 tells us that Costa Rica's 
industrial sector was a remarkable motor for growth 
and employment during a 20-year period; that it 
performed favorably compared to both developing 
and developed countries; and that it increased its 
importance relative to agriculture and services. 

More detailed analysis of Costa Rica's industrial 
sector (see table 9.6) shows that since 1960 the coun
try has followed a strategy of import substitution of 
labor-intensive nondurable consumer goods (IS1). 
By the end of 1985, Costa Rican manufacturing still 
got most of its value added and employment from 
labor-intensive consumer goods and 82 percent of 
total sales were for the domestic market. 

More detailed analysis by product area can pro
vide a sense of the relative competitiveness of a 
country like Costa Rica. Table 9.7, for example, pro
vides a comparison of Costa Rican factor costs and 
profitability in the apparel industry with those of 
five other nearby countries. If we use solely financial 
criteria, Costa Rica's production cost structure and 
projected profitability make it appear a slightly 
more advantageous location for clothing assembly 
operations than the Dominican Republic, Panama, 
Jamaica, and Mexicali, Mexico, but less advanta
geous than Juarez, Mexico, and, Haiti. Its transpor
tation costs are higher and its productivity levels are 
lower than some of the other countries' but its wage 
and benefits as well as raw materials costs are more 
competitive. When Costa Rica's political and social 
stability are considered, in 1988 it looked like a better 
location site than Haiti, the country with the best 
profitability on purely financial criteria. 

Shaping the Future 

What kind of industrial strategy might maximize 
Costa Rica's growth and development? Govern
ments that decide to change their strategic orienta
tion have a new set of dilemmas to manage as well. 

http:countries.37
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TABLE 9.6 	 Composition of Value -Added Primary Market for Costa Rican Industrial Products, 
1973-1985 

Composition of value added 

Industrial category 

Food/beverages and tobacco 
Textiles, confections, and leather 
Lumber and wood products 
Paper and printing 
Chemicals, rubber, and plastics 
Nonmetallic minerals 
Light metals 
Other 

(percentage) Sales in domestic market (percentage) 
1973 1981 1983 1973 1981 1984 1985 
46.3 44.7 41.2 97 94 94 94 
11.6 10.5 10.0 60 52 64 60 

6.8 6.0 4.4 65 61 64 66 
5.5 4.3 7.8 84 84 86 90 

14.3 18.1 23.2 73 72 75 77 
4.1 3.3 3.2 92 92 96 97 
9.9 12.2 10.0 72 72 71 72 
1.7 1.0 0.3 76 77 80 82 

Total 100 100 100 8 5 a 7 9 a 8 2 a 82a 

a. These figures are averages for the industrial products listed.
SOURCE: For 1983, Yearbook of IndustrialStatistics, 1981-1984 (Geneva: United Nations,1985); for 1984, IICE (EconomicResearch Institute), Evolucion de la Industriaen Costa Rica durante1985, no. 93(Jan. 1986); for 1985, ibid. (Feb. 1987). 

For example, after analyzing its general perfor-
mance and its industrial policy in 1983, the govern-
ment of Costa Rica decided that it would move 
toward an outward orientation. As part of the pro-
cess it decided to move toward a policy of Fromot-
ing labor-intensive nondurable manufacturing 
exports (EX1). Some of the pros and cons of the 
choices they had to consider to arrive at this new 
industrial strategy are considered next (see table 9.8 
for a summary). 

Stage I Import Substitution: nondurable,labor-in-
tensive consumergoods. The original rationale for im-
portsubstitutionin the19 60swasaconvincingone.38 

Developing countries could save foreign exchange 
currently spent on imports by creating their own 
domestic industrial base to produce the same prod-
ucts for the domestic market. In the process they 
could generate employment and improve the qual-
ity of life for their populations. Citizens of develop-
ing countries could develop expertise in 
manufacturing management and production, and 
eventually such industries could serve as a base for 
export-oriented manufacturing. It appeared to make 
sense to begin with the substitution of labor-inten-
sive nondurable consumer goods since these goods 
were less technologically complex to manufacture. 

On balance most of the 85 developing countries 
attempted some form of Stage I Import Substitu-
tion.39 This process did result in turning the indus-
trial sector into a motor that helped pull the entire 
economy along. Structural changes did take place,
and newly established domestic industry captured 
a largershare ofGDPand employment, thus helping 

resolve the part of the unemployment problem. 
By the 1980s, however, criticisms of this process 

were widespread.4 0 The domestic import-substitu
tion sector was said to be inefficient and incapable 
of survivingwithoutsubstantialprotection.41 Critics 
also argued that due to the limited size of most 
developing country markets, large, overly diversi
fied industries with excess capcity were created, 
which used capital intensive techi~ologies and failed 
to create either the employment or foreign exchange 
savings promised. 42 Finally, it was argued that IS1 
policies discriminated against the agricultural sector 
and opened the country to foreign ownership.43 

Based on its own analysis of the problems of contin
uing with IS1, the Costa Rican government felt that 
it would not generate the necessary growth, em
ployment, and value added by continuing the old 
strategy. It therefore considered the other three op
tions. 

Stage II Import Substitution:intermediateand capi
talgoods. When faced with the challenge of defining 
an appropriate industrial strategy after the easy 
phase of import substitution, countries like Brazil, 
Mexico, and India opted for expanding import sub
stitution to include intermediate and capital goods 
(IS2).44 This choice was particularly attractive to de
veloping countries with large domestic markets and 
potential economies of scale for the capital invest
ments to be made. 

The risks for those considering Stage II Import 
Substitution are considerable as well.45 IS2 capital 
and technical requirements are substantial. More 
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TABLE 9.7 Costa Rica and Five Neighboring Countries: Assumed Factor Costs and Profitability in the Clothing Industry 

Mexico 
Item Costa Rica Haiti Dominican Republic Jamaica Mexicali Ju~rez Panama 

Direct labor 
Base wage per hour (US$) 0.558 0.310 0.880 0.740 0.555 0.555 1.0422 
Hours per week 48 48 48 48 48 48 48 

Payroll taxes 
Direct (%) 41.02 33.00 28.60 30.50 42.00 42.00 43.00 
Indirect (%) 25.71 29.00 17.30 27.80 35.71 35.71 27.40 

Number of operators 200 200 200 200 200 200 200 
Productivity factors (%) a 5 15 5 10 5 5 10 
Production level (dozen/year) 108,700 101,900 99,650 90,584 108,700 108,700 108,700 
Compound rate per KWH/month 0.144 0.679 0.170 0.120 0.290 0.290 0.095 

(US$) 
Rent (US$ per m 2 ) 3.50 1.50 1.30 3.42 3.75 3.75 2.00 

Statements of earnings (thousands of U.S. dollars) 

Mexico 
Item Costa Rica Haiti Dominican Republic Jamaica Mexicali Juarez Panama 
Exchange rate b 43 1 1 2.35 118 118 1 
Sales 6,930 6,496 6,353 5,775 6,930 6,930 6,930 
Direct labor 257 134 338 284 350 350 480 
Indirect costs of manufacturing 379 336 409 431 466 466 549 
Raw material 3,968 3,719 3,637 3,306 3,968 3,968 3,968 
Cost of sales 4,604 4,189 4,384 4,021 4,784 4,784 4,997 
Gross profit 2,316 2,307 1,969 1,754 2,146 2,146 1,933 
Overhead 133 136 140 138 149 148 155 
Interest 
 85 57 92 107 85 85 137
 
Transportation, insurance, and 506 379 418 418 423 392 583 

introduction duties 
Transportation and shipping insurance 155 103 89 91 103 56 133 

Total expenditures 879 675 739 754 760 b81 1,008 
Net profit before tax (before U.S. costs) 1,447 1,632 1,230 1,000 1,368 1,465 925 

a. Based on Production Sharing International's experience of production to meet U.S. standards. b. Dollars in local currency.
SOURCE Production Sharing International. 
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TABLE 9.8 Examples of Strengths aT d Aeaknesses Normally Attributed to Import Substitution and 
Export Promotion (+ = strength; - = weakness) 

Markets 

Products Domestic Foreign 
Stage IIndustrialImport Substitution 

+ Foreign exchange savings 
+ Employment 
+ Expertise developed in manufacturing 

Nondurable 
consumer 
goods 

+ Goods not complicated to produce 
+ Springboard for other strategies 
- Quality 

- Inefficient producers 
- Overly diversified 
- Excess capacity 
- Capital-intensive technologies often used 
- Not enough employment of foreign 
exchange 

Intermediate Stage II IndustrialImport Substitution 
goods +/-	 Same as Stage I Industrial Import 

Substitution 

+ 	More foreign exchange savings 
+ Economies of scale in large markets 

Capital 
goods 	 - Capital requirements 

- Large market required 
- Not enough employment 
- High management expertise 
-	 High level of technology needed 

SOURCE: Marc Lindenberg and Noe! Ramirez. 

expertise is required than many countries can mus-
ter initially. Less employment is often generated, 
and thus the contribution to overall unemployment 
reduction is less than in Stage I Import Substitution. 
rhe manufacturing economies of scale require a 
domestic market size that the more than 70 small 
countries with populations of less than seven mil-
lion simply do not have. Finally, some critics argue 
that the need for foreign technology during IS2 ran 
the risk of even greater foreign domination. 46 Based 
on their analysis of the limitations of their own small 
market, and of the technical and capital require-
ments of IS2, Costa Rica's policy makers rejected this 
option. 

Stage I Export Promotion:labor-intensivenondura-
ble consumergoods. The logic of moving from Stage I 
Import Substitution of nondurable labor-intensive 

StageI Export Promotion 
+ Foreign exchange generated
 

++ Worldwide market access
 
++ High employment crction
 
+ 	Low capital and technology requiremtnts 
+ Builds on existing labor skills base goods 
- Limited room in world markets 

- Protectionism 
- Quality and competition 
- Risks destroying domestic industry 

during adjustnment 

Stage II Export Promotion 
+/- Same as Stage I Export Promotion 

+ 	Relatively fewer problems in the move 
from Stage I Export 

- Jumping directly from Stage I Industrial 
Import Substitution is very difficult 

- Political resistance and adjustment 
problems in move from Stage II Industrial 

- Import Substitution 

consumer goods to the export of similar goods has 
convincing arguments in its favor.47 Proponents 
argue that this requires less technical sophistication 
for developing countries since much of the activity 
is simply assembly. At the same time more employ
ment can be generated than in import substitution, 
since domestic firms can produce for a world market 
instead of a limited domestic market. The capital 
requirements of assembly industries are less than for 
intermediate and capital goods. Finally, this ap
proach is said to build upon the skills base for both 
labor and management that was developed during 
Stage IImport Substitution. 

Such an approach is not without its risks, how
ever, which policy makers must consider. Some crit
ics question whether there is suffi -ient room in 
world markets for lots of new producers of labor-in
tensive consumer goods. 48 The new wave of protec
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tionism in developed countries might block new 
developing country efforts in this area. Others argue 
that many third world countries do not have the 
capacity to match the cost, quality, and productivity 
levels of existing producers.49 Finally, Stage IExport 
Promotion requires knowledge of foreign markets 
and consumer tastes that firms in many developing 
countries simply do not have. In spite of the risks, 
the Costa Rican government felt this option was the 
most appropriate given the country's specific 
situation. 

Stage II Export Promotion:intermediateand capital 
goods. Virtually no countries have opted for a move 
directly from Stage IImport Substitution to Stage II 
Export Promotion. This would require a transition 
from production of, say, local shoes and shirts to the 
export of machinery in competition with Western 
Europe, the United States, and Japan. The argu-
ments against this quick jump look fairly convinc-
ing. The capital, technology, management, and 
other requirements are simply too great for a Stage 
I Import Substitution country. 

However, many countries appear to be making 
such a transition from either Stage II Import Substi-
tution (Mexico and Brazil) or Stage I Export Promo-
tion (Taiwan, Singapore, Korea, and Hong Kong). 

Some critics note more transition problems in 
the move from Stage IIImport Substitution or Stage 
I Export Promotion to Stage IIExport Promotion.50  

They argue that it is harder to get domestic produc-
ers of intermediate and capital goods to make the 
quality and productivity transitions for the world 
market than it is simply not to have had those do-
mestic industries at all. 51 Furthermore, they argue 
that these producers become such a strong pressure 
group that it is impossible to get them to make the 
transition. Finally, there is some evidence that the 
countries that, like Mexico and Brazil, have opted for 
Stage II Import Substitution have incurred larger 
levels of foreign debt than the export-promoting 
countries like 3ingapore and Taiwan, and that their 
next transitions will be far more difficult.5 2 Based on 
the problems involved, Costa Rica rejected this 
option. 

Managing Change 

Once policy makers believe that a change in indus-
trial strategy is necessary, they must make some 
ediucated guesses about whether this change can be 
effectively managed. While there are no simple rec-
ipes for managing the transition from one industrial 

strategy to another, lessons can be learned by ana
lyzing other countries' experiences. 

Country lessons about industrial transitions.Many 
countries that made successful transitions to outward
orientedindustrial strategy began with stabilization pro
grams.Countries like Taiwan between 1948 and 1961 
began their surprising economic miracles from a 
position of economic collapse.53 They had to combat 
hyperinflation, large government deficits, large 
spreads between official and black market exchange 
rates, and balance-of-payments crises. They did so 
with stabilization programs. Portugal, Greece, 
Spain, and Israel began their successful liberaliza
tion programs from a similar set of circumstances. 54 

Essential to this process were control of the fiscal 
deficit, tighter monetary control, and devaluation of 
the exchange rate. These measures combined to re
duce their trade imbalances. From this base they 
were able to move toward medium-term programs 
with an outward orientation. 55 

Countriesthatattemptedstabilizationandliberaliza
tion simultaneouslywere not ver, successfld. Countries 
that completed their stabilization processes first ap
pear to have been more successful at liberalization 
than ones that tried to do both at the same time. For 
example, one of the key elements of an outward 
orientation has been maintenance of a real exchange 
rate.56 Countries like Chile and Argentina in the late 
1970s and early 1980s allowed their exchange rates to 
appreciate in an effort to get control of inflation. At 
the same time, they tried to stimulate exports 
through tariff reductions and reforms in their capital 
markets. Appreciation of the exchange rate reduced 
the incentives to the export sector that they were 
trying to stimulate and caused the process to falter 
in Chile and to halt entirely in Argentina.5 7 The 
Philippines attempted to engage in liberalization in 
the midst of high inflation, fiscal deficits, and in
cieasing fore;gn debt. By 1983 it was forced to reverse 
the process. 58 

In spite of the accumulating evidence that it is 
easier to undertake stabilization and then adjust
ment sequentially, there are examples like Bolivia 
(1986-1988) and Gambia (1987-1988) where such 
efforts have occurred simultaneously with success. 
Managers need to think carefully about their own 
countries' circumstances before recommending si
multaneous efforts. 

While the idea of rapidliberalizationis theoretically 
appealing,politicalconsiderationsand market imperfec
tions in developingcountrieshave madea gradual,phased 
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approachmoresuccessfil. Many students of liberaliza-
tion argue "if a post-liberalization situation is supe-
rior to the initial position of a country, it would seem 
that a swift liberalization-leading to immediate 
realization of the benefits yielded by the superior 
new situation-would be desirable." 59 Further-
more, proponents argue that with rapid reform, po-
litical resistance to change does not have time to 
build up.60It is difficult, however, to find empirical
evidence ofany country that has been able to mount 
a successful liberalization p-ogram in a three-to-
five-year period. The World Bank mentions the case 
of Chile from 1973 to 1978 as one of unprecedented 
speed and breadth.61However, subsequent analysis
of Chile's collapse during the early 1980s has raised 
questions about the sustainability of the effort. The 
experiences of Bolivia and Gambia are too recent to 
evaluate their medium-term level of success. 

Rather, there is less ambiguous evidence of suc-
cessful 10-to-20-year transition periods fom one 
industrie! strategy to another in the cases of Taiwan,
Singapore, and the Republic of Korea.62 Those who 
have tried to identify the reasons for the occurrence 
of slower, multistage transitions cite problems of 
market imperfections and rigidities that make the 
necessary economic transformations tke longer
than imagined.6 3 They also cite the critical impor-
tance of building and maintaining political coali-
tions and permitting groups time to adjust.64 For this 
reason much of the recent literature cites the impor-
tance of decisive but gradual phased efforts. 

Demonstratingearly success has helped maintain 
public commitment to the process. Even though it ap-
pears to require time for a country to make the 
transition toward an outward orientation, it still 

appears to be necessary to demonstrate early success 

in order to make the public feel that the process is a 

serious and credible one. There is increasing evi-

dence that countries that demonstrated success in 

stabilization efforts after a serious crisis, like Costa 

Rica in 1983-1984, or Taiwan from 1948 to 1961, had 
a better chance of continuing their efforts than coun-
tries that did not do so, like the Dominican Republic
from 1982 and 1984 or Jamaica in 1978.65 

Significantdiferences ofopinionexistaboutwhether 
industrialtargetingand special subsidiesshould accom-
pany macro liberalization measures. Students of the 
experiences of Taiwan, Korea, and Singapore like 
Lawrence Lau, Gustav Ranis, John C. H. Fei, and 
Yung Whee Rhee argue that much of these 
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countries' success in moving toward outward-ori
ented policies and mobilizing their industrial sector 
in specific ways came not simply from macro mea
sures, but from combining these with special incen
tives to stimulate the industrial sector.66 These 
measures were used either while import barriers 
were still in place or while they were being disman
tied in a more gradual fashion. They believe that 
choosing specific product lines (autos and steel in 
Korea, for instance, or textiles in Taiwan) and setting 
export targets made a difference. 

In contrast those who oppose special measures 
argue that governments do not know enough about 
which products would respond to special incentives 
to justify industrial targeting. The World Bank, for 
example, questioned the effectiveness of industrial 
targeting in Brazil, Mexico, and Korea. 67 It also notes 
that export subsidies run the risk of becoming sub
ject to countervailing duties and charges of dump
ing by other countries. 

Some policy sequences appearto have worked better 
than others. Certain policy sequences seem to help 
marshal transitions from inward- to outward-ori
ented strategies more effectively than others. For 
example, both Michael Michaely and Anne Krueger 
suggest that the most successful liberalization ef
forts have begun with the attempt to maintain a real 
exchange rate, and with a liberalization of current 
account transactions. 68 At this stage some countries, 
like Ghana between 1966 and 1971, Israel from 1962 
to 1967, and the Philippines between 1960 and 1965,
successfully replaced quantitative restrictions and 
import controls with tariffs. 69 There followed a 
gradual reduction of rates of effective protection on
 
all levels of goods.
 

Krueger suggests '.hat liberalizing current account
 
transactions should be followed by the phased reduc
tion of producer and consumer subsidies on agricul
tural and other products, and by attempts to create 
more flexibility in wage rates.70 These adjustments
might be followed by attempts to gradually liberalize 
the domestic capital market by permitting local inter
est rates to adjust to their international level. 

Finally, most writers warn that capital account 
transactions should be opened last.71 They reason, 
on the basis of problems with experiences in Uru
guay, Argentina, and Chile, that foreign capital mar
kets have adjusted more rapidly than domestic ones 
and resulted in large inflows that have been difficult 
to absorb. 72 This has created a cluster of debt with 
an uneven repayment flow. It has also played a role 
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in revaluing exchange rates and distorting the local 
capital market. 

There are some apparentdangers in certain policy 

sequences duringliberalization.In theory liberalization 
efforts might proceed in any sequence. In practice 
policies have interacted to create special problems 
for firms, the government, and other key actors. 
Some of the most common problems have been 
caused by the interaction between appreciating ex
change rates, which reduce the value of export sales 
at the firm level, and elements of the cost structure 
that have risen uncontro',lably such as indexed 
wages (Chile, 1982), interest rates (Argentina and 
Uruguay, 1979-1982), and raw materials costs. 

Other squeezes have taken place when govern 
ments, in their desire to stimulate exports before they 
have found alternative sources of revenue, have re-
duced export taxes on the one hand or ways to cut costs 
on the other. Their subsequent inability to control their 
fiscal deficits has set off a chain of distortions that 
eventually result in overvalued exchange rates and a 
bias against the exporters they initially tried to help.73  

Finally, attempts to stimulate exports by reduc-
ing tariffs for raw inaterials and intermediate goods 
before reducing them for finished goods have some- 
times produced the opposite effects. 74 It was hoped 
that in theory exporters would get new advantages 
through reductions in raw materials costs. But in 
practice, continued protection on finished goods 
provided an even greater incentive to sell in domes-
tic markets. 

Should we embark on a new industrial strategy? A 
policy maker might conclude analysis of whether to 
embark on a new industrial strategy by answering 
the questions that appear in the following checklist: 

1. 	Is the strategy well thought out? 

" 	Does the country have or can it generate the 
conditions to permit a move from its current 
strategy to a new one? (Or do the factors in 
Table 9.8 present insurmountable barriers to 
changing the strategy?) 

" 	Do the product and market choices make 
sense? 

Will the country have access to the key inputs 
necessary for the new strategy? 

" 	Can the country become an efficient prodtcer? 

9 Can the country become a quality producer? 
e Can the public- and private-sector institutions 

adapt? 

2. 	Is the policy package internally consistent 
and paced in a realistic fashion? 

* 	Will wage, exchange-rate, commercial, fiscal, 
and monetary measures all move in the de

* 	Are there contraditions? 
Does the time frame selected permit industries 
aDod hance f seld entr 
a 

* How can the contradictions be resolved? 

3. 	 Do the coalitions exist for successful adjust
ment? 

a Do the internal coalitions exist for implemen
tation of new policies? 

9 If not, can the internal coalitions be developed 
for successfully implementing them? 

e Do the external coalitions exist for successful 
implementation? 

e If not, can they be developed? 

e 	What specific coalition-building tactics can be 
used? 

If the answers are positive, a change in industrial 
strategy may be worth exploring in more detail. 

Notes 
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Singapore:
 
Switching to an Export Orientation
 

... families without trouble are those in which grandfather rules firmly, telling the younger generations 
what to do. Even then there arepetty complaints. The grandchildrenwill complain that Elder Uncle is very 
good, Second Uncle isalright, while Third Uncle isnasty. Grandfather isable to reply, "Do you have 
enough food to eat? Do you have clothes to wear, and acomfortable place to sleep? Do you go to agood 
school? Ifso, what more do you need?"... As ayoungster, it seemed to me that a nation was like alarge 
family, to be dealt with in asimilar way. 

In February 1966, Lee Quan Yew, Singapore's prime 
minister, received his second hammerblow in six 
months. The British Defense Review Board recom-
mended closing its military installations by 1971-
installations that covered 10 percent of Singapore's 
land surface. The decision would result in the loss of 
43,000 jobs comprising 9 percent of the small island 
country's total employment and 9 percent of its GDP 
(see table 10.1). This bad news followed on the heels 
of Singapore's expulsion (in August 1965) from the 
Malaysian Federation, to which 19 percent of all its 
manufactured products were sold; indeed, the very 
future ofSingapore's Malaysian market was in ques-
tion. 

In the past six years Lee Quan Yew's People's 
Action party (PAP) had been directing an economic 
strategy that had resulted in high GDP growth rates 
(see table 10.2). 

But the country still had an 8 percent unemploy-
ment rate, and a labor force growing at 2.5 percent 

-Tan Kok Seng 
Coolie, resident of Singapore 

annually. In 1967 alone, 13,000 new jobs would be 
needed even without the loss of the British bases. 
What economic strategy might help overcome the 
crisis? How could the PAP consolidate its political 
base and continue to meet the needs of Singapore's 
1.8 million inhabitants? 

Background 

Located off the southern tip of the Malay Peninsula 
and just to the north of Indonesia, the city-state of 
Singapore comprises one main island and some fifty 
small ones. The total land area is 236 square miles, 
or 586 square kilometers (see figure 10.1). 

Singapore's modem history began in 1819 when 
the area, then virtually uninhabited, was claimed for 
Britain by Stamford Raffles, who perceived the great 
economic potential of the island's strategic locattan, 
magnificent deep-water harbor, and plentiful fresh 

This chapter is based partly on an earlier case by Amarnath V. Bhide and Professor Bruce R.Scott of Harvard Business School. Professor 
Scott was kind enough to let me include here some of the material from that case. 

L. ... . .. :1 ", . .*. . .' . CA't: .. 
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TABLE 10.1 Singapore: British Military Withdrawal and Transition Plans, 1967 

Facilities(10% of the land surface in Singapore) 
H.M.S. Naval Base (2,400 acres) radio station, barracks, fuel depot, dock yards. 
H.M.S. Simbang (870 acres) fleet amphibious forces base, runways, aircraft repair workshops, barracks, 

bungalows. 
Nee Song Garrison Camp (300 acres) barracks, vehicle repair facilities, schools, churches, athletic facilities. 
Kaatib Training Grounds (516 acres). 
Seletar (1,800 acres) 5,000-foot runway, aircraft repair workshops, ammunition and fuel storage facilities,

housing, schools, recreation. 
RAF Changi (1,900 acres) 8,000-foot runway, hangars, workshops, warehouses. 
Palau Blakang Mati (640 acres) already occupied by Singapore military. 
Pasir Panjang Complex (3,000 acres) military hospital, fuel depot, engineering workshops for armaments, 

vehicle repair, warehouses. 

Withdrawalplan employment levels 
Locally engaged Locally enlisted


Date civilians military Domestic servants 
 Total employment 
Apr. 1967 30,600 4,550 8,000 43,150
Dec. 1967 28,000 4,350 7,200 39,500
Dec. 1968 22,200 4,100 5,800 32,100
Dec. 1969 19,200 3,200 4,900 27,300
Dec. 1970 13,200 2,300 4,000 19.500
 
Dec. 1971 0 0 
 0 0 

Transitionplan compensationby Britishgovernment (grantsandloans) 
Donation of all facilities and fixed assets. 
Cash grant of 29 million dollars (25% for purchase of non-British goods and 75% for purchase of British
 

goods).
 
Interest-free loait of 86 million dollars with 25-year repayment period and 7-year grace period (25% pur

chase of non-British goods and 75% British).
 
SOURCE: Singapore Minister of Finance, Aninal Budget Statement, 1967. 

TABLE 10.2 Singapore: GDP by Sector, 1960 and 1966 (US$ million) 

1960 1966 
Sector US$ (Million)a Percent US$ (Million)a Percent 
Agriculture 85 4 135 4
Manufacturing 276 13 572 17
Finance 233 11 437 13
Trade 658 31 1,009 30
Transportation 276 13 336 10
Construction 64 3 168 5
Other 530 25 708 21


Total $2,122 100 $3,365 100
 
a. At 1985 prices.

SOURCE Singapore Minister of Finance, "Economic Patterns in the Seventies," budget speech, March 7, 1972.
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FIGURE 10.1 Singapore and Its Neighbors 
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water supriy. These attributes, plus Britain's policy 
of free trade, u:nabled Singapore to develop as an 
entrepoteconomy, that is, as one that serves a hinter-
land by collecting and sending out its exports and 
by lunneling imports to it. Many years later, some 
results of playing such a role were described as 
follows. 

[An entrepit economy's] importing and export-
ing activities inevitably require ancillary ship-
ping, insurance, banking, and communications 
services, as well as the facilities, equipment, and 
supplies for carrying them out. Finally, retailing 
and other service enterprises are needed to meet 
the consumption needs of the people engaged in 
entrepdt activities. Thus, a successful entrept 
economy will inevitably develop a very wide 
variety of sophisticated economic activities .... 

Based on this "sophisticated" role, from the start of 
the twentieth century Singapore generally en-

4 

. 

BALI 

joyed-after Japan-the highest per capita income 
in the East.2 

The opportunities offered by the island at
tracted immigrants from troubled neighboring 
countries, particularly China, including some immi
grants "with capital and know-how."' 3 By the 1920s 
the population was ethnically mixed. Thereafter it 
remained about 76 percent Chinese, 15 percent 
Malay, 7 percent Indian, and 2 percent "other."' 4 

Even within these major ethnic groups, language 
and dialects often differed so greatly as to preclude 
communication. 

During World War 1, Singapore was occupied 
Durin World a Sngpoe was op 

by the Japanese. Especially among the Chinese pop
ulation, a resistance movement got under way that 
was aimed at throwing off the foreign yoke. Never
theless, at war's end Singapore reverted to Great 
Britain. 

After ten years of colonial rule and four years of 
transition government, the British permitted elec
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tions. These resulted in independence and a victory 
for the PAP, whose leaders were middle-class law-
yers, journalists, teachers, and prominent trade 
unionists of a social democratic perspective. Al-
though the PAP won 54 percent of the vote, its 
victory had been clinched through an alliance with 
communist mass organizations, trade unions, and 
block organizations that left the PAP virtually cap-
tive. In 1963 the PAP was again reelected, but with 
only 47 percent of the vote, and its alliance with the 

newly formed Barison Socialist party, a Maoist-ori
ented communist party that gained 33 percent of the 
vote, became even more difficult (see table 10.3 for 
political information). 

Nonetheless, during the six-year period of PAP 
rule, the party developed a strategy of economic 
development and political consolidation that was 
not altogether unsuccessful. 

Singapore's Economic and Political 

Performance, 1959-1966 


The PAP leadership searched for a strategy that 
would generate employment and economic growth 
on the one hand, and that, or, the other, would 
provide the social services needed to consolidate its 
tenuous social base by attracting advocates from the 
communist mass organizations. Industrialization 
and employment generation would not be easy. As 
Dr. Goh Keng Swee, the minister of finance, saw it: 

The domestic market was small. Wages were 
then high compared with other Asian countries 
such as Hong Kong, Taiwan and South Korea. 
On top of this, a near endemic situation of labor-
management conflict arose out of the showdo;vn 
between the democratic and pro-communist 
forces.5 

Yet other problems might be best tackled first, 
since job creation would take time. The new govern-
ment needed to demonstrate concrete results to the 
population. Thus, housing and education were con-
sidered priority areas. But to produce results the 
government needed to gain control of the bureau-
cracy. 

Winning the bureaucracy. The Singapore civil ser-
vice was suspicious of the new postindependence 
politicians. The new prime minister went on an 
all-out campaign to win their support. He set up a 
political study center to help expose the civil service 
to postindependence values, and emphasized 
strongly that his party would reward efficiency and 

FormulatingIndustrialStrategy 

productivity. Lee Quan Yew in a speech to the civil 
servants noted: 

You and Ihave a vested interest in the survival 
of the democratic state. Whatever your views on 
socialism, capitalism, liberalism, communism, 
whether your views be progressive or conserva
tive, your task and my task for the next five years 
are exactly the same, i.e. to demonstrate that the 
democratic system can produce results ....6 

It is also useful to note that the Singapore civil 
servants were largely middle-class, English-edu
cated Chinese whose social background was quite 
similar to that of the new leadership. 

Building public housing. One of Lee's "major elec
tioneering points" had been the ineffectiveness of 
the Singapore Investment Trust (SIT), the colonial 
housing body. Accordingly, one ofhis first steps was 
to replace the SIT with a new agency, the Housing 
Development Board (HDB). Its assignment was to 
raise housing output from SIT's level of 1,700 to 
10,000 units a year for five years. 

Unlike the SIT, the government decided that 
uniform rentals of S$20, S$40, S$60, and S$90 wjuid 
be charged for one-, two-, three-, and four-room 
flats, respectively. The rentals were pegged at no 
more that 20 percent of the average wage earner's 
monthly income. 

The concept of planning for housing estates was 
on the "neighborhood principle," whereby each 
family would ideally find all its needs-markets, 
shops, schools, etc.-within convenient walking 
distance. Where an estate had more than three 
neighborhoods or 75,000 people, there would be a 
town center to provide more sophisticated needs 

such as libraries, post offices, banks, department 
stores, and cinemas. "The sites.., were ...all cho
sen within a five-mile radius of the city, so that a 
worker need not travel more than half an hour each 
way or pay more than 50 [U.S.] cents (one Singapore 
dollar, or S$1.00) for transport daily."'7 

Food policy. Compared with housing, food prices 
and food costs were an area where the government 
could do little to demonstrate its concern, since 
nearly all food was imported. Yet, with no important 
farm sector to support, PAP encouraged foreign 
sources to dump food in Singapore (see table 10.4 for 
comparative data on consumer prices). 

Education. Education was the second front on 
which the government sought to demonstrate its 
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TABLE 10.3 Singapore: Election Returns, 1959 and 1963, and Political Glossary 

Year/election Percentage of total valid votes Seats in parliament 

1959/Independence Others PAP Alliance LIB SPA Ind. PAP: 43 
3.2 54.1 6.7 8.2 20.6 7.2 Opposition: 48
 

1963/Second election Others BS PAP UPP SPA Ind. PAP: 37
 
1.8 33.3 46.9 8.4 8.4 1.2 Opposition: 44 

NOTE: Ind. stands for independent of parties, see Political Glossary. 

Political Glossary 

Alliance 	 A coalition made up of three traditional political parties: the Malaysian 
Chinese Associatien (MCA), whose supporters were usually upper- and 
middle-class Chinese non-English-speakers; the Malaysian Indian 
Congress (MIC), comprised of upper- and middle-class Indian supporters; 
and the United Malaysian Nationalist Organization (UMNO), whose 
supporters came from all classes of Malay society. 

Barison Socialist (BS) 	 A dissident wing of the PAP, which broke away in 1954 to form its own 
procommunist party. The party had strong support from the Chinese 
working class and strong control of the labor movement through the 
Singapore Trade Union Congress (STUC), as well as strong influence over 
the PAP itself. 

Chambers 	 The Chinese and Indian Chambers of Commerce as well as the expatriate 
chambers each represented upper- and middle-class businessmen on an 
ethnic basis. 

Clan Associations 	 The Clan Associations were Chinese extended-family organizations that 
usually professed strong maintenance of cultural identity. 

Labor Front 	 A coalition of middle- and upper-class intellectuals of all ethnic groups, 
which formed the first transition government in 1955. The ccalition was 
led by David Marshall. The party had a social democratic ideology. 

Liberal Socialist party (LIB) A small splinter party connected with the Labor Front. 
Malaysian Communist party An outlawed pro-mainland Chinese communist party with ties to the 

Barison Socialist party. 
Nan Yang San Pao Chinese language newspaper, the chief organ of the Chinese-speaking 

community and with a conservative orientation. 
National Trade Union Council The umbrella labor organization of the PAP, which attempted to organize 
(NTUC) its own labor movement to counter balance the Barison Socialist group 

SATU. 
People's Action party (PAP) A party with social democratic ideology formed in the late 1960s by 

middle-class lawyers, journalists, and teachers, and by seven prominent 
trade unionists who represented the postwar generation of nationalist 
politicians who led the anticolonial movement. Among them were Lee 
Kuar Yew (the current prime minister), Dr. Toh Chin Chye, Dr. Goh Keng 
Swee, and Lim Chin Siong. 

Singapore Trade Union 	 Barison-controlled trade union movement with enormous strength among 
Congress (STUC) 	 the Chinese working class. 
Singapore Herald 	 An independent progressive newspaper founded in the late 1960s. 
Singapore People's Alliance A splinter party of the Labor Front representing a small group of 
(SPA) intellectuals of Chinese and Indian origin. 
Straits Times 	 The official newspaper representing the PAP position. 
United People's party (UPP) 	 A small party with socialist orientation. 

SOURCE: Marc Lindenberg. 
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TABLE 10.4 Singapore and Its Neighbors: Examples of Comparative Costs and Other Data, 1966 
Cost of freight Cost of commu-

Distance from (U.S. $ per cubic nications (tele- Wages Benefits (%ofCountry New York meter) phone, telex) (US$/hour) wages)
Singapore 9,090 60 
Hong Kong 10,740 50 
Taiwan 11,212 50 
Japan 12,430 70 
Philippines 10,571 50 
Malaysia 9,090 60 

* US$ 0.31 30 
* 0.23 24 
* 0.12 24 
* 0.60 20 
* 0.20 16 
* US$ 0.25 20 

Singapore 
Consumer price index (1950=100) No. of strikes Person-days lost 

1961:98.0 
1966:106.7 

1961:116 
1967:10 

1961:410,889 
1966:41,322 

NOTE: * means no country had an advantage. 
SOURCE: Bhide and Scott 1980. 

effectiveness. Dr. Goh commented as follows: 

Immediate action was taken to extend and im-
prove the education system. School enrollment 
both at primary and secondary stages increased 
rapidly. Primaryfrom 266,625 school enrollment increasedto 336,163 between 1959 to 1963; 

secondary school enrollment from 48,723 to84,425.8 

Industrialization. Although efforts to attract indus-
trial jobs could not yield a quick payoff, PAP still 
took several steps toward this goal. Thus, it imple-
mented the Pioneer Industries scheme and the other 
industry ordinances passed by the previous admin
istration t-provide for investment. Like its prede-
cessors it also called in a team of outside economic 
advisors, this time from the United Nations. This 
team made a forecast of ten-year job needs, and it 
gave specific advice on such industria issues as 
tariff protection, safeguards for foreign investors, 
education for industry, infrastructural develop-
ment, labor relations, and criteria for selecting in-
dustries to try to attract.9 

In line with one of the U.N. proposals, Lee's 
government soon set up an Economic Development
Board (EDB) "tomakea success of industrial promo-
tion and to be the instrument of the government's
direct participation in industrial activity." The 
"nerve center" of the EDB was its Projects Division. 
This reviewed applications for loans, pioneer status, 
and tariff protection, processed applications under 
the control of Singapore's Manufacturing Ordi-

nance, and prepared feasibility studies on projects 
and ideas that might attract investors as well as on
commodities that might prove suitable for local pro
duction. Other divisions of the board had to do with 
underwriting and guaranteeing functions, financ
ing, industrialnidsra siteiedvlpetdevelopment, overseas promovrespoo
tion, etc. (Some of these activities were later hivedoffoftto more esspecialized organizations). 0 o eilz d og nz to s)
During the 1959-1966 period, economic growth
continued at 5 percent annually, value added in the
industrial sector alone more than doubled, and in
dustrial employment rose from 26,000 to 47,000 jobs
(see tables 10.6-10.9 for data on economic perfor
mance, to be discussed in more detail below). 

Financing the development effort. Until the PAP 
took office, one hindrance to effective development 
was the short time frame for budgetary planning.
The PAPchanged this with afour-year development 
plan drawn up by the Ministry of Finance and fo
cused on the "pattern of financing government de
velopment expenditure." In addition the 
government passed the Development Loan Ordi
nance in August 1959, which permitted Singapore to 
borrow from domestic and foreign sources for de
velopment purposes. 

With housing, schools, health facilities, indus
trial parks, and industrial infrastructure all being
rapidly expanded, the government's development 
program was expected to require "vast sums of 
expenditure." Outlays of S$871 million were 
planned for the 1961-1964 period as compared with 
S$550 million spent from 1955 to 1960. To make 
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loans to Singapore attractive under these circum-
stances, the government sought to emphasize that a 
high proportion of its outlays would be "self-wind-
ing" or at least "revenue-earning." For example, 
planned outlays on housing, water, gas, electricity, 
and telephones were classed as self-funding, and 
these were put at S$330.5 million (38 percent of the 
projected S$871 million total). Planned outlays on 
sewers, roads, bridges, industrial parks, etc. were 
classed as revenue-earning, and these were put at 
S$97.8 million (11 percent of the total).'1 

Singapore found it needed to borrow less than 
initially projected, due to cumulative surpluses in its 
operating budget (see table 10.5). The government 
transferred substantial portions of the operating sur-
plus to its development fund and borrowed only 
US$367 million between 1961 and 1965 from domes-
tic and foreign sources. 

Some 80 percent of the domestic total came from 
the Central Provident Fund (CPF), that is, from the 
social security system. Since the fund's money came 
from workers' and employers' contributions (both 5 
percent of wages at that time), its resources repre-
sented savings. Therefore, as Lee Soo Ann pointed 
out, "private savings financed that part of govern-
ment development expenditure which could not be 
paid for out of taxes." 12  

Fiscal policy. Under the PAP, Singapore's finances 
showed a surplus on current revenues less current 
expenditures, but generally showed a deficit in the 
overall balance after capital outlays were included. 
This deficit rose from about 6 percent of revenue in 
1962 to 22 percent in 1966, but fell to 11 percent in 
1967. 

In the latter year, Singapore adopted the prac
tice of borrowing much more than it required to 
finance its actual needs. The extra amount was used 
to build up cash balances and supplies of foreign 
exchange. When the United States and the IMF 
started selling gold in line with their objective of 
downplaying its role in determining international 
exchange rates, Singapore became a buyer of gold. 

Monetary policy. As in colonial times, the exchange 
value of the Singapore dollar was tied to sterling 
throughout the 1960s. There was also a legal require
ment that "gold, sterling, and other convertible for
eign assets" be held "equal in value to at least 100 
percent of the Singapore dollars in circulation."'13 

Available figures on the money supply and bal
ance of payments (tables 10.6 and 10.7) show an 
increase of almost 10 percent a year from 1963 
through 1967. 

Reflecting Singapore's heavy dependence on 

TABLE 10.5 Singapor,. Covernment Current and Development Revenues and Expenditures, 
1960-1965 (millions of U.S. dollars) 

Item 

Govt. operating budget 
Revenue 

Expenditure 

Surplus (deficit) 
Govt. development fund 

Transfers from operating 
budget 

Domestic loans 
Foreign loans 
Subtotal fund revenues 
Development fund 

expenditure 
Fund surplus (deficit) 

Combined operating & 
development fund surplus 
(deficit) 

NOTE: NA = not available. 

Cumulative 
Cumulative surplus or 

1960 1961 1962 1963 1964 1965 total deficit 

311 397 419 470 433 507 2,537 
223 275 322 370 409 430 2,029 

88 122 97 100 24 77 508 82 

20 110 30 230 16 20 426 

NA NA NA NA NA NA 257 
NA NA NA NA NA NA 110 
NA NA NA NA NA NA 793 
36 106 120 138 166 182 747 

46 46 
128 

SOURCE: Department of Statistics, YearbookofStatistics(Singapore, 1968) and Monthly DigestofStatistics(Singapore, March 
1971). 
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TABLE 10.6 Singapore: Money Supply, 1963-1967 (millions of U.S. dollars) 

1963 1964 1965 1966 1967
 
Mi 841 854 882 1,006 985 
Quasi-money 643 704 767 886 1,227
 
M2 1,484 1,558 1,649 1,892 2,212
 
Other 
 217 183 237 285 276 

Total 1,707 1,641 1,886 2,177 2,488 
Change (%) - -3.5 14.9 15.4 14.3 
Of which, due to: 
Foreign assets (net) 1,501 1,424 1,392 1,563 1,861
 
Domestic credit expansion 201 316 494 612 628
 

Claims on government 
 -745 -722 -618 -646 -728
 
Claims on private sector 946 1,038 1,112 1,258 1,356
 

Money/real GDP (%) 
 57.9 57.9 61.9 64.3 65.7
 
SOURCE: International Monetary Fund, International Financial StatisticsYearbook 1979, 364-65 and exhibit 18.
 

TABLE 10.7 Singapore: Balance of Payments, 1963-1967 (millions of U.S. dollars) 

1963 1964 1965 1966 1967
 
Trade balance (FOB)a -203 -213 -248 -214 -297
 
Merchandise: exports (FOB)a 1,075 849 918 1,035 1,058
 
Merchandise: imports (FOB)a -1,305 -1,062 -1,166 -1,249 -1,355
 
Other goods, serv. & income (net) 
 132 182 215 230 241
 
Private unrequited transfers -12 -13 -12 -13 
 -14
 
Official unrequited transfers 2 -11 -14 -2 1
 
Current balance -108 -55 -59 1 -69
 
Capital other than reserves 19 33 38 7 25
 
Net errors and omissions 121 
 18 16 42 143 

Total changes in reserves -32 4 5 --50 -99 

NOTE: Minus sign indicates debit. 
a. Free on board, i.e., less delivery to shipper.

SOURCE International Monetary Fund, InternationalFinancialStatisticsYearbook 1979, 366, 367.
 

the international economy, the largest factor in the One of their first steps was taken in 1959, when 
money supply continued tobe net foreign assets, but the Trade Unions (Amendment) Ordinance was 
the fastest-growing factor was the expansion of do- passed, giving the authorities power to refuse new 
mestic credit. unions and power to cancel the registration of exist

ing ones. By 1960, 37 unions had their registrations
Political consolidation. Besides trying to build sup- canceled and 16 others had their registrations with
port through social and economic performance, the drawn. On May 13,1960, a Trade Union Act replaced
PAP government -which had becn elected on the the Trade Union Ordinance. It provided, among
popularity of the Communists - tried to weaken the other things, for compulsory affiliation of individual 
hold of communism on key economic organizations. unions to the Singapore Trade Union Congress
Trade unions were an obvious battleground. Trade (STUC) and for the grouping ot unions into suitable 
union leaders, imprisoned under the previous regime, units according to occupation, trade, and industry.14
had been released, and they posed a powerful obstacle The Peoples Association (PA) was set up in 1960, 
to setting up rival unions. Accordingly, the non- technically as a statutory body (and therefore non-
Communists had recourse to legislative weapons: political), but the cil il servants who staffe t re

http:industry.14
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ported directly to the prime minister's office. One of 
several political secretaries appointed to the civil 
service handled the Peoples Association for the 
prime minister. The PA operated community cen-
ters, which provided services to the several local 

communities, such as kindergarten classes, commu-
nity radios, and recreational facilities The object 
was to establish a line of contact with the grassroots1 5 

The Works Brigade was set up to reduce the 
he Wsrifasdunemployment among youngpeo-

pre,,sure of mass uepomn mn on e-
ple and thus to reduce revolutionary tensionF The 
brigade was under the labor minister a:.d his politi- 
cal secretary.1 6  

During this period the PAP used a combination of 

effective economic performance with police powers
and creation of parallel organizations, both in the trade 

union movement and at the block level, to break the 
hold of the Barison Socialist party over the population. 

Barison fought back, but it reportedly failed to 
match Lee's skill: 

It soon became clear that the Barison's only 
strength was its mass popularity. At the leader-
ship level it lacked both experience and shrewd-
ness. One of the founders said, "The story after 
the form- tion of the Barison is a story of our 
retreat." As the party lost itself in the constitu-
tional labyrinths of the merger move, it showed 
up inconsistencies which the alert prime minister 
was quick to exploit to the hilt. At the same time 
Lee projected an image of profound consistency, 
fortifying it with effective governmental perfor-

17  mance. 

As a result, when Lee brought the merger issue 
to the population they voted overwhelming in favor, 
Singapore entered the Malaysian Federation in 1963; 
shortly after, Singapore returned the PAP to power 
in new elections. 

Singapore Expelled from the Malaysian 
Federation, 1965 

Over time, the PAP continued to suffer disappoint-
ment with the outcome of joining the Malaysian 
Federation. The faLure to develop a common market 
and continued trouble with Indonesia were not the 
only problems. Ethnic confrontations were an 
added difficulty, with riots occurring in July and 
September 1964. Thomas Bellows reported: 

Whether "n fact true, it was appa,'ently widely 
believed among the Malay community that the 

PAP government (a Chinese-dominated govern
ment) was endangering the basic fabric of Malay 
society, most immediately by its urban redevel
opment programs which entailed the resettling 
of some Malay families. 8 

Additional friction with Malaysia arose because 
of the PAP's desire to participate in the federal gov
ement, which the Alliance party. comprised ofermnwihteAlacpatcmrsdo 
three racially based parties-the Malaysian Indian 
Congress (MIC), the United Malay Natio ist Orga
nzto UN) n h aasa hns sonization (UMNO), and the Malaysian Chinese Asso
ciation (MCA)-opposed and because of 
fundamental differences between the two parties. 
Dr. Chan commented: 

democratic socialist party with a noncommunal 

structure based on a fairly homogeneous island. 
It is accustomed to open debate on nearly all 
political issues and swift implementation of pol
icy. The Alliance party on the other hand is a 
nonideological party with a communal structure 
based on a plural society. It is accustomed to 
bargaining and balancing the interests of one 
racial group with the other. Especially, it is used 
to backroom bargains where communal de
mands are given private airing rather than public 
expression, since the leaders believe that open 
discussion of communal issues will only inflame 
racial feelirgs. In dealing with a heterogeneous 
society policy changes are of necessity gradual 
and slow. The PAP in attempting to impose the 
Singapore style of politics on Malays was des
tined to be unsuccessful .... 19 

The Alliance party members found the Singa
pore attitude incomprehensible. It characterized the 
Singapore leaders as "young men who want to rush 
things," who in the process "tread or' every'oody's 
toes, knock everybody's head and bring chaos, sus
rpicions, misunderstanding, hatred, and trouble."20 

By mid-1965, the Malaysian leadership had had 
enough. They asked Singapore to withdraw, and 
Lee had no choice but to comply. Then in February 
of 1966 came the announcement about the closing of 
the British military bases in Singapore. The PAP 
government faced cha!!enges it had -,ever had to 
cope with before 

The Values behind Singapore's Strategy 

In order to understand the success of the PAP strat
egy from 1959 to 1966 and the values upon which 
past and future strategy might be built, it is impor
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26 

tant to analyze some of the basic orientations of the 
party and its prime minister. The quotes below re-
flect some of these orientations. 

In performance no one could fault the govern-
ment. Lee's method for mobilizing popular loy-
alty was not through conventional party 
organization, but through providing palpable
ac.ievement-orientedgovernment.Hesoughtto 
create legitimacy through prolonged effective

21ness.

OneofthefirstthingsLeedidonbecomingprime 
minister was to call his parents and brothers 
around him and tell them that from then on they 
should expect nospecial consideration from him, 
that they were entirely on their own as ordinary 
citizens of the state.22 

Societies like ours have no fat to spare. They are 
either lean and healthy or they die.23 

If we want to mobilize human resources.. . no 
one has the right to slack ....The capitalists make 
people work through monetary incentives .... 
The communists do it through regimentation .... 
The democratic socialist is less ruthless and con-
sequently less efficient, torn ...by his desire to 
distribute the rewards more fairly and too 
soon'24 

Iam [an] unrepentant socialist. But in my [own] 
state, I have to concede that, because it takes a 
long time to inculcate the high values of public 
duty ... performance has been best only when 
workers are offered high incentives for high per-
formance .... Our lowest productivity services 
...[are] where managers are on salary scales.., 
and where our workers are on wage rates which 
apply equally between the proficient hardwork-
ing man and the mediocre and not so hardwork-
ing man.. 25 

Facing the Crisis 

Early in 1967, David Bonavia of the FarEastern Eco-
no'nic Review assessed Singapore's postindepend-
ence prospects under the caption, "Singapore's Dark 
Horizon." His article began by pointing out that 
Singapore had recently enjoyed prosperity from two 
unusual sources: the war in Vietnam, which 
"brought many export and reexport contracts," and
"ohtna's ma66renry poth indgporc r , mand 
China's 1966 reentry into the Singapore rubber mar-
ket "in a 1 ig way." Clearly, the first could not be 
relied upon "as a long-term stimulus." As for the 
second, the "unreliability" of China as an export 
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market showed up in the "fluctuations" of China's 
imports from Singapore in the past six years.

Furthermore, Singapore's relations with Malay
sia-its "traditional and natural hinterland" -were 
still not cordial. Exports to west Malaysia were in 
fact declining, "presumably because of tariff barri
ers." White Singapore had been hoping thal re
newed trade with Indonesia might "make up for any
loss of trade with Malaysia," trade figures up 

throughJune 1966 still showed "ablank for Indones
ian trade." Under these circumstances, Singapore 
was seeking to "take a leaf out of Hong Kong's 
postwar book"-that is, Singapore was trying to 
compensate for lost trade through industrialization. 
"Any analogy with Hong Kong, how ever, is a false 
one." 27 

Postwar Hong Kong has been heavily dependent
on textile and garment exports. It achieved its pres
ent high level of export earnings from these prod

ucts before the developed importing nations - the
markets that really count- took fright and im 
posed widespread quota systems. These importing 
nations - the U.S., the EEC and Britain - regard 
themselves as having reached theend of their tether 
with regard to low-cost textileimports. Hong Kong, 
Japan and other producers have in future to be 
content with the quotas they have been granted in 
accordance with previous performance levels. The 
chances for an outsider to break in toany significant 
extent are poor. 

This is not to say that the Singapore govern
ment has been seriously planning to establish a 
large textile industry for export. But w,hat other 
lines of development does it have? There is still, 
admittedly, a good world market lor cheap plas
tic products, though this does xiot seem to figure 
very prominently in Singapore's indrstrial de
velopment. There is also room for more develop
ment in the electronic [assembly] industry. But 
electronic assembly depends heavily on low 
wages and Singapore's wage structure is compa
rable with that of Hong Kong, which now seems 
likely to lose out to Taiwan, with its lower wages,
in future competition for investment of this ind. 
Singaporealsolacksentrepreneurialexpertiseon 
the light industrial side. Ofcourse there are a host 
of light industrial consumer products-i.e., 
handicrafts, imitation jewelry, metal ware, foot
wear, etc.-which, taken together, can make up 
a useful mixed bag export earners. But industrial fragmentation ofof this kind makes for ineffi
ciency and duplication of effort in marketing, 
management, technological input and capital in
vestment. This is compounded by the wide dis
persal of markets....
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Singapore government leaders have talked 
blithely about developing the markets of the Af-
rican and East European countries. Hong Kong's 
experience, however-and in this case it is 
valid-has been that these markets barely count. 

More promising, in view of rising labor costs, 
are capital-intensive processing industries and 
heavy industries. But because of the high long-
term capital involved, any investor or develop-
ment agency needs to be thoroughly satisfied 
about the market prospects before launching into 
such enterprises. [Singapore's] Jurong industrial 
area was a farsighted project, but its basic market 
was Malaysia. Since politics intervened, the bot-
tom has been knocked ou of the idea. It is de-
pressing to [visit] the windswept empty acres of 
the site-land atJurong today, and reflect on what 
it might have been. Nearly 30 American invest-
ors are said to have called off plans last year to 
set up plants in Jurong after careful examination 
of the prospects. With the lavish provision of site 
facilities, this can only mean that investors see no 
substantial possibility of marketing the products 
if they set up in Jurong. [See figure 10.2 and tables 
10.8 and 10.9 for information on the industrial 
sector.] 

Singapore has to reckon with the competition 
of a host of other developing nations, all seeking 
to expand their exports. As an industrial nation, 
Singapore does not have enough head start or 
built-in advantages to assure it of success in this 
race, and it has virtually no natural resources or 
raw materials of its own. The only sensible an
swer is a fresh accommodation with Malaysia to 
restore the natural economic relationship. Fail
ing this, it would be very much in Singapore's 
interest to throw all its diplomatic weight behind 
the tardy campaign for regional economic coop
eration in South and East Asia. 28 

Britain's decision to pull its troops out of Singa
poreby the mid-1970s was still another blow in 1966. 
A New York Times Magazinearticle titled "Singapore 
Is Afraid That Time Is Running Out" noted that the 
economic impact of withdrawal would be great. 

British military personnel still numbered 28,000; 
their dependents, about 40,000. Some 45,000 local 
citizens were employed by these people, and about 
45,000 more were indirectly supported. 

The 90,000 to 100,000 jobs that will be lost with the
 
British pullout wx!l be added to an already high
 

TABLE 10.8 Singapore: Distribution of Manufacturing Sales in Singapore and Foreign Markets, 
1960-1965 (percentage) 

Manufacturing category 

Singapore market 
Food manufacturing 
Beverages 
Tobacco 

Textiles, footwear, and leather 
Wood and cork 
Furniture and fixtures 
Paper and paper products 
Printing and publishing 
Rubber products 
Chemicals, chemical and petroleum 

products
 
Nonmetallic mineral products 

Basic metal products 

Metal products 

Machinery 

Electrical machinery 

Transport equipment 

Miscellaneous manufacturing 

All industries 


Foreign markets 
All industries 

1960 1963 1965 

69 71 66 
55 71 71 
99 94 90 
71 44 27 
52 59 52 
71 58 84 
73 79 76 
79 80 82 
29 49 49 
54 80 71 

40 67 61 
43 47 55 
58 67 72 
76 74 66 
21 40 39 
98 70 61 
96 98 95 
64 73 67 

36 27 33 

SOURCE: SingaporeCensusof IndustrialProduction,1972. 
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FIGURE 10.2 Singapore: Selected Data on the Expansion of the Manufacturing Sector, 1963-1967 
(units employing ten or more workers) 
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SOURCE: Buchanan 1972: 86. 

TABLE 10.9 Singapore: Industrial Value Added and Employment in Selected Years 

Value added (%) Employment (%) 
Category 1959 1965 1959 1965 
Food manufacturing 11 9 14 11 
Beverages 14 8 7 4 
Tobacco 3 8 3 2 
Textiles 2 4 5 13 
Wood ar cork 6 6 9 10 
Furniture 1 1 2 2 
Paper products 1 1 1 2 
Printing 16 10 14 10 
Rubber 2 2 3 3 
Chemicals and petroleum 7 17 6 5 
Nonmetallic minerals 6 7 9 7 
Basic metal, 1 3 2 2 
Metal products 6 8 5 9 
Machinery 8 3 6 3 
Electrical machinery 8 3 4 3 
Transport 7 8 8 10 
Miscellaneous 1 2 2 4 

Total percentage 100 100 IU00 100 
Total value $143, )00,000 $349,000,000 26000a 47,000a 
a. Thousands of people employed. 
SOURCE: SingaporeCensus of IndustrialProduction,1972. 
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unemployment figure. It currently stands at 
52,000, over 9 percent of the nation's labor force. 
One cI the government's great tasks ahead is to 
spend public money in job generation. There is 
already under way an energetic drive to indus-
trialize, but it is producing only 5,000 jobs a 

29  year.

Finally one critic, Ian Buchanan, questioned the 
usefulness of the PAP's investments in the various 
social sectors. "None of these forms of investment," 
he said, "geaIerate immediate national income." In 
housing, for example, "it took S$17 of investment to 
generate S$1 of income." Yet housing had "absorbed 
22 percent of Singapore's fixed capital formation... 
over the decade 1955-65." Housing and education 
combined had accounted for almost 30 percent of 
public investment under the First Development 
Plan. Such an allocation of resources appeared to 
rest "heavily upon domestic political consideration 
for its justification." Its "real long- term contribution 
to economic development," however, was "hard to 
assess." Buchanan suggested that the chief payoff 
might be the "creation of a tightly disciplii'ed and 
English-educated labor force attractive to foreign 
investors." Despite emphasis on the technical and 
vocational aspects of education, this had been the 
most decisive effect of the government's "social de-
ielopment" policy-not greater social welfare, but 
greater social control, and the creation of a cheap, 
disciplined labor force.30 

Early success is not a guarantee of tuture perfor-
mance. In 1966 and 1967 the leadership of Singapore's 
PAP began to reconsider their overall strategy. 

Study Questions 


1. 	 Preparea political mapforSingaporein 1966. Who 
are the allies and opponents of the PAP? What 
strategies and tactics have been successful in con-
solidating power up to 1966? What may be the 
maj-.-r political problems of the next few years? 

2. 	 What has been the PAP development strategy 
from 1959 to 1966? What have the ol-iectives 
been? What sectors have been emphasized? 
What have been the successes and failures? 

3. 	 What should the government's new develop-
ment strategy be? What sectors should be high-
lighted? What attention should be paid to social 

investments versus productive investments? 
What industrial policy might make sense? De
sign the strategy. 

4. 	 Which groups might support or oppose the strat

egy you propose? How might you manage the 
implementation process and build coalitions? 
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Industrial Policy in Le6n:
 
The President's Industrial Policy
 

Commission
 

Business leaderJuan Gonzlez analyzed the propos-
als brought before the President's Industrial Policy 
Commission with a great deal of consternation. Six 
months ago he and other distinguished leaders from 
the private sector, the labor movement, and the 
government of Le6n (a small Caribbean island coun-
try) had been asked to form a special commission to 
review alternatives in industrial development and 
to make recommendations about industrial policy 
for the next three to five years. The options (see table 
11.1 for a summary) seemed hopelessly confusing. 

Juan's sense of pessii sm had mounted in the 
six months since the commission had begun its 
work. In the opening session the president had in-
formed them of the facts that Juan now reviewed in 
his mind. The economic growth of the country this 
year had slowed to zero and was expected to be 
negative next year. The government, in an effort to 
continue to generate employment, in recent years 
had increased its fiscal deficit to more than 13 per-
cent of gross national product (GNP) through public 
works programs and attempts to stimulate construc-
tion. (See figures A11.1 and A11.2 in the chapter 
appendix for basic data about Le6n.) Four years 
earlier in 1980 the fiscal deficit had been about 5 
percent of GNP. In the last four years total indebted-
ness in Le6n had climbed from 50 percent to more 
than 75 percent of gross domestic product (GDP) 
and interest and amortization payments from 20 to 
35 percent of GNP. The commercial banks had little 

appetite for lending and the multilateral lending 
institutions were skeptical. Certain bilateral donors 
were willing to help Le6n for strategic reasons. 
Le6n's traditional agricultural exports, sugar and 
coffee, had slumped hopelessly in recent years due 
to problems with international prices, while the 
price of oil and other imports had accelerated 
sharply. Le6n's commercial sector, one of its princi
pal economic motors, had slumped substantially as 
the rest of Latin America's economies had slowed. 

Le6n had also suffered from serious social prob
lems in recent years. Unemployment according to 
official statistics had accelerated to almost 20 per
cent. Popuiation continued to grow at an alarmirg 
3 percent annually. The country needed more than 
30,000 new jobs a year simply to maintain unem
ployment below 15 percent. As unemployment 
climbed and the government became less able to 
finance its jobs programs, political tensions and dis
satisfaction had increased. The government main
tained its 65 percent majority in the legislature, but 
the president had set up joint commissions of busi
ness, government, and labor that included both sup
porters and opponents of the government to look for 
solutions and to boost consensus. 

Juan's commission had agreed recently on such 
admirable objectives for the next three to five years: 
(1)economic growth of 3-6 percent with geneiation 
of 30,000 new jobs per year; and (2) equitable distri
bution of the gains (or losses) of the next three to five 

This case is about a real country situation; however, if.has been disguised at the request of those interviewed. 

It - . 



TABLE 11.1 Le6n: Proposed Alternatives for the Industrial Policy 

Sector/policy area 

Industry 
Tariffs 

Interest rates 


Available c-edit 


Sa'ries 

Taxvs and prof ts 

Agriculture 

Producc-support prices 

Salaries 

Government 
Expenditures 

Unemployment 

Agencies 

Debt service 

(interest plus 
amortization as % 
of GNP) 

Current -ituation 

70% of products with 50% 
tariff 

Subsidized 

Extensive 

Minimum salaries 

20% tax on profits 

Controlled prices 

Above international prices 

Minimum wages 

Deficit at 13% of GNP 

Increasing 

Diverse 

35% 

Alternative 1: 
rapid action 

At international price levels 
in 5 years 

Liberalized in 5 years 

Extensive, but where there is 

profitability (real) 
No minimvim salaries 

Exemption for 50% of profits 
+ export sales 

Liberate controlled prices 

Liberate 

No minimum wages 

Deficit at 6% of GNP 

Increased due to job cuts 

More efficiency 

no new ager-;es 
30% in 3 years 

Alternative 2: 
transformation 

At internation,. price levels 
in 12-15 years 

Liberalized in 12 years 

Extensive, real 10 years 

Salaries tied to productivity 

Exemption on employment 
and sales 

Release prices gradually 

Release gradually 

Salaries tied to productivity 

President cuts deficit to 6% 

of GNP 
Freeze jobs for 5 years 

One agency provides all 

services 
30% in 5 years 

Alternative 3: 
combined strategy 

Retain tariffs 
Set up free zone 
Tax-free goods 

Tax rebates 

Subsidize 

Extensive 

Dual policy 

Exemption in free zone and 
tax rebates 

Liberate prices 

Retain 

Dual policy 

Deficit at 6% of GNP 

Freeze jobs 

More efficiency 

30% in 3 years 

Alternative 4: 
inward strategy 

Retain tariffs 
Simplify products 

Subsidize 

Extensive 

Minimum wages 

9% profit limit, more state 
production 

Controlled prices 

Retain 

Minimum wages 

Deficit over 6% of GNP 

Continue increasing jobs in 
ministries and in public 
enterprises 

More public organizations 

Renegotiate or no payment 
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years. At the same time the president had reminded 
the commission members that the fiscal deficit 
would have to be reduced to below 6 percent ofGNP 
in the next three years and interest and amortization 
payments cut to below 30 percent of exports 
(through renegotiation of debt) in order to convince 
international donors and foreign companies to both 
lend and invest once again in Le6n. If such austerity 
criteria were maintained, resources might be forth-
coming from international donors. 

In their initial review of the industrial sector, 
Juan and others became convinced that it could not 
generate additional growth and employment if it 
continued to follow the stratgy of import substitu-
tion of ccnsumer goods. This strategy had served 
Le6n successfully for almost 15 years. As a result, 88 
percent of Li6n's industrial sales were for the inter-
nal market. In 1984 the sector's strong industries 
were in the processing of food and beverages, cloth-
ing, shoes, and other consumer goods (see appendix 
table A11.1). 

The industrial sector was dominated by a few 
family groups that controlled around 60 percent of 
the industrial sales. One of the groups was tied to 
joint investments with American and Japanese cap-
ital. The government had a few large enterprises 
(notably a match factory and a textile firm). The 
remaining industrial sales were generated by a vari-
ety of small- and medium-sized operators (see table 
11.2). 

On the positive side, the country's industrial 
development authority had identified highly prom-
ising markets for shirts and clothing in West Ger
many, electronic component assembly the United 
States and Europe, furniture in the United States and 
Europe, canned and processed foods in Eastern Eu
rope, the United States, and Latin America, and 
fresh vegetables and flowers in the United States. 
Many of the electronics assembly companies were 
seriously considering Le6n as an option for new 
operations. Le6n's population had an 80 percent 
literacy rate and good infrastructure, 

On the negative side, some of Le6n's costs were 
out of line with those of competitors from other 
countries (see appendix tables Al 1.2 and Al 1.3), and 
a bewildering array of government procedures 
slowed down and frustrated exporters. Current pol-
icies toward the industrial sector included a seriea of 
protective tariffs for local industrialists; investment 
incentives and tax holidays for new industry pro-
ducing for domestic markets: and loans at preferen- 
tial rates for industrial investors from the 
government development bapk. During recent 
years, industrial wages had had a tendency to rise 

compared with rural wages and wages in other 
sectors (see table 11.3). 

Productivity studies compared Le6n's indus
tries unfavorably to international standards (see ap
pendix tables Al1.2 and Al1.3). In the agricultural 
sector the government had attempted to stimulate 
the production of basic grains unsuccessfully. The 
country remained a net importer and at the same 
time maintained price controls on basic consumer 
products (see table 11.4). Finally, industrialists com
plained of the government's inability to control 
smuggling of consumer goods And of excess factory 
capacity. 

On the basis of their analysis, the commission 
believed that Le6n's industrial sector would have no 
future in industrial import substitution of consumer 
goods. Instead, they believed that there were op
tions in exports, and that as many as 10,000 of the 
30,000 new jobs needed annually could be generated 
in the industrial sector. However, they disagreed 
substantially about how Le6n might best develop a 
new industrial strategy. The commission had four 
proposals before it. The president asked Juan anti 
the others to review the proposals and state their 
strengths and weaknesses. They were also asked to 
suggest which policy option might make the most 
sense for Le6n for the next three to five years, and 
what steps would be needed to implement such a 
policy. Juan and others began to study the options 
carefully (see figure 11.1 tor a political map and 
appendix tables Al1.4 and Al1.5 for more informa
tion). 

Le6n's Industrial Policy Options 

Alternative 1: Rapid action to make the industrial 
sector competitive and to reduce government 
spending. According to proponents of Alternative 
1, Le6n needed to take immediate advantage of 
interesting market opportunities and attract foreign 
investors. To do this the country had to streamline 
its government procedures to make it easy to invest 
and to export. They proposed a one-stop agency -hat 
would manage industrial promotion, industrial 
sites, tax benefits and certificates, and export proce
dures. At the same time, proponents of this view
point felt that local industrialists (possibly in 
combination with foreign investors) needed to make 
themselves competitive as rapidly as possible in the 
international market. To do this they had to become 
efficient and more productive, so that their prices 
and quality would be comparable with those of the 
international competition. To force the industrial 



TABLE 11.2 Le6n: Companies in the Industrial Sector by Size, Market Size, Type of Capital, and Type of Project, 1984 

Companies 

Output Size 
Nondurable consumption goodse Bigg 

Med;umh 
Small i 

Durable consumption goods f Bigg 
Mediumh 
Smal i' 

Total companies 
Percent companies 

a. 100-50% manufactured goods sold in dernestic market.
b. 79% or less manufactured goods sold £i local market. 
c. 51% or more domestic. 
d. 51% or more foreign. 
e. Apparel, shoes, food items, consumer eleciTonics, etc.
f. Machinery, transportation equipment, metal products, etc. 
g. Sales over US$3 million. 
h. Sales from US$1 million to US$3 million. 
i.Sales under US$1 million. 

TABLE 11.3 Le6n: Terms of Trade in Agriculture and Industry, 1978-1984 (1978 prices) 

Compandes 

Total Percentage 

49 12 
75 18 

207 51 
20 5 
25 6 
27 8 

403 100 

General 
Export Import 
prices prices 

100 100 
104 106
 
106 110
 
106 115
 
10- 120 
110 122 
110 121 
110 121 

Basic daily con-
Year sumption of goods 
1978 100 
1979 105 
1980 110 
1981 115 
1982 120 
1983 122 
1984 128 
End, 19A 125 

Agriculture 

Farm Wages, farm Unemployment,


products sector 
100 100 
105 103 

106 105 

108 107 

109 107 

110 106 

110 107 

110 107 


Locala 

Domestic 
capitalc 

Foreign 
capitald 

36 8 
60 6 

181 7 
14 3 

6 8 
22 2 

319 34 
79 8 

rural sector (%) 
24 
24 

27 

25 

28 

30 

29 

30 


Markets 
Foreignb 

Domestic 
capitalc 

Foreign 
capitald 

3 2 
6 3 

15 4 
0 3 
3 8 
3 0 

30 20 
7 6 

Industry 
Industrial Wages, 

prices industry 
100 100 
105 104 

110 106 

114 112 

118 114 

119 116 

120 116 

120 116 


Unemployment, 
urban (%) 

12 
15 

14 

17 

16 

18 

20 

20 
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TABLE 11.4 Le6n: Support Price Policy and Agricultural Production, 1982-1983 (U.S. dollars) 

Product 
International 

price' 
Support 
priceb 

Price to 
consumerc 

Import quota for domestic 
consumption (percentage) 

First-quality rice 12.50 24.00 20 40 
Beans 20.28 28.00 25 60 
Refined sugar 21 _d 30d __e 
Coffee 121 __d 136d __e 

a. Average import price. 
b. Price set by Ministry of Agricultural Development. 
c. Price established by Office of Price Regulation.
d. The government does not play a role in selling sugar or coffee, but it does establish a sales price. In the case of rice and 
beans, however, it both fixes the price and sells the products. 
e. Quota in the international market has been filled. This has left an unsold surplus after domestic sales. 

sector to adapt rapidly, these proponents said they 
would drop general tariffs rapidly within five years 
to force textile, food-and-beverage, and other indus-
tries to adapt themselves to international competi-
tion. They also proposed a raising of interest rates in 
the development bank over a period of five years to 
international market rates and the tying of all salary 
increases in the industrial sector to increases in pro-
ductivity. To provide a cushion to industrialists and 
foreign investors in the transition period, they pro-
posed a five-year tax holiday for investors who ex-
ported more than 50 percent of their sales. 

In an effort to make up government tax losses 
from the dropping of tariff barriers and the five-year 
tax holiday, the proponents said they would lift 
government subsidies for basic products and permit 
the prices of local agricultural products to rise in an 
effort to stimulate demand. They argued that new 
tax revenues would be generated by the conivina-
tion of cutting subsidies and new taxes generated 
through agricultural productivity. Finally, they ar-
gued that the program could be paid for through 
rationalizing government operating and capital ex-
penditures, cutting waste, and putting a ceiling on 
public-sector employment as well. 

Alternative 2: Export promotion through gradual 
and guided transformation of the industrial sector. 
Proponents of this viewpoint were encouraged by 
the market prospects mentioned in recent studies by 
the Industrial Development Authority and by the 
willingness of the government to streamline the ex-
port process. They agreed with the proposal to 
streamline the investment and export processes 
through the creation of a single promotion-and-in-
vestment agency. They agreed that Lc6n's current 
industrialists as well as new investors needed to 
become r-,;re productive and competitive in inter-
national markets. However, they believed that the 

process of adjusting the sector needed to be gradual, 
and that small, medium, and large companies in 
Le6n needed assistance in making the transition. For 
this reason they proposed a new set of technical 
assistance services particularly to small- and me
dium-sized nationally owned firms to help them 
begin to export. In addition, they proposed reduc
tion of tariffs but over a period of 12 to 15 years, 
along with the same increase in interest rates from 
the goverlment development bank but over a 10
year extended period. They favored tax holidays for 
five years for new export industries based on criteria 
of both employment size and gross value exports. 
They proposed tying industrial wages gains to pro
ductivity but maintaining price controls for basic 
consumer products and gradually liberating them 
during a period of 10 years. They argued that the 
resulting tax lo~s would be compensated for by the 
general recovery of the industrial sector and even
tual repayment of taxes after the five-year tax holi
day was completed. 

Alternative3: Import substitution and export pro
motion, a combined strategy. Advocates of this 
viewpoint argued that it was possible to have the 
benefits of a new export policy while maintaining 
the existing industrial base. They proposed retain
ing the policy of import substitution, with its high 
tariffs, subsidized credit, investment incentives, and 
minimum wage policy. Simultaneously, they pro
posed the development of several special export 
zones for new industries where the attempt would 
be to produce at competitive prices and quality 
based on international standards. These zones 
would have no protective tariffs, credit would be 
provided at international!y comparable interest 
rates, and wages would be set equal to or slightly 
below Le6n's current minimums and fringe benefits. 
Wage gains would be based totally on productivity 



FIGURE 11.1 Le6n: Political Map, 1984 
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gains. The investors in these protected zones would 
have five-year tax holidays based on employment 
and sales volume. These could not sell in local mar-
kets. Those existing industrialists who wanted to 
export part of their existing production in textiles, 
shoes, furniture, or other existing industry could do 
so under current protection and receive tax credits 
equal to 20 percent of value of total sales exported. 
For example, if a shoe manufacturer was successful 
in exporting 40 percent of his total sales in any year, 
he would receive a tax credit equal to the value of 20 
oercent of the value of these sales. 

In regard to the policy of agricultural price sup-
ports and support of basic food prices, advocates of 
the combined strategy split into two groups. One 
group felt that the government would not be able to 
afford to subsidize food prices at the same time as 
the new subsidies inherent in the combined strategy. 
Thus, they argued that consumer price controls for 
food would have to be abolished and that taxes 
would have to compensate for the new subsidies. 
Other groups argued that removing food price con-
trols was politically explosive and recommended 
continuing with controls and adopting the new sub-
sidies of the combined policy as well. 

Alternative4: Continued import substitution with 
a different focus. A final group argued that the 
thrust at export promotion was a masked attempt by 
multinationals along with a few larg- Le6n indust;i
alists to destroy Le6n's national enterpri:es and gain 
control of the industrial sector, increasing profits 
while taking advantage of Le6n's cheap labor. They 
argued that the net effect of dropping tariff barriers 
would be to drive the majority of Le6n's small- and 
medium-sized industrial operators out of business, 
thus providing an opportunity for two of the three 
large families to gain control of a larger piece of the 
industrial sector. They argued that because of wage 
rates and freight cost, Le6n had little chance of com
peting with other countries, and that the markets 
identified by the Industrial Promotion Board were 
illusory. This group argued for continued protection 
but also simplification of the sector to a few indus-
tries to produce basic goods such as shoes, shirts, 
and simple consumer goods for mass consumption. 

In general, they argued that the social function 
of production was to meet the basic needs of the 

population. They believed that investors' profits 
should be limited to a 7 to 9 percent return on their 
investments. In the event that the private sector and 
international capital were unwilling to respond, the 
government should play a more direct role in pro
duction. Finally, they argued that growth levels of 
about 3 percent in the whole economy were all that 
was really necessary to cover population growth in 
each sector. Concentration should be on national 
production to cover national needs. They recog
nized that foreign exchange would be necessary, but 
argued that this could be gained through producing 
traditional agricultural exports more efficiently, and 
fo..ning international producers' associations to 
pressure for better prices. Finally, they argued that 
the international banking community could be pres
sured through coalitions of Latin American coun
tries into restructuring interest and amortization 
payments, and that the burden of debt-service pay
ments could be reduced, liberating resources for 
social programs and productive investments. 

Juan Gonziilez and other members of the 
President's Industrial Policy Commission studied 
the four proposals with the following questions in 
mind. 

Study Questions 

1. 	 What were the strengths and weaknesses of 
each proposal? 

2. 	 Which groups in Le6n would perceive that their 
interests were ben :fited or jeopardized by the 
proposals under 'iscussion? Why? 

3. 	 Which general option seemed most reasonable 
for Le6n? Which groups might attack the pro
posal and in what way? How might such groups 
be managed, compensated, or treated to reduce 
conflict? 

4. 	 What steps might be required to implement the 
new policy? 



Appendix
 

TABLE Al1.1 	 Le6n: Composition of Industrial Production, by Value Added, Employment, 
and Percentage of Product Sold ii Local Market, 1980 and 1984 (percent) 

%of Le6n's domestically 

Value added Employment 
produced manufacturing 

sold in I e6n 

Item 1980 1984 1980 1984 1980 1984 

Food 11 20 24 15 90 85 
Beverages 14 10 7 4 90 90 
Tobacco 3 8 3 2 99 99 
Textiles 2 4 5 9 90 60 
Lumber 6 6 9 10 60 80 
Furniture 1 1 2 2 90 80 
Paper 1 1 1 2 90 90 
Printing 16 10 14 10 80 80 
Rubber 2 2 3 10 80 80 
Chemicals 7 7 6 5 53 65 
Nonmetallic 6 6 9 7 80 90 
Metal 6 6 5 9 90 80 
Machinery 8 3 6 3 76 66 
Electrical 8 3 4 3 21 39 
Transportation 7 8 8 10 98 80 
Miscellaneous 1 2 2 4 91 95 

Total percentage 100a 100 a 100 a 100a 88 88 
Total value 4 22,000 b 600,000 26,000c 47,000 c 

a. Columns do not add to 100 because of rounding. 
b. US$ thousands. 
c. Thousands of people employed. 
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TABLE All.2 Le6n and Four Neighboring Countries: Factor Costs and Profitability in the Apparel Industry 

Assumed factor costs 

Mexico 

a. Based on Production Sharing International's experience of production to meet U.S. standards. b. Dollars in local currency. c. Projected sales for Free Zone tariff free. 

Costa Rica Haiti Le6n Jamaica Mexicali Ju~rez 
Direct labor

Base salary per hour (US$) 
Hours per week 

Payroll taxes 
Direct (%) 
Indirect (%) 

Number of operators 
Productivity factors (%)a 
Production level (dozen/year) 
Compound rate per KWH/month (US$) 
Rent (US$/m2) 

0.558 
48 

41.02 
25.71 

200 
5 

108,700 
0.144 
3.50 

0.310 
48 

33.00 
29.00 

200 
15 

101,900 
0.679 
1.50 

0.880 
48 

28.60 
17.30 

200 
5 

99,650 
0.170 
1.30 

0.7405 
48 

30.50 
27.80 

200 
10 

90,584 
0.120 
3.42 

0.555 
48 

42.00 
35.71 

200 
5 

108,700 
0.290 
3.75 

0.55 
48 

42.00 
35.71 

200 
5 

103,700 
0.290 
3.75 

Statement of earnings (thousands of U.S. dollars) 

Mexico 

Exchange rate b 

Sales 
Direct labor 
Manufacturing overhead 
Raw material 
Sales costs 
Gross profit 
General expenses 
Interest 
Transportation, insurance, and import duties 
Transportation and shipping insurance 
Total expenses 
Net profit befc re taxes (before U.S. costs)
Net profit (percentage) 

C )sta Rica 
43 

6,930 
257 
379 

3,968 
4,604 
2,326 

133 
85 

506 
155 
879 

1,447 
20 

Haiti 
1 

6,496 
134 
336 

3,719 
4,189 
2,307 

136 
57 

379 
103 
675 

1,625 
20 

Le6n 
1 

6,353c 
338 
409 

3,637 
4,384 
1,969 

140 
92 

418 
89 

739 
1,230 

19 

Jamaica 
2 

5,775 
294 
431 

3,306 
4,031 
1,754 

138 
107 
418 

91 
754 

1,000 
17 

Mexicali 
118 

6,930 
350 
466 

3,968 
4,784 
2,146 

149 
85 

423 
103 
760 

1,386 
19 

Judrez 
118 

6,930 
350 
466 

3,968 
4,784 
2,146 

148 
85 

392 
56 

681 
1,465 

21 

SOURCF: Production Sharing International. 



TABLE AIl.3 Le6n and Four Neighboring Countries: Factor Costs and Profitability in the Electronics Industry 

Assumed factor costs 

Mexico 
item Costa Rica Haiti Le6n Jamaica Mexicali Juirez 
Direct labor 

Base salary per hour (US$) 0.560 0.325 0,840 0.640 0.650 0.650 
Hours per week 48 45 45 40 56 56 

Payroll taxes 
Direct (%) 
Indirect (%) 

41.02 
25.71 

33.00 
29.00 

28.60 
17.30 

30.50 
27.80 

12.00 
35.71 

42.00 
35.71 

Number of operators 93 99 101 112 93 93 
Productivity factors (%)a 5 15 5 10 5 5 
Compound rate per KWH/month(US$) 
Rent (US$/m 2 ) 

0.144 
3.50 

0.679 
1.50 

0.17 
1.30 

0.123 
3.42 

0.029 
3.75 

0.029 
3.75 

Statement of earnings thousands of U.S. dollars) 

Mexico 
Costa Rica Haiti Le6n Jamaica Mexicali Jufrez 

Exchange rate b 43 1 1 2 118 118 
Sales 
Direct labor 
Manufacturing overhead 

3,250 
130 
379 

3,250 
75 

397 

3,250c 
193 
405 

3,250 
149 
452 

3,250 
176 
548 

3,250 
176 
548 

Raw material 
Sales costs 
Gross profit 
General expenses 

1,500 
2,009 
1,223 

111 

1,500 
1,972 
1,278 

117 

1,500 
2,098 
1,152 

125 

1,500 
2,101 
1,149 

121 

1,500 
2,224 
1,026 

135 

1,500 
2,224 
1,026 

334 
Interest - - - -
Transportation, insurance, and import duties 
Transportation and shipping insurance 

79 
22 

68 
17 

75 
24 

75 
21 

84 
21 

80 
17 

Total expenses 212 202 224 217 240 431 
Net profit before taxes (before U.S. costs) 
Net profit (percentage) 

1,011 
31 

1,076 
33 

928 
28 

932 
28 

786 
24 

795 
24 

a. Based on Production Sharing International's experience of production to meet U.S. standards. b. Dollars in local currency. c. Projected sales for Free Zone tariff free.
SOURCE: Production Sharing International. 
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TABLE All.4 	 Le6n: Structure of Industrial Tariffs 

Percentage ot industrial products with different levels of protection 

Tariffsa 	 1980 1984
 
Less than 30% 10 10
 

31-50% 40 
 40
 
50-100% 20 
 30 

More than 100% 30 	 20 
a. Percentage of nominal protection over average import price. 

TABLE All.5 	 Le6n: Profits in the Apparel and Electronics Industries for Producers in Various Markets, 
1984 (US$ thousand) 

Apparel 	 Electronics 

80% sales in local 80% sales in local 
Free market Free Local market 
zone Local market + 20% exports zone market + 20% exports 

Adjustment in 0 (1.15 x 6,353) (1.15 x 0.80 x 6,353 + 0 (1.30 x (1.30 x 0.80 x 3,250 
sales tariffs 1,271) 3,250) + 650) 

Sales 6,353 7,305 7,115 3,250 4,225 4.030 
Sales costs 4,384 4,384 4,384 2,098 2,098 2,098 
Additional costs 739 739 739 224 224 224 
Profits before 1,230 2,182 1,992 928 1,903 1,708 

taxes 
Taxes (20%) 0 436 398 0 380 341 
Deduction CAT 0 2540 0 0 (130) 

(-) 
Net taxes 0 436 	 144 0 380 211 
Profit after thxes 1,230 1,746 1,848 928 1,523 1,497 
Profit as % of 19 24 26 28 36 36
 

sales
 

NOTE: CAT = tax savings certificate. 



FIGURE A11.1 Le6n: Socioeconomic and Political Situation, 1983-1984 
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0 
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FIGURE Al1.2 Le6n: Economic Situation, 1984 (US$ million) 

GNP (US$ million) Problem 

Projected 
growth (%) 

Sector 1983 1984 1985 
Agriculture 2,400 - -
Industry 600 () 
Commerce 
Construction 600 48 (3) 

Services 1,200 (1) 2Total GNP 6,000 negative negative 

growth growthObjectives 

Components of GNP and other indicators 
Consumption 4,620 2 2 
InveF.ment 1,380 2 0 
Exports 2,340 2 2 
Imports 2,700 4 2 
Prices 100 103 105 

' 

* 

* 

* 

* 

* 

Stagnation (GNP growth =0) 
Investment = 0 
Negative tradp balance 
Government deficit 
High debt service 
Living standards declining 

Growth in 3-6 years 
Equitable distribution 
30,000 new jobs per year 
Fiscal deficit below 6% 
Debt service reduced to 30% of 
exports through renegotiation 

Foreign debt 

Item 1980 

Foreign debt 2,640 
Debt as %GNP 50 
Debt service 468 
Debt service as 

% of expurts 20 

1984 

4,320 

75 

35 

Item 

Current operating income 
Operating expenses 
Operating savings 
Capital expenses 
Deficit 

Government income and expenses 
Value in 1980 Percentage of GNP
(US $ million) 1980 1981 1982 

1,531 29 29 29 
1,310 25 28 28 

221 If 1 1 
485 8 8 8 
264 5 8 8 

1983 

29 
28 

1 
10 
10 

1984 

29 
31 
1 

11 
13 

NoTE:  means not available; parentheses indicate negative number.
SouRcE: Marc Lindenberg. 



12 IVAN SABALLOS 

Industrial Policy in Costa Rica:
 
Import Substitution or Export Promotion
 

In August 1984 Costa Rican policy makers evaluated 
their country's economic strategy. At the beginning 
of the 1970s, the country hac abandoned its reliance 
on coffee and banana exports, industrial import sub-
stitution, and the development of a regional com-
mon market. Now, with a severe decline of the 
world economy and depressed local and regional 
markets, many Costa Ricans favored a new eco-
nomic model based on the promotion of nontradi-
tional exports to third mnarkets. However, others 
thought that the country's economic development
should be based on industrial production for local

b parkets.Stillotheroun or lhattshold e al f oal 
and regional markets. Still others felt that the two 
schemes were compatible. 

According to Dr. Mario Carvajal, Costa Rica's 
minister of exports and investment, a development 
model based on industrial import substitution and 
the Central American Common Market (CACM) 
was to.,,Xy insufficient for Costa Rica's require-
ments in the 1980s. Costa Rica's president, Luis Al-
berto Monge, supported Dr. Carvajal's viewpoint, 
Mr. Richard Beck, hor,-orary president of the Cham-

ber of Industries, stated: 

Costa Rica is clearly in a position to take advan-
tage of the intiative that President Reagan and 
the IJ.S. Congiess recently adopted. Due to our 
democratic traditions, social and political stabil-
itv, and the educational and cultural levels ofour 
people, we have all the essential elements to 
conquer the large U.S. market. 

Dr. Eduardo Lizano, the former minister of 
economy and commerce and present executive pres
ident of the Costa Rican Central Bank, opposed this 
position. In a statement to La Naci6n, Costa Rica's 
largest newspaper, he stated: 

Ibelieve that the engine of economic reactivation 
should be the domestic market and internal con
sumption, including the Central American Com
mon Market (CACM). My approach is different 
than that of Dr. Carvajal. I give more priority to 
the CACM than third markets. I feel there is a
greater economic potential in the region than in 
trying to reach pew markets. Ibelieve that non
traditional products sold in new markets will be 
nothing more than a residual and not something 
we can base our economic development on. Pres
ently, our industrial infrastructure is designed to 
serve the domestic and Central American mar
kets. We already produce traditional products 
efficiently. The economic potential of the CACM 
provides a real possibility of increasing our ex
ports in the short run. 

Carlos Araya, general manager of a leading in
dustrial concern and president of the Chamber of 
Industries, felt that Costa Rican industrial activity 
deserved to be preserved and strengthened because 
it not only represented a direct source of income for 
more than 107,000 workers, bat also substantially 
contributed to the national treasury through indi
rect, income, and property taxes. "Tariff protection," 

lviin Saballos isassociate director of the Export and Agribusiness Management Programs at the Central American Institute of Business 
Administration (INCAE). This case was written under the supervision ofMarc Lindenberg. Quoted material in this chapter comes from 
the author's interviews with Costa Rican policy makers. 
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he said, "is a political tool not exclusive to Costa Rica 
or Central America. On the contrary, all the more 
developed countries have protective measures." 

In the middle of this controversy, some leaders 
advocated the implementation of a combined strat-
egy substituting imports, on the one hand, and pro-
moting exports to third markets and investment, on 
the other. The engineer Jorge Manuel Dengo, who 
replaced Mario Carvajal as head of the export and 
investment program, stated that it would be a mis-
take to concentraze resources to increase new ex-
ports without also paying due attention to "what weknow how to do, and what we have available." 

The Current Situation in Costa Rica 

By the end of 1982, the Costa Rican economy wasexperiencing its worst crisis since the depression of 
the 1930s. Living standards fell. Social tension in-
creased. 

Economic aspects. During the 1970s, Costa Rica's 
strategy of industrial import substitution, support ofthe regional common market, and diversification of 
traditional exports began to pay off. Gross domestic 
product (GDP)grew at a rate that averaged 6 percent
annually. Growth rates in the industrial sector were 
almost double that amount. The country continued 
to invest heavily in health, education, and nutrition, 
Income distribution improved. The country made 
gains in literacy and life expectancy. Infant mortalitywas reduced. 

However, the downturn in the world economy
after the second oil shock of 1978 had its impact on 
Costa Rica. Commodity prices fell. The country's
dwindling foreign exchange earnings were further 

diminished as it paid for higher priced oil imports. 

Costa Rica experienced larger and larger negative

commercial balances. To keep the economy moving

the government increased its foreign borrowing, ex-

panded the money supply, and ran increasingly

larger-fiscal deficits. Finally, GDP ceased to grow. 

Costa Rica's GDP declined by 7.3 percent be-
tween 1981 and 1982 (see lable 12.1). The value of 
agricultural production declined 4.7 percent and
industry had a negati ve growth rate of 11.4 percent. 
Light metal, lumber, wood products, furniture, and
chemicals were among the most severely affected 
products. The capacity utilization of most manufac-
turing firms declined as well (see table A12.1 in the 
statistical appendix to this chapter). 

In spite of declining economic growth, internal 
credit grew 14.29 percent in 1981 and 34.75 percent 
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in 1982. Thc fiscal deficit grew as well, from 4 to 9 
percent between 1977 and 1980. As a result of Costa 
Rica's serious financia' problems, its rate of inflation 
reached almost 90 percent in 1982. 

When President Monge took oftice in May 1982 
his economic tean, formulated and implemented a 
plan to achieve economic stabilization. At the ena of 
1983, the results looked positive. Inflation had been 
reduced to 10.7 percent. Parity between free aad 
interbank exchange rates was established and mod
est GDP growth took place (0.88 percent). 

Social aspects. Between 1978 and 1982, the living 
levels of Costa Ricans declined substantially (see
table 12.2). In the words of Oscar Aguilar Bulgarelli,
presidential candidate of the Social Christian Unity 
party (PUSC) in the 1986 elections: 

The country is developing a social confrontation 
which if not stopped in time will lead to the end 
of democracy. Not only do workers wish to re
cover their rights, but also businessmen want to 
develop productive activity. 

Social dissatisfaction was widespread. Mer
chants gave the government a month to respond to 
30 demands, which included breaking off diplo
matic relations with Nicaragua, reducing public
spending, and imposing controls on food prices. The 
banana workers went on strike for more than a 
week. Teachers demanded pay i-aises. 

Political aspects. Costa Rica's political stability was
 
seriously threatened (see figure A12.1 in the appen
dix for a political map). Both the National Liberation
 
party (NLP) and the Social Christian Unity party

(PUSC) were accused of trying to win the 1986 elec
tions by mere electoral ploys and paying no atten
tion to the needs of Costa Rica. One ex-president

warned: "The lack of patriotism and cooperation
 
among some government officials, congressmen
 
and the presidency of the Republic is leading this
 
country toward economic chaos and a national po
litical setback."
 

The Industrial Sector 

Key issues. The origins of the Costa Rican and Cen
tral American industrial sectors date back to a meet
ing during the fourth session of the Economic 
Commission for Latin America (ECLA) in Novem
ber 1952, when the region's economic ministers 
committed themselves to achieving economic inte



TABLE 12.1 Costa Rica: Gross Domestic Product at Producer Prices, by Sector of Origin, 1979-1982 (millions of 1966 colones) 

Composition by sector (percentage) Growth rate (percentage)
GDP and origin 1979 1980 1981 1982 1979 1980 1981 1982 1979/80 1980/81 1981/87 
Gross domestic product 9,576.0 9,648.0 9,430.0 8,743.0 100.0 100.0 100 100.0 0.8 (2.3) (7.3)
Goods 4,457.0 4,459.0 4,406.0 3,929.0 46.5 46.2 46.7 44.9 0.0 (1.2) (7.3)
Agriculture 1,745.0 1,736.0 1,825.0 1,739.0 18.2 18.0 19.4 19.9 (0.5) 1.1 (4.7)
Manufacturing 2,103.0 2,120.0 2,109.0 1,869.0 22.0 22.0 22.4 21.4 0.8 (0.5) (11.4)
Construction 609.0 603.0 472.0 321.0 6.4 6.2 5.0 3.7 (1.0) (21.7) (32.0)
Basic services 844.0 901.0 914.0 919.0 8.8 9.3 9.7 10.5 6.8 1.4 0.5
Electricity and water 201.0 225.0 242.0 253.0 2.1 2.3 2.6 2.9 11.9 7.5 4.5
Transportation, storage, and 643.0 676.0 672.0 666.0 6.7 7.0 7.1 7.6 5.1 (0.6) (0.9)

communicatons 
Other services 4,274.0 4,289.0 4,109.0 3,895.0 44.6 44.5 43.6 44.5 0.4 (4.2) (2.8)
Commerce, restaurants, and hotels 1,794.0 1,741.0 1,556.0 1,374.0 18.7 18.0 16.5 15.7 (3.0) (10.6) (3.5)
Financial institutions, insurance, and 486.0 500.0 490.0 494.0 5.1 5.2 5.2 5.7 2.9 (2.0) 1.9 

other services to firms 
Real estate 649.0 665.0 676.0 682.0 6.8 6.9 7.2 7.8 2.5 1.7 0.6
General government 933.0 967.0 984.0 956.0 9.7 10.0 10.4 10.9 3.6 1.8 (4.0)
Other personal services 412.0 416.0 403.0 389.0 4.3 4.3 4.3 4.4 1.0 (3.1) (8.0) 
SOURCE: Central Bank of Costa Rica. 
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TABLE 12.2 Costa Rica: Selected Living Standards Indicators, 1979-1982 (indexes: 1978 100.0) 
Indicators 

Goods availability 
Production per inhabitanta 
Import of consumer goods per inhabitantb 
Overall supply per inhabitant 

Consumption and imports
 
Overall consumption per inhabitant 

Exporters per inhabitantc 


Revenues
 
Average real wagesd
 

All employees on wage 

From private sector 

From public sector 


Unemployment rate 
Total unemploymente 
Urban unemployment 
Rural unemployment 

Per capita consumption of certain goods 
fBasic food items per average wage
 

Milkg 

Meath 

Electricity' 

Telephonesl 

Gask 

Cement 


NOTE: NA = not available. 

1979 1980 1981 1982 

102.1 100.1 93.0 85.9 
100.7 97.3 48.9 35.2 
101.6 98.3 85.4 72.9 

99.7 95.2 80.3 74.4 
101.4 92.8 100.4 82.2 

107.6 103.7 87.4 66.9 
108.5 105.1 82.8 68.5 
105.0 97.2 84.1 62.7 

106.5 128.3 191.3 204.3 
101.8 105.4 162.5 187.5 
116.7 163.9 233.3 230.6 

2.4 2.2 1.9 1.1 
99.1 97.0 94.2 89.9 
94.6 75.4 87.9 NA 
95.9 97.8 97.8 NA 
93.8 105.5 94.0 94.0 
91.9 81.6 68.5 63.2 

107.6 112.1 105.6 61.3 

a. Colones at 1966 constant price. Production refers to gross domestic product.
b. According to an index of the volume of imported consumer goods. 
c. Calculated by the Costa Rican Central Bank.
d. Calculated by the Social Security Institute and National Household Survey of Employment and Unemployment.
e. In July, according to the National Household Survey of Employment and Unemployment.
f. Refers hypothetically to the amount of foodstuffs that could have been acquired each year if the nominal wage had
been spent entirely on "basic foodstuffs" at July prices. See Ministry of Labor and Social Security, La Canasta Basica
Salarial y la Escala Movil de Salarios, alternativas para la definicion de la politica salarial" (San Jose, August 1982).

g. Per capita production of milk.
 
h. Based on the live weight of animals slaughtered for domestic consumption.

i. Electricity used in households.
 
j. Based on the 100 calls that each owner is entided to.
 
k.Based on the national sales of gasoline per year.

SOURCE: Deveioped by the Academia de Centroamerica, San Jos6, Costa Rica.
 

gration in the region. During this year intraregional 
commerce amounted to only US$9 million, 

During the 1960s the region developed a com-
mon external tariff; tax exemptions on imports of 
machinery and equipment, raw materials, non-
finished goods, and fuel; and a tax exemption on 
assets and capital for industry. Between 1960 and 
1982, industry's share of GDP grew from 13.8 to 21.1 
percent while the agricultural sector's share dimin-
ished from 39.3 to 19.8 percent. During the same 
years, commerce increased only from 14.6 to 15.3 
percent. 

Structure.The industrial structure of Costa Rica 
in the 1960s and 1970s was characterized by concen
tration of production in light industries or nondura
ble consumer goods such as food products, 
beverages, tobacco, textiles, wood, and printing (see 
tables 12.3 and 12.4). 

Ownership. Although there were some studies 
on foreign investment in the countries of the re
gion--studiesindicatingthatforeignindustrialcap. 
ital predominated by far-the ones on Costa Rica 
were not exhaustive. Partial studies, however, indi



TABLE 12.3 Costa Rica: Value Added in Industrial Production, by Industrial Area, 1973-1982 (percentage) 

Industrial sector 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 
Food, beverages, and tobacco 46.3 45.0 44.1 44.8 46.8 47.0 47.2 45.6 44.7 46.4 
Textiles, apparel, and leather 11.6 11.5 11.7 11.7 11.2 10.8 10.0 10.1 10.5 14.3 
Lumber, wood products, and furniture 6.8 8.5 9.3 9.9 7.8 7.3 7.2 7.1 6.0 4.8 
Paper products, printing, and publishing 5.5 4.6 3.9 4.2 4.3 4.4 4.6 4.8 4.3 4.9 
Chemicals, rubber, and plastics 14.3 15.5 16.9 14.8 14.8 14.9 15.5 16.8 18.1 15.7 
Nonmetallic minerals 4.1 3.4 3.6 3.7 4.1 4.0 4.2 3.8 3.3 3.1 
Light metal products 9.9 9.9 8.8 9.3 9.5 10.1 10.1 10.8 12.1 9.9 
Other manufacturing industries 1.7 1.7 1.6 1.5 1.6 1.5 1.2 1.1 1.0 0.9 

Total 100 100 100 100 100 100 100 100 100 100 

SOURCE: Central Bank of Costa Rica. 
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TABLE 12.4 Costa Rica: Contribution of 
Consumer, Intermediate, and 
Capital Goods to Industrial 
Production (percentage) 

1960 1973 1982 
Consumer goods 88.0 70.2 70.4 
Intermediate goods 10.0 18.4 18.8 
Capital goods 2.0 11.4 10.8 

Total 100.0 100.0 100.0 
SOURCE: Central Bank of Costa Rica. 

cated that Costa Rica, like Guatemala and El Salva-
dor, had an industrial structure dominated to a great 
extent by muhtinational companies. In 1982 an article 
in the Social ScienceJournalof the University ofCosta 
Rica concluded that foreign investors owned more 
than 50 percent of firms in food products, beverages,
transportation materials, drugs, office supplies, sta-
tionery, fertilizers, radios and electrical equipment,
and furniture. 

Location. While there were no industrial parks,
approximately 80 percent of the manufacturing
firms were located in the metropolitan area. This 
attracted rural migrants, contributed to rapid urban-
ization, and accelerated demand for basic services, 

Employment. The employment level generated
by the industrial sector was highly significant. In 
1980, industry employed 110,000 people (16 percent
of all employment) as compared to 34,000 in 1963. 

Market.During the1980-1983 period, CostaRica 
decreased its sales to the CACM and Panama from 
5 to 12 percent and increased its sales share in the 
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rest of the world from 6 to 8 percent (see table A12.2 
in the chapter appendix). 

Table 12.5 shows the destination of industrial 
exports and hence the importance of Central Amer
ica and Panama as consumers of Costa Rican indus
trial products. In 1980, 83 percent of those exports 
were sold to Central America and Panama, and only
17 percent to the rest of the world. By 1983, this share 
was 78 and 22 percent respectively. A great reduc
tion in total industrial exports is also shown.In 1980 Nicaragua was Costa Rica's major client. 
It purchased goods worth US$106 million, 43 percentof Costa Rica's total regional sales. Guatemala pur
chased US$63 million (25 percent), El Salvador US$51 
million (21 percent), and Honduras US$28 million (11
percent). By 1983, however, Nicaragua's purchasing 
power had been reduced to US$40 million (22 percent
of the total), Honduras's US$21 million (12 percent),
and El Salvador's to US$37 million (21 percent), while 
Guatemala's increased to US$83 million (45 percent).
It was expected that purchases from Nicaragua would 
drop to only US$1 million by 1983. 

Beside the problem of declining industrial ex
ports to Central America, a serious problem had 
emerged regarding repayment of the debt these 
countries had acquired with Costa Rica. Both the 
Ministry of Economy and the Central Bank had 
started bilateral negotiations with each country to 
find a solution to the problem. Central American 
countries owed Costa Rica US$210 million. 

Costsandcompetitiveness.According to a recently
published report by CINDE (Costa Rican Coalition 
of Initiatives for Development), Costa Rica's manu
facturing costs were attractive to national and for
eign investors (see table A12.3 in the chapter
appendix for an example from the electronics 
industry). 

TABLE 12.5 Costa Rica: Destination of Industrial Exports, 1980-1983 
(millions of U.S. dollars and percent) 

Destination 

To Central America 
(percent of total) 

To Panama 
(percent of total) 

To rest of the world 
(percent of total) 

Total industrial exports 

SOURCE: Central Bank of Costa Rica. 

1980 1981 1982 1983 
248 227 162 181 
(72) 

38 
(63) 

44 
(60) 

35 
(68) 

27 
(11) 

58 
(12) 

90 
(13) 

72 
(10) 

57 
(17) (25) (27) (22) 

344 361 269 265 
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Pricingandcontrols.Official control of basic food 
product prices 	 was under the jurisdiction of the 
Ministry of Economy, Industry and Commerce. In 
order to fulfill 	its obligation, the ministry was 
obliged to regulate not only the maximum prices for 
goods and services, but also the profit margins for 
production and 	merchandising of goods and ser-
vices. 

Producers argued that the system for adjust-
ment of prices was very slow. They complained that 
by the time adjustments were approved, the busi-
ness was already losing money. On the other hand, 
consumers felt that prices of the same product var-
ied enormously depending on the location of the 
purchase. The producers of basic grains benefited 
most from price increases. Prices for the 1981-1982 
rice crop increased by more than 50 percent and 
those for the 1982-1983 crop by 100 percent. Prices 
of basic grains to the consumer were set by the 
Ministry of Economy in cooperation with the Na
tional Production Council (CNP). New government 
policy was intended to eliminate subsidies in the 
light of dramatic deficits held by the CNP, as well as 
to liberalize prices even more, thus reducing the 
number of regulated products. 

The legal context. In 1959 Costa Rica passed its 
first industrial law, Industrial Protection and Devel-
opment Act of 1959 (No. 2426). Its main objective 
was to stimulate the sector through fiscal exemp-
tions (sales and property taxes), tariff protection, 
and tax exemptions for importing raw materials, 
containers, packing materials, and machinery. 

By 1959, the Multilateral Treaty on Free Trade 
and Economic Integration had established the Cen-
tral American Common Market. The treaty was 
drawn up in Tegucigalpa in June 1958 and signed by 
the five Central American countries. The objectives 
of the treaty were the progressive integration of the 
economies of the signatory countries; expansion of 
their markets; development of production; and the 
exchange of goods and services. 

In September 1959 the Central American Agree-
ment on Import Tax Equalization established a com-
mon tariff policy. The external tariff was meant to 
accelerate an import-substitution process. It also pro-
vided governments substantial fiscal revenues. In 
practice, however, the increasing proportion of 
customs duty exemptions for raw materials and inter-
mediate goods expanded the tariff protection for con- 
sumer goods. As can be seen in table 12.6, the nominal 
protection levels for the region as a whole evolved in 
many ways between 1959 (before the common tariff 
was adopted) and 1967 (after it was adopted). 
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TABLE 12.6 	 Central American Common
 
Market: Nominal Protection
 
Levels, 1959 and 1967 (percent)
 

Item 1959 1967 
Nondurable consumer goods 65.8 113.6 
Durable consumer goods 25.2 40.1 
Agricultural raw materials 6.8 8.9 
Industrial raw materials 32.7 35.5 
Fuels and lubricants 65.2 45.6 
Construction materials 20.3 63.5 
Agricultural capital goods 7.0 10.2 
Industrial capital goods 8.1 10.4 
Transportation equipment 7.6 8.0 

Total tariff 34.9 45.1 
SOURCE: SIECA (Central American Economic Integration 
Secretaxiat). 

In July 1962 the Central American Agreement 
on Fiscal Incentives to Industrial Development was 
drawn up in San Jos6. Fiscal benefits granted by this 
agreement included (1)total or partial exemption of 
import taxes for machinery and equipment, raw 
materials, nonfinished goods, containers, and fuels; 
(2) exemption from income and profit taxes; and (3) 
exemption from asset and equity taxes. The levels of 
exemptionvariedaccordingtotheimportanceof the 
value added by the enterprise's production process; 
thc higher the value added the higher the fiscal 
benefits were. This agreement superseded the In
dustrial Protection Act of 1959 (No. 2426), since it 
was an international agreement and could be super
seded only by another at the same level. 

The legal instrument (or legal contract) through 
which the government granted benefits to an enter
prise was called the Industrial Contract. Once the 
minister of industry, energy, and mining approved 
the request of the enterprise to make use of the 
benefits of the agreement, the contract was pub
lished in the official government newspaper La 
Gaceta, and then signed by the president of the Re
public and the minister of industry. The biggest 
concern in the Costa Rican industrial sector was the 
expiration, at the end of 1984, of the Industrial Con
tracts and Customs Policy initiative. 

In the 1980s during the Monge administration a 
series of generalized policies to stimulate the export 
sector began to have their impact on manufacturing. 
According to Dr. Mario Carvajal, these changes were 

1. Elimination of export taxes on nontradi
tional products. 
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2. 	A unified exchange rate (between the in-
terbank and free-market rate) achieved 
in 1983 [which] meant the availability of 
an additional 2,020 million colones for 
the export sector. 

3. 	Tax savings certificates (CATs) . . . 
granted to firms exporting to third mar-
kets. These credits allowed 30 percent of 
the value of the export sales to be applied 
to the payment of direct taxes. Although
the CAT could be used 12 months after 
the export, it could be sold in the securi-
ties market allowing the exporter to re-
ceive cash immediately. 

4. A100 percent tax deduction on thatpartofthe profits obtained from nontraditional 
exports to non-Central American markets 

5. Reduction of interest rates for exporters. 

6. Creation of special processing for export 

credits in the national banking system. 

7. Approval of a free-trade zone. 

8. 	A 50 percent deduction from the amount 
paid for the purchase of registered stock 
of local corporations that exported 100 
percent of their products. 

in addition to these changes made in the early 
1980s, the Central American ministers of economy 
were considering a regional tariff reform by 1986. 
The new tariff was intended, in the words of the 
project document, to "fully take the place of all tariff 
exemption systems for the production of goods and 
services, not only the Central American Agreement 
on Fiscal Incentives to Industrial Development, but
also the ones granted through other regional or na-
tional legislatures." The following were the main 
features of the new proposal: 

1. Every item not manufactured in Central 
America was assigned a 5 percent basic 
rate to cover the expense of maintaining
the customs service. 

2. 	Goods manufactured in Central America 
were assessed a scaled rate of 10, 20, or 30 
percent depending on their degree of elab-
oration (primary, semifinished, or fin-
ished). 

FormulatingIndustrialStrategy 

3. 	Capital goods manufactured in the re
gion were assessed a 30 percent rate in 
the case of the final product, and their 
substitutes were given an effective pro
tecfion of between 35 and 100 percent. As 
a result, the top nominal rate in the new 
tariffwas60percentand therewerea few 
goods with "free" rates because they 
were of special importance for develop
ment. 

The federation of Central American Chambers 
and Industrial Associations offered three criticisms 
of the proposal: 

1. The previously established rates,
namely, bGween 10 and 30 percent for 
goods manufactured in Central America,
did not allow the region's industrial base 

to expand. This promoted the transfor
mation of the industrial sector into a con
sumer of raw materials, intermediate 

goods, and some capital goods. 

2. 	The proposed 5 percent rate did not rep
resent any protection for the production 
of industrial raw materials and capital 
goods that would help to integrate the 
manufacturing process. 

3. There were mistakes within the proposal 

such as taxation of raw materials and 
final products at the same tariff rates. 

There was also some resentment in the indus
trial sector because the new project had been formu
lated without input from the Central American 
industrial sector. Samuel Yankelewitz, vice-presi
dent of the Costa Rican Chamber of Industry, said: 

We are not willing to accept that our market, the 
mainoneinCentralAmerica,begiventoforeign 
ers. If this happens the consequences will be 
similar to those suffered by nations like Argen
tina and Chile when the liberal doctrines of the 
so-called Chicago Boys came into fashion. 

On the other hand, advocates of the project ar
gued that excessive protection of national industry
had resulted in a noncompetitive industrial sector. 
Moreover, they claimed that capital was cheaper
than labor, a situation that had encouraged a highly 
capital-intensive industry and had limited its capac
ity to absorb labor in the long run. Current local 
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production was inappropriate for a highly compet-
itive world market that demanded quality. The in-
dustrialits who had been able to penetrate third 
markets had done so by improving the quality of 
their products. This required adjustment in produc-
tion processes, quality controls and, in many cases, 
the purchase of new machinery. 

Present Problems in the Industrial Sector 

Businessmen in the industrial sector reported a 
number of problems. Because of the difficulties they 

were experiencing in paying for imported raw ma-
terials as a result of foreign exchange shortages, 
suppliers abroad were demanding advance pay- 
ment. Direct credits from the supplier had been cut 
off. Moreover, the Costa Rican Central Bank was 
requesting a 100 percent deposit for imports as well 
as an additional deposit to guarantee that the prod-
uct would enter the country. These deposits in-
creased the need for working capital. 

On the other hand, a producer of consumer 
goods for the domestic market stated that local leg-
islation protected the importers too much. They 
made big commissions and offered poor service to 
their clients. If a producer wanted to import directly 
he would come up against legal restrictions de-
signed to protect the interests of the importers. 

Businessmen felt that the supply of domestic 
raw materials was highly unstable and of variable 
quality. A baby food exporter complained that the 
fruit he used was more expensive in Costa Rica than 
elsewhere. Producers of capital goods could not find 
either raw materials or needed intermediate goods locallyperiphery
locally. 

Managers in the industrial sector complained 
that it was almost impossible to obtain financing. 
The average interest rate for the industrial sector 
was 25.5 percent during 1983. In addition, industrial 
credit from the national banking system had de-
creased from 26.1 percent in 1978 to 23.5 percent in 
1982 (see table 12.7). The Central Bank was thinking 
of lowering the absolute amount of credit ear-
marked for this sector in 1984. 

The problem of inadequate financing severely 
affected industrial exporters. The financial needs of 
the exporter were generally larger due to the greater 
time lag between the delivery of the goods and the 
receipt of income. Industrialists complained that 
local and regional markets had dried up. 

Those who exported to third markets were bet-
ter off. The demand for their products was begin-

ning to increase due to the world economic recovery, 
which promised 4 percent growth in 1984. There 
was a general agreement that the only incentives 
left, especially the CAT (a tax savings certificate), 
were for exporting to third markets. An exporter of 
industrial goods stated that he viewed tax exemp
tions not as an incentive but rather as a way of 
returning to the industrialist a minimum profit on 
his investment. 

The CAT has allowed many firms to operate 
profitably and compete in third markets. Even 
so, there were exporters to third markets who felt 
that the CAT was not enough to compensate for 
the huge number of disincentives such as the tax 
burden, bureaucracy, lack of financing, local in
flation, deposits, collateral for the importing of 
goods and intermediate goods, contraction of the 
market, and others. 

Industrialists had mixed opinions about trans
portation. While some respondents stated that they 
did not have any problem with exports to the re
gional market or third markets, others had many 
problems. A baby food exporter to the regional mar
ket said that land transportation was a mess, since 
the big firms he had worked with traditionally did 
not want their trailers to cross countries such as 
Nicaragua or El Salvador. They feared equipment or 
merchandise loss due to violence or bureaucratic 
barriers. Because of this they had to depend much 
on small firms, which were very unreliable. 

A capital goods exporter to third markets said that 
the problem with sea transportation was that it was 

designed for a trade flow from the center to theand vice versa, such as New York
nLiop, Limon-New York or Miami-La Guaira,

La Guaira-Miami. But, sending something from 
Limon to La Guaira was almost impossible or the 
costs were incredibly high. The schedules were 
ridiculous and you were never on time with your 
deliveries. 

There was a consensus among respondents for 
an INCAE survey for 1984 that there were few prob
lems with labor and productivity. The "solidarity 
associations" (a widely used type of labor organiza
tion in Costa Rica) had been very successful in 
achieving excellent labor-management relations. 
Although sometimes it was difficult to find skilled 
labor, this was not considered a serious problem. On 
the other hand, Costa Rican labor was considered to 
be among the most skilled within the developing 
world. 
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FormulatingIndustrial Strategy 

Historically, wage increases in the public sector 
were made in absolute amounts "across the board." 

increases were given in the private sector 
to negotiations between labor and man

agment, subject to approval by representatives ofthe Ministry of Labor. In 1982 a new procedure 
called the "mobile wage range" was established. 

system consisted of calculating wage adjust
ments in absolute amounts every six months in ac
cordance with the total increase experienced by a 
given group of goods (basic food products) during 

previous six-month period.

In spite of the substantial wage increases during
rec.nt years, real wages for all sectors had declined 

15.3 in 1981 and by 24.2 percent in 1982. Respon
dents felt that the institutional framework within 
which the firms operated was unstable; there were 

constant changes in the "rules of the game." Oneindustrialist said: 

One day they change the requirements for im
porting; another day they change the list of items 

one can import, and the same story is true 
for export regulations. One day it is easy to ex
port to Central America and the next day they
come up with another requirement. 

Which Strategy for the Future? 

The 	industrial sector benefited substantially from 
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However, political support for nontraditional ex
ports to third markets had developed in recent 
years. Indeed, it could be said that new rules of the game were defined and a political base for these
policies had been built. 

Clearly, the export sector was becoming a fa
vored group. But many business and governmentleaders had doubts about whether export promotion 
could coexist with import substitution. Would it be 
possible to adopt a combined approach using the 
positive aspects of both strategies? Could policies 
with incentives for both sectors be designed? 

Study Questions 

1. 	 What industrial policy existed in Costa Rica at 
the end of the period described in this case?What were its strengths and weaknesses? 
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2. 	 What options appear to make the most sense for 
the future in the area of industrial policy? 

3. 	 Which groups might perceive themselves to be 
winners ci losers as a result of these options? 

4. 	 How might an economically and politically suc
cesshil strategy be designed? 
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Appendix 

TABLE A12.1 Costa Rica: Capacity Utilization of Industrial Production, by Industrial Area, 1975-1981 
(percentage) 

Utilizationa 

Industrial Area October 1975 October 1976 October 1979 1981 b 

Food, beverages, and tobacco 68 80 71 69 
Textiles, leather, and footwear 67 89 58 60 
Lumber and furniture 73 80 79 57 
Paper and cardboard NA 96 77 71 
Printing and publishing 87 87 86 7i 
Chemicals NA 87 83 70 
Rubber 95 100 83 70 
Petroleum derivatives NA 60 100 NA 
Nonmetallic minerais 72 68 62 56 
Light metal products 66 63 83 54 
Other manufacturing industries NA 78 77 33 

Total 68 87 77 64 

NOTE: NA = not available. 
a Does nct include coffee mills, meat, and sugar.
b. Second semester average.

SOURCE: National Planning Bureau 0JFIPLAN), and Economic Research Institute of the University of Costa Rica (lICE).
 



TABLE A12.2 Costa Rica: Destination of Industrial Sales, 1980-1983 (percentage) 

1980 
 1981 
 1982 
 1983
Industrial Area DM CAPM RM DM CAPM RM DM CAPM RM DM CAPM RMFood products, beverages, and tobacco 94 4 2 94 4 2 93 4 3 93 4 3Textiles, c3nfections, and leather 52 25 23 52 24 24 60 ;.6 24 62 15 23Lumber and furniture 59 23 18 61 15 24 62 14 24 58 15Paper products, printing, and publishing 79 18 3 84 14 2 85 12 3 82 15 
27 

Chemicals, rubber, and plastics 371 25 4 72 24 4 76 19 5 77 19 4Nonmetallic minerals 99 1 0 92 1 7 94 0 6 94 0 6Light metal products 73 24 3 72 23 5 70 26 4 71 25 4Other industries 68 32 0 77 22 1 76 23 1 78 21 1 
Total 79 15 6 79 14 7 80 12 8 80 12 8NOTE: Sales exclude meat, coffee, and sugar. DM stands for domestic iaarket, CAPM for Central American and Panamanian markets, and RM for the '-2st of theworld's markets.
 
SOURCE Central Bank o ,(nstaRica.
 



TABLE A12.3 Costa Rica and Five Neighboring Countries: Factor Costs and Profitability in the Electronics Industry 

Assumed -actorcosts 

Mexico 
Item Costa Rica Haiti Dom. Republic Jamaica Mexicali Judrez Panam i 
Direct labor 

Base wage (US$) 
Hours per week 

0.560 
48 

0.325 
45 

0.840 
45 

0.640 
40 

0.650 
56 

0.650 
56 

1.093 
48 

Payroll taxes 
Direct (%) 
Indirect (%) 

Number of operators 
Productivity factors (%)a 
Compound rate per KWH/month (US$) 
Rent (US$per ) 

41.02 
25.71 
93 

5 
0.144 
3.-,0 

33.00 
29.00 
99 
15 

0.679 
1.50 

28.60 
17.30 

101 
5 
0.170 
1.30 

30.50 
27.80 

112 
10 
0.120 
3.42 

12.00 
35.71 
93 

5 
0.029 
3.75 

42.00 
35.71 
93 

5 
0.029 
3.75 

43.00 
27.40 
93 
10 
0.095 
2.00 

Statement of earnings (thousands of U.S. dollars) 

Mexico 
Item Costa Rica Haiti Dom. Republic Jamaica Mexicali Juirez Panama 
Exchange rateb 
Sales 
Direct labor 
Manufacturing indirect cost 
Raw material 
Cost of sales 
Gross of sales 
Overhead 
Interest 

43 
3,250 

130 
379 

1,500 
2,009 
1,223 
ill 
-

1 
3,250 

75 
397 

1,500 
1,972 
1,278 

117 
-

1 
3,250 

193 
405 

1,500 
2,098 
1,152 

125 
-

2.35 
3,250 

149 
452 

1,500 
2,101 
1,149 

121 
-

118 
3,250 

176 
548 

1,500 
2,224 
1,026 

135 
-

118 
3,250 

176 
548 

1,500 
2,224 
1,026 

134 
-

1 
3,250 

254 
607 

1,500 
2,361 

889 
136 
-Transportation, insurance, and 79 68 75 75 84 80 104 

introduction duties 
Transportation and shipping insurance 22 17 24 21 21 17 30 
Total expenditures 
Net profit before taxes (before U.S. costs) 

212 
1,011 

202 
1,076 

224 
928 

217 
932 

240 
786 

231 
795 

270 
619 

a. Based on Production Sharing International's experience of production to meet U.S. standards.
b. Dollars in local currency. 
SOURCE: Production Sharing International. 



FIGURE A12.1 Costa Rica: Political Map, July 1984 
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13 EDWIN A. WINCKLER AND GEORGE C. LODGE 

Taiwan, 1986: Choices for the Future 

Taiwan belonged to imperialChina until 1895, received initi,I modernizationas a colcny of imperialJapan
between 1895 and !945, andafter 1945 experienced rapiddevelopment under the largely mainlanderNa
tionalistChinesegovernment. From the 1960s the island was successful in exporting l.ght industrialprod
ucts, particularlyto the United States. By the mid-1980s, in theface of increasingThird Wor!d competition 
andFirst World protectionism,Taiwan has made some progressat upgradingits products and diversifying 
its markets. Meanwhile the Nationalistgovernmentfaces continuingdiplomaticchalleng"from the Chinese 
Communistpartywhich, like the Nationalists,regardsTaiwan as partof one largerChina.The Nationalist 
governmentalso faces some domestic challengefrom a nascentoppositiot. politicalparty,the underlying 
issue beitg more politicalparticipationfor the majority native Taiwanese. 

The fol!owing fictitiousdocument pretends to be a mem-
orandumfrom a seniorNationalist;nainlandereconomic 
policy makertohisfellow cabinetcolleagues,outliningthe 
majoreconomic policy problems before their rulingNa-
tionalistparty. 

Dear Colleagues: 
Today is the anniversary of the 1911 Revolu-

tion.' Our founder, Sun Yat-sen, defined modem 
Chinese Nationalism through the Three People's 
Principles of Nationalism, Democracy, and Liveli-
hood. Our former leader Chiang Kai-shek advanced 
these principles on the mainland for many years. 
Today, perhaps for one of the last times, our present 

-The Executive Yuan 
Taipei, Taiwan 

Republic of China 
October 10, 1986 

leader, an aging son, Chiang Ching-kuo, addresses 
the people of Taiwan. As he reasserts our party's 
mission to reunify China, his quaint mainland ac
cent quavers up from the steps of the presidential 
office out over the marching troops and cheering 
crowd, both composed largely of native Taiwanese. 
"We have to join our minds and efforts and, in 
wisdom, unselfishness, and the spirit of the Chinese 
value of loyalty we will help our one billion compa
triots to enjoy a life under the Three People's Princi
ples in final victory." 

However familiar the formulation, this is a mo
ment to be savored, the end of an era full of the 
paradoxes of change. Here is a Chinese man, edu-

Edwin A. Wincklerisa professor at the EastAsian Institute,Columbia University. George C. Lodge is a professor atthe HarvardBusiness 
School. 
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cated in the Soviet Union but allied with the United 
States, standing before a Japanese building and re-
affirming our responsibilities toward our fellow 
Chinese. Here is a Chinese official who began his 
career in security work punishing capitalist specu-
lators in Shanghai in the 1940s and suppressing 
potential dissidents on Taiwan in the 1950s; who as 
prime minister presided over the maturing of 
Taiwan's capitalist development in the 1970s; and 
who as president has inaugurated a political rap-
prochement with the Taiwanese in the 1980s. Here 
is a Chinese politician who, despite being our former 
leader's son, now promises that no member of the 
Chiang family will succeed him. Here is a man who 
presides over one of the most rapidly modernizing 
countries in the world by adhering to conservative 
development policies and traditional Chinese val-
ues, particularly loyalty to parents, compatriots and, 
above all, principles. 

Well, we have much reason for satisfaction with 
our performance as the "ruling party" on Taiwan. 
To atone for our loss of the mainland, we vowed to 
make Taiwan a model of Sunist development, and 
so we have done. We remain independent of com-
munism and have even retained some indepen-
dence from our Western political patrons and 
capitalist economic partners. Much to our surprise, 
since 1950 a few correct policy choices have trans-
formed Taiwan into an economic miracle of rapid 
growth, full employment, rising incomes, and low 
inflation. Having carefully cultivated the appear-
ance of democracy these forty years, we are actually
beginning to implement some of it. So far, tradi-
tional Chinese social values have continued to un-
derpin political stability and economic prosperity. 
Per capita income has grown from $100 in 1950 to 
more than $3,000 in 1985.2 The distribution of in-
come among our 20 million people is as equitable as 
that of any country on earth. Industrial growth be-
tween 1950 and 1985 increased at an average rate of 
from 10 to 15 percent a year to produce a gross
national product (GNP) of US$60 billion, about one-
third that of Brazil (with a population of 136 million) 
and roughly three-quarters that of South Korea. 3 All 
this on an island the size of our early colonizer, 
Holland, with virtually no natural resources and a 
dense population, under early military threat and 
increasing diplomatic isolation. 

We have always had faster economic growth 
and greater political stability than our rivals the 
Chinese Communist party (CCP), though many of 
us realize this is not surprising given the greater 
burden of poverty and backwardness they face. 
Consequently, as anylikelihood of military recovery 
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of the mainland has receded, we have been able to 
substitute the notion of moral recovery, in which we 
define victory as the mainland's following our ex
ample. This is not completely fanciful, as the CCP 
begins to lose faith in its own communism, and faces 
rising demands for more democracy from its own 
people. Like us in the 1960s, in the 1980s they have 
stimulated agriculture, promoted light industry, 
and encouraged both outgoing exports and incom
ing investment. Meanwhile, any immediate military
threat to us continues to decline, as the People's 
Republic of China (PRC) deploys its troops against 
the Russians and their allies, and becomes more 
involved with the Americans and their allies. 

However, we also have much reason for con
cern, and this will be the main focus of this memo
randum. The first section summarizes the political 
and economic setting for our economic policy as a 
series of triangular relationships, one each for exter
nal security, foreign trade, and internal stability. 
Prospects for maintaining the long-run security bal
ance against the mainland are problematic, as the 
Communists gradually expand their defense indus
tries and pressure the Americans to reduce our ac
cess to advanced military equipment. Some 
pessimists think our foreign trade will be squeezed 
to death between more-developed nations that react 
against our economic success by hoarding their 
technology and closing their markets, and less-de
veloped nations that imitate our economic strategy
of cheap labor followed by technology upgrading. 
No one knows what will be the effect on domestic 
stability of the transition from low-tech to high-tech 
industries and from authoritarianism toward de
mocracy, particularly if economic problems reduce 
support for the Nationalist party and increase 
welfarist demands on the budget. Many of us won
der how long traditional Chinese virtues can with
stand such rapid and pervasive westernization. 

The second section of this memorandum then 
reviews the history of Taiwan's development, not
ing the lessons of each period for the present. The 
final three sections discuss the issues we face in three 
areas of economic policy-production, marketing,
and finance. In production we must adjust declining 
labor-intensive industries such as textiles, promote
skill-intensive industries such as electronics, and 
modernize the managements of our mostly small, 
family firms. In marketing we must diversify our 
export markets beyond the United States, combat 
American protectionism, and bypass Japanese and 
American middlemen by selling more of our prod
ucts abroad ourselves. In finance, we must define a 
viable role for ourselves in international economic 



205 Taiwan, 1986: Choicesfor the Future 

organizations and global capital markets; reform 
our domestic financial institutions to channel sav-
ings into investment more effectively; and reform 
our domestic fiscal system to encourage competi-
tiveness, increase revenues, and meet possible fu-
ture welfare demands. 

Setting 

Our economic choices are narrowly constrained by 
their broader geopolitical and political-economic 
setting. 

Security triangle. Our external military security in-
volves a triangular relationship between us, the 
PRC, and the United States. Basically, we are reduc-
ing our dependence on the United States for arms 
with which to defend ourselves from the PRC, but 
we can nevei fully defend ourselves on our own. 
Meanwhile the PRC tries to win through diplomacy 
in Washington what it would rather not have to win 
through battle in the Taiwan Straits. The United 
States tries to maximize its use of the PRC against 
the USSR, while trying to minimize the political-mil-
itary costs to us. We try to involve Americans in our 
affairs in every conceivable way, while building our 
own independent military capabilities by diversify-
ing our defense procurement and developing our 
defense industries. Though we would rather have 
American protection, we can get more defense for 
the dollar by focusing on defending Taiwan than by 
continuing to outfit ourselves as an American ally. 
Still, we seize any opportunity to be of service to the 
United States, such as training other third world 
security forces, and even contributing aid to the 
contras in Nicaragua. 

For the next five to ten years, the main problem 
will continue to be maintaining air superiority over 
the Taiwan Straits, so that we can contain any com-
munist invasion or blockade long enough for the 
West to rescue us-if it will. Some of us think we 
don't really need the most advanced fighters, which 
Washington refuses to sell us, but it would be nice 
to have them, and to maneuver Washington into 
flouting Peking. Fortunately the Americans are al-
lowing private defense contractors to transfer the 
technology that the PRC demands the Pentagon no 
longer supply us, so our own all-weather defense 
fighter should come on-stream in the 1990s. In addi-
tion we buy arms from Western Europe and Saudi 
Arabia, and share technology with such interna-
tional pariahs as Israel and South Africa. Conse-
quently we can make or buy such items as artillery, 

patrol craft, small missiles, and even-though they 
would be useless to us-nuclear weapons. 

Our struggle with the PRC isalso psychological. 
We have refused any negotiation, contact, or conces
sions because they would only have undermined a 
viable status quo. However, we can no longer afford 
the appearance of utter obstinacy, so in practice we 
are now allowing more contacts, so long as they 
remain unofficial. Many mainlanders favor formal 
postal and telecommunications links so that they 
can communicate with their families on the main
land, and many Taiwanese businessmen favor for
mal trade relations as well. However, we do not 
want our citizens vulnerable to communist leverage 
as a result of their larger purchasirng power, or our 
government vulnerable to procommunist constitu
encies. Our position is that we will negotiate with 
the Communists when they .:ease to be Commu
nists, which should give us plenty of time. Mean
while the attitudes of mainlanders and Taiwanese 
toward the PRC continue to converge. Mainlanders 
are so ambivalent about contacts with the PRC be
cause in principle we favor reunification with it, but 
in practice we know that our present de facto inde
pendence is the best we can do. Native Taiwanese 
are not afraid of contacts with the mainland because 
in principle they favor formal independence, not 
reunification, but they realize that too much vocal 
assertion of the desire for independence may pro
yoke the mainland to militarism. 

Trade triangle. Our economy is overwhelmingly 
dependent on trade, and our foreign trade involves 
a triangular relationship between us, the United 
States, and Japan. Basically, we depend on the 
United States for marketing our output, and on 
Japan for upgrading our imports. Thus exports in 
1985 totaled US$31 billion (see table 13.1), more than 
half of which went to the United States, to whom we 
are the fifth largest exporter. Our imports were 
US$20 billion, of which only one-fourth came from 
the United States. Washington complained about 
our US$11 billion trade surplus with the United 
States in 1985, and is complaining even louder about 
our US$15 billion surplus in 1986 (see table 13.2). 

For its own geopolitical and economic reasons, 
around 1960 the United States provided the oppor
tunity for our economic development by opening its 
markets to our light industrial products, providing 
about 40 percent of our foreign investment, and 
transferring much technology to its relatively large 
and advanced subsidiaries here. Consequently, as in 
defense, we have depended too much on the United 
States, pegging our currency to the dollar, waiting 
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TABLE 13.1 	 Taiwan: Foreign Trade, 1980-1986 
(US$ million) 

Year Imports Exports Balance 
1980 19,733.1 19,810.6 77.5 
1981 21,199.6 22,611.2 1,411.6 
1982 18,888.4 22,204.3 3,315.9 
1983 20,287.1 25,122.7 4,835.7 
1984 21,959.1 30,456.4 8,497.3 
1985 20,102.0 30,722.8 10,620.7 
1986 (est.) 24,185.0 39,682.0 15,497.0 
SOURCE: Council for Economic "lanning and 
Development, Republic of China, Taiwan Statistical Data 
Book, 1986 (Taipei, 1986). 

for American buyers to come to Taipei, and concen-
trating on the American market. Of course we have 
much raw material and capital equipment, and even 
some consumer goods and commercial services 
from the United States. However, since the 1970s 
these purchases, even when supplemented by a 
dozen government buying missions, have not been 
enough to prevent an increasingly embarrassing bi-
lateral trade surplus with the United States. 

Meanwhile we obtain even more of our capital
goods and technology licenses from the Japanese, 
who cannily keep their dome..iic market largely 
closed to us. The more we produce and the more we 
upgrade, the more components and equipment we 
buy from them, resu*lting in a chronic deficit in our 
bilateral trade with them. In 1985 Japan contributed 
27 percent of our imports but took only 11 percent 
of our exports (see table 13.3). As table 13.4 shows, 
Japan has provided about 30 percent of our foreign 
investment, and in the mid- 980s American resis-
tance to Japanese imports has renewed Japan's in-
terest in investing in us as a platform for exporting 
to the United States. 

Meanwhile, Japanese trading companies mar-
ket a large part of our exports, and Japanese indus-
trialists are stingy about transferring technology, 
preferring nariow licensing agreements with our 
small firms to establishing large, advanced joint yen-
tures like the Americans. The Japanese know our 
production and marketing better than we do, and 
they guarantee our firms a modest profit while as-
suming most of the risk and appropriating most of 
the rewards. 

Formerly our bilateral trade deficit with Japan 
offset our surplus with the United States. In the 
mid-1980s, however, the shift of American pur-
chases from Japan to us after upward revaluation of 
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the yen has produced huge trade surpluses, even on 
a multilateral basis. Our success has become too 
conspicuous, and we can no longer pretend to be a 
poor underdeveloped country that needs protection 
for its infant industries and preferential access to 
foreign markets. Despite our skillful stonewalling, 
the Americans are finally imposing quotas on our 
exports, reducing our tariff favors, and insisting on 
reciprocal access to our domestic market. 

Domestic triangle. At home, our economic and political stability involves a triangular relationship be
tween the mainlander-led Nationalist government,
the larger public and private companies that form 
the leading edge of our economy, and the largely 

Taiwanese general public. Though indispensable as 
an economic umpire, our state imposes too many 
bureaucratic procedures on economic activity. 
Though still generally prospering, our businessmen 
remain too dependent on the state for protecting old 
industries and initiating new ones. Though rela-

TABLE 13.2 	 Taiwan: Commodity Trade
 
Balance, 1965-1986 (US$ million)
 

Totala USA Japan 
1965 -106 --81 -84 
1966 -86 -50 -123 
1967 -165 -79 -211 
1968 -114 +39 -234 
1969 -163 +107 -378 
1970 -43 +200 -437 
1971 +216 +451 -582 
1972 +475 +708 -670 
1973 +691 +725 -604 
1974 -1,327 +357 -1,371 
1975 -643 +171 -1,118 
1976 -6 7 +171 -1,357 
1976 +5 +1,2 -1,57 
1977 +850 +1,672 -1,522 
1978 +1,660 +2,634 -2,108 
1979 +1,330 +2,271 -2,312 
1980 +77 +2,087 -3,180 
1981 +1,412 +3,393 -3,474 
1982 +3,316 +4,195 -2,411 
1983 +4,836 +6,687 -3,100 
1984 +8,497 +9,826 -3,255 
1985 +10,621 +10,027 -2,088 
1986 +15.6 +13.6 NA 
NOTE: NA = not available. 
a. Taiwan's commodity trade balance with all countries. 
SOURCE* Taiwan Statistical Data Book, 1986. 
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tively docile, our public is gradually becoming more ticularly suspicious of a mainlander-Nationalist 
demanding of the state for political participation state. Individualistic Chinese do not work together 
and even economic security, so easily as Japanese, either with each other or with 

Many foreigners think that the relationship be- the state. Theseproblems are gradually diminishing, 
tween government and business on Taiwan is ac- but they remain significant obstacles to increasing 
tively cooperative, as in Japan. Actually the the investment, enlarging the scale, and upgrading 
relationship is more problematic. Chinese business- the technology of our industries. 
men are more suspicious of the state than Japanese In the mid-1950s and 1960s, the state took the 
businessmen, and Taiwanese businessmen are par- initiative in expanding infrastructure and piomot-

TABLE 13.3 Taiwan: Shares of the United States and Japan in Taiwan's Foreign Trade, 1952-1984 (%) 

In Taiwan's total trade In Taiwan's exports In Taiwan's imports 

USA Japan USA Japan USA Japan 

1952 29.5 39.4 3.5 52.6 45.7 31.2' 
1956 28.2 36.6 5.6 37.2 42.0 36.3 
1962 32.3 29.8 24.4 23.9 38.0 34.1 
1966 24.4 32.8 21.6 24.0 26.7 40.4 
1972 32.6 25.8 41.9 12.6 21.6 41.6 

1977 31.3 21.1 38.8 12.0 23.1 31.1 
1978 31.1 22.1 39.5 12.4 21.5 33.4 
1979 29.3 22.1 35.1 14.0 22.9 30.9 
1980 28.9 19.0 34.1 11.0 23.7 27.1 
1981 29.5 19.1 36.1 10.9 22.5 28.0 
1982 32.5 17.4 39.4 10.7 24.1 25.3 
1983 35.2 17.8 45.1 9.9 22.9 27.5 
1984 38.0 18.4 48.8 10.5 23.0 29.3 
1985 38.4 17.7 48.1 11.3 23.6 27.6 
SOURCE: Taiwan StatisticalDataBook, 1985, pp. 205,210,212; and the Economic Yearbook ofthe Republic ofChina1985, Taipei, 
Economic Daily Neus, 1985, pp. 78o-87. From Cheng Chu-yuan, "Economic Development on Both Sides of the Taiwan 
Straits: New Trends for Convenience," Hong Kong Economic Papers,September 1986. 

TABLE 13.4 Taiwan: Sources of Foreign Investment, 1953-1984 (US$ thousand) 

Year Total USA Japan Europe Others 
1965 35,140 31,104 2,081 0 1,955 
1970 109,165 67,816 28,530 10,713 2,106 
1975 70,940 41,165 23,234 4,193 2,348 

1980 243,380 110,093 86,081 14,428 32,778 
1981 356,294 203,213 64,623 12,636 75,822 
1982 320,286 79,606 152,164 46,570 41,946 
1983 375,382 93,294 196,770 20,746 64,572 
1984 518,971 231,175 113,978 92,242 81,576 
1985 660,703 332,760 145,236 100,011 82,696 

1953-84 Total 3,985,352 1,718,333 1,130,427 533,305 605,257 
Percentage 100.0 41.62 29.63 13.03 15.72 

NOTE: Ai.nual figures are yearly flow, and total figures are accumulated investment.
 
SOURCE: ROC Ministry of Economic Affairs, Investment Commission, "ROC Statistics on Overseas Chinese and Foreign
 
Investment, Technical Cooperation, Outward Investment and Outward Technical Cooperation" December 1984 (from
 
Cheng 1986).
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ing light industry, first for meeting domestic needs 
and then for promoting foreign exports. Our busi-
nessmen responded to the state's concessionary 
loans, tax breaks, and tariff favors, at first hesitantly, 
and then with a rush. The public responded to the 
state's redistribution of land, positive real interest 
rates, and expanded educational opportunities with 
hard work, high savings, and a passion for educa-
tion. In the 1970s and 1980s the state again took the 
initiative in further expanding infrastructure, and in 
promoting both heavy and high-tech industries, 
Though some of our businessmen invested in ma-
chinery making, petrochemicals, and other 
producers' goods, much heavy industry remahed 
in the public sector, and most private businessmen 
stuck with light industrial consumer products. For
tunately the public responded to rising incomes and 
expanding employment and educational opportu-
nities by continuing to work, study, save, and invest. 

However, as we look toward the 1990s, the ques-
tion for the government is whether it should con-
tinue to take the initiative by promoting specific
industries, or restrict itself to improving the perfor-
mance of the economy as a whole, particularly by
improving the availability and processing of infor-
mation about technology and markets. Of course, 
there remains some tension between security and 
development objectives, particularly when it comes 
to the free flow of information. Moreover, many of 
us believe that government red tape has been getting 
worse, not better. Tb- recent placing of our formerly 
privileged planning agency under regular civil ser-
vice bodes ill for the future quality of our planning 
staff and imaginativeness of our planning work. 

As for our major private companies, they have 
had it too good and remain too small. They still 
depend too much on the state for initiative and 
protection, too much on foreigners for technology 
and marketing, and too much on family members 
and good luck rather than on professional manage-
ment. Few of them spend enough on research and 
marketing to innovate or sell their own products. 
The older generation does not understand the newer 
technologies, and the younger generation does not 
understand old personal relationships. It is not clear 
how they can compete with Korean conglomerates,
let alone Japanese giants. 

As for the public, its work discipline, high sav-
ings, and environmental stoicism have been a cor-
nerstone of our economic success, while its political
docility, patience, and indifference have been cor-
nerstones of our political stability. However, our 
own success in modernizing Taiwan is eroding these 
former assets, albeit creating some new ones. In the 

FormulatingIndustrialStrategy 

1950s we could say that improvements in Liveli
hood had to be restrained in favor of Nationalism in 
order to maintain external defense and economic 
competitiveness. However, in the 1980s many of us 
recognize that implementing Sun's principles re
quires improving not only the cash standard of liv
ing but also the overall quality of life. In the 1950s 
we could say that progress toward Democracy had 
to be restrained in order to maintain internal secu
rity and domestic stability. However, in the 1980s 
some of us have begun to concede that continued 
stability requires more, not less, democracy. 

Before turning from the political and economic 
setting to economic policy issues, let us briefly re
view how we got where we are today. 

History 

Those who doubt our future should remember one 
point about our past: we never knew the "success" 
we were creating. Our long-term performance has 
resulted as much from cautious attention to short
term stability as from ambitious visions of long-term 
possibilities. Moreover, as the world changed, we 
changed, so that our postwar development really
has been a particular sequence of responses to par
ticular situations, rather than a uniform, replicable 
"Taiwan model." 

Pre-nationalist period. Taiwan has always been on 
the maritime fringe of the Chinese empire, and in 
fact was hardly noticed by China until about the 
time that Europe discovered America. Since then 
Taiwan has always been involved in trading rela
tions that stretched north and south throughout East 
Asia. This involvement in foreign trade was intensi
fied with the arrival of the Westerners. In the nine
teenth century, in addition to exporting rice and 
fruit to mainland China, Taiwan began exporting tea 
and camphor to the West. Consequently, even be
fore the Japanese took over in 1895, Taiwan had an 
export orientation. After 1895, Japan modernized 
Taiwan's agriculture and infrastructure, and even 
installed some industries. 

The Japanese period provides some lessons for 
us and for those who would imitate us. First, Nation
alist policy alone did not create Taiwan's economic 
development, and Nationalist policy alone cannot 
continue it. Second, although we mainlanders prefer
involvement with Americans, the Japanese once 
had, and may have again, the principal external role 
in our development. Third, our role may well turn 
out to be what Japan originally envisaged for us, 
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namely, as an intermediary in Japan's relationship 
with the rest of the world, particularly Southeast 
Asia. 

Early nationalist period. After Japan's defeat, we 
largely disappointed Taiwanese hopes during the 
late 1940s. Taiwan was now part, not of prospering 
prewar Japan, but of suffering postwar China, 
wracked by economic and military collapse. For us, 
Taiwan was at first a spoil of war, then a retreat in 
defeat, but always militarily precarious and eco-
nomically unviable. The American government ex-
pected it to fall to the Chinese Communists and, in 
the interest of developing a relationship with them, 
was prepared not to intervene on our behalf. 

However, the outbreak of the Korean War and 
subsequent confrontation between the United States 
and the People's Republic of China rescued us from 
oblivion. With U.S. help we secured our defenses and 
reversed inflation, revived agriculture and inaugu-
rated industry, resettled our mainlanders and molli-
fied the Taiwanese. Since the economy remained 
largely agricultural, land reform was important, both 
forgiving the population a stake in economic develop-
ment, and for consolidating majority rural political 
support for Nationalist rule. At first our major indus-
trial assets were the facilities that our government had 
taken over from the Japanese, particularly the railroad, 
power company, sugar factories, and cement plants. 
Like that of most postwar underdeveloped countries, 
our objective first was import substitution, not export 
promotion. Few believed that Taiwan could provision 
itself, let alone others. The government initiated pri-
vate production of consumer goods by delivering raw 
materials to the factory doors of our paralyzed entre-
preneurs, and by purchasing the output for govern-
ment use or resale. 

By the late 1950s, however, our new light indus-
trial plants had saturated the domestic market for 
consumer nondurables. Despite much domestic re-
sistance, a series of exchange and investment re-
forms gradually integrated Taiwan into the world 
economy. We tied our exchange rates to the dollar 
to make productive investment more attractive than 
currency speculation. We devalued concessionary 
loans for export activities by domestic producers, 
and offered tax incentives and industrial parks to 
encourage investment by foreigners. We refunded 
the duties paid on any materials imported to be 
reprocessed for export, but continued to restrict im-
ports for domestic consumption. The 1958 standoff 
of the second Taiwan Straits crisis finally convinced 
most of us that we would not soon recapture the 
mainland; clearly, we should devote ourselves to 

building a strong economy on Taiwan, where we 
were relatively secure, making both domestic and 
foreign investment feasible. By the early 1960s, be
cause of the global economic boon, we had ex
panded markets abroad. New foreign investment 
concentrated in electronics and electrical appliances 
(table 13.5), as U.S. companies used Taiwanese labor 
to combat Japanese exports to America. 

Obviously the 1950s showed that import substi
tution had its limits, and the 1960s showed that, at 
least for us at that time, switching to export promo
tion greatly expanded those limits (see table 13.6). 

Nevertheless, the early Nationalist period of
fered still other lessons. First, domestic demand, 
particularly from a prosperous agriculture, was a 
major motor of our early development, and a broad 
distribution of income continued to fuel consump
tion, savings, and investment thereafter. Second, it 
was our early import-substituting industrialization 
that laid the foundation for later export promotion. 
Third, given the limits of global demand, we had to 
continue to stimulate as much domestic growth as 
possiHe, for example, by modernizing our domestic 
service sector. 

Later nationalist period. By the late 1960s, some 
long-run consequences of our outward-oriented 
strategy were already visible. Revenues for reinvest
ment poured into industrialists' coffers, and wages 
from nonfarm employment filled our people's pock
ets. Labor-intensive production meant that, by 
around 1968, industrial growth had absorbed most 
of the surplus labor from around the island, includ
ing many female entrants into the labor force. This 
first spread income widely, then bid up wages in 
general. In 1968 we first achieved a surplus in our 
trade with the United States. 

By the early 1970s, however, some long-run 
problems were also visible. Nixon signaled, not only 
that America's Pacific allies would have to defend 
themselves, but also that America intended to make 
friends with our worst enemy, communist China. 
The first oil crisis reminded us that not only could 
the cost of our imports rise, but also that global 
demand for our exports could fall. Other newly 
industrializing countries began to compete with our 
low-end products, adding urgency to our develop
ment of higher-value industries. Meanwhile our 
rapid industrialization and urbanization were fur
ther straining the power, transport, and other facili
ties we had inherited from the Japanese, despite the 
many infrastructural improvements we had made 
with U.S. aid. A package of ten government infra
structure and industry projects, originally intended 
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TABLE 13.5 Taiwan: United States and 
Japanese Investment in Taiwan, 
by Industry, 1952-1984 
(percentage) 

United 
Industry States Japan 

Fishery & animal husbandry 0.3 -
Food & beverage processing 2.0 1.0 

Textiles 
 1.5 3.3 
Garments & footwear 0.3 0.8 
Lumber & bamboo products - 0.5 


Pulp, paper & paper products 0.9 0.2 
Leathers & fur products 0.1 0.1 

Plastic & rubber ptoducts 1.8 6.0 

Chemicals 17.6 8.4 


Nonmetallic minerals 0.5 1.0 

Basic metal & products 5.0 9.8 

Machinery equipment & 4.0 22.1 


instruments 


Electronic & electric appliances 51.9 31.1 

Construction 
 0.6 0.1 

Trade 
 0.1 -
Banking & insurance 2.9 0.1 
Transportation 0.5 --

Services 9.0 11.3 
Others 1.0 3.6 

Total 100.0 100.0 

NOTE: Readers may wish to calculate dollar amounts 
based on the percentages. Total U.S. investment v ,

US$13,835,000; total Japanese investment w. 

US$985,191,000.

SOURCE: ROC Ministry of Economic Affairs, lvestnent 

Commission, "ROC Statistics on Overseas Chinese and 

Foreign Investment, Technical Cooperation, Outward

Investment and Outward 
 Technical Cooperation"
December 1984 (from Cheng 1986). 
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to promote heavy and defense industries, fortu
itously helped us out of the recession that followed 
the oil crisis. Fortunately we did not invest or bor
row as much in pursuit of heavy industry as South 
Korea did at that time. 

By the late 1970s three difficulties with such 
industrial deepening were apparent. First, our light 

industrial exports rebounded much more quickly
than our fears of competing suppliers and shrinkingdemand had led us to expect, and they also re
bounded after recessions in 1980 and 1985. Second, 
heavy industry was capital-intensive; it did not pro
duce as much, or as rapid, or as balanced growth aslight industry. Third, contradi tions emerged be
tween heavy industry and the supply of agricultural 
and residential land and the quality of air and water. 
Western economists advised us to concentrate on 
skill-intensive, nonpolluting, high-tech industries,which subsequently we did. 

In the early 1980s our growth rate fluctuated 
with that of the American economy, but we contin
ued to benefit from the intensifying truggle be
tween America and Japan for industrial hegemony.
The U.S. Congress increased its pressure on us toliberalize both our domestic economy and our do
mestic politics. The Chinese Communists offered to 
let us keep our military and our economy if we 
would recognize their sovereignty. They also began
the process of absorbing Hong Kong as a model forabsorbing us. All of this precipitated the orgy of 
soul-searching in which we are now involved. 

In all, the later Nationalist period has taught us 
much. First, despite recessions, our old industries 
have survived longer than we expected, which is 
good in the short run, but may create problems inthe long run. Second, despite some successes, new 
industries have not come on-stream nearly as rap
idly as we hoped. Third, as a result, many people are 

questioning the effectiveness of the government's
economic policy-making process itself. These prob
lems are best pursued by examining the choices we
face in our three policy areas of production, market
ing, and finance. 

TABLE 13.6 Taiwan: The Contribution of Exports to Output Grow.h, 1956-1976 (percentage) 

Period 
Output expansion due to 

export expansion 
Output expansion due to 

import expansion 
Output expansion due to 

export substitution 
1956-61 
1961-66 

70.8 
64.5 

22.5 
35.0 

7.7 
0.5 

1966-71 
1971-76 

51.4 
A4.7 

45.9 
57.7 

2.7 
-2.4 

SOURCE: Shirley W. Kuo, The Taiwan Economy in Transition(Boulder, Colorado: Westview Press, 1983), p. 149, table 7.6. 
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Production 

The first general area in which we face critical 
choices is that of "production" -adjusting declining 
industries, promoting rising industries, and mod-
ernizing family management. The underlying prob-
lem here is one of maintaining our role in the 
ipternational division of labor, achieving upward 
mobility, and preventing downward mobility. The 
basic issue is the extent to which the state should 
intervene with attempts to shape our comparative 
advantage, and the extent to which it should allow 
the market to tell private firms what our compara-
tive advantage is. The practical issue is how fast to 
alter the proportions between the components of 
our economy-light, heavy, and high-tech indus-

tries, commercial and personal services-in view of 
both foreign and domestic realities on the one hand, 
and economic and political realities, on the other. 

Sun Yat-sen wisely counseled us to maintain our 
independence of Western countries but to take ad- 
vantage of opportunities for expanding trade and 
obtaining investment. Although our form of nation-
alism continues to require some independence from 
western impefialism, the global political economy 
and our position in it are quite different from the 
nineteenth-century conditions Sun had in mind. 
Companies are now as important as countries, and 
the early industrialized countries are now as depen-
dent on the newly industrialized countries as we are 
on them. Particularly given our precarious interna-
tional political status, our best course is to continue 
enmeshing ourselves in the global web of transna-
tional corporations as inextricably as possible. 

Thus our role in the world is "associated and 
intermediate," that is, associated with core corpora-
tions and specializing in intermediate technologies, 
Despite our strong educational systern and large 
engineering corps, the earlier developers will re-
main ahead of us for the future. Since we cannot 
mobilize enough capital and technology to chal-
lenge them, we must remain cautious about state-
led plunges into expensive industries, 

Adjusting old industries. Inevitably one thinks of 
policy choice in terms of declining and rising indus-
tries. In Taiwan, governments have radically 
changed the terms of comparative advantage over 
the past half-century-from rice and sugar in the 
1930s, to specialty agricultural products and labor-
intensive light industry in the 1960s, to more skill-
intensive products and services in the 1980s. The 
cost of land is now so high that in agriculture not 
even gourmet foods are profitable. The cost of labor 

TABLE 13.7 Selected East Asia Countries: 
Comparative Monthly Wages in 
Manufacturing, 1984 (US$) 

Country Monthly wage 
Hong Kong 270 
South Korea 304 
Taiwan 325 
Singapore 260 
Malaysia 190 
Thailand 270 
.ndonesia 60 
Philippines 72 

SOURCE. Intei national abor Organization, 1984; Business 
International,1985; Asiani Business, 1985. 

is now so high (table 13.7) that in light industry the 
only really profitable items are boutique ones. 

Nevertheless, our firms have continued to 
wring marginal profits from low-value products, 
making difficult any shift from proven old to prom
ising new products. Fortunately, by the mid-1980s, 
stagnation of global demand for the old products 
has finally squelched investment in them. Of course 
the problem is not so much to move out of consumer 
nondurable industries as to upgrade products 
within them. Fashion foot, vear and designer gar
ments for which we have ailready established mar
kets can be just as profitable as consumer electronics 
or computer parts. 

In addition to declining light industries, we also 
have problematic heavy industries such as metals, 
petrochemicals, and ships. Historically most of our 
large-scale capital-intensive industries originated as 
state enterprises, and they have remained so. The 
recent expansion of private industry has reduced 
state enterprises from 80 to 20 percent of industrial 
output, but public firms remain important beyond 
their proportion because they provide such basic 
inputs into the economy as fuel, power, metal, and 
chemicals. State firms long got the lion's share of 
government and bank investment, while producing 
a much smaller proportion of economic growth. So 
we reduced investment in them, which lowered our 
investment rate- not only in state firms but in com
plementary private industryas well. Although some 
of us favor closing companies in shipbuilding, 
where there is global oversupply, we have made 
little progress, partly because state workers oppose 
layoffs. 

In fact labor poses several problems. Our labor 
force is famous for its high skills, hard work, low 
demands, and weak organization. Even though 
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unions are weak and strikes illegal, the economic 
boom has brought expanding employment and ris-
ing wages. However, we now need to transfer labor 
as well as capital from old to new sectors (figure
13.1). Yet, when a sector's economic luck runs out,
neither social values nor state repression can stifle 
worker demands. Besides, with the prospective lift-
ing of martial law, even strikes may no longer be 
illegal. 

FIGURE 13.1 	 Taiwan: Changes in Work Force 
Composition, 1961-Present and 
Projected (percentage) 

50 	 iand 
-Serviceindustry 

t40 -- 4--Manufacturing 

industry
30 


20 2o1 

10
U 	 Agriculture 

of 1961 '71 '81 '91 Year 


3505 4738 6672 8.418 
I 


Number employed (unit = 1,000) 

SOURCE Council for Economic Planning and 
Development, Executive Yuan, Taiwan. 

Promoting New Industry 

Rapid global technological change is creating new 
opportunities for us. In the mid-1980s, though, the 
very rapidity of change and the uncertainty of out-
comes has inhibited our investment in these oppor-
tunities. Earlier, in the 1950s and 1960s, the pattern
of new investment on Taiwan was the "swarm of 
bees" phenomenon. One or a few firms would enter 
a new product line, usually only after receiving state 
help in identifying the opportunity, organizing the 
project, obtaining financing, facilitating imports,
cornering the domestic market, and licensing for-
eign sales. Early entrants would make exorb,tant 
profits, but were soon followed by a swarm of imi-
tators who usually undercut the originators in price
and quality. This redundancy was exacerbated in 
the 1970s, when large revenues from foreign sales 
enabled firms entering apparently profitable export
product lines to multiply. However, virtually none 
of these companies invested in research, preferring 
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to buy or steal technology. Today's entrepreneurs
know better, but remain uncertain in what products 
to invest. 

Of course, the government has tried to point the 
direction. We are all familiar with the fine work of 
our National Science Council and its Industrial 
Technological Research Institute (ITRI), particularly
the latter's Electronic Research Service Organization
(ERSO), in promoting the electronics and informa
tion industries. The basic principles that ITRI is
using to promote hi-tech industries-combining
foreign and domestic resources-are the same prin
ciples that we followed for light industry in the past, 
namely: 

1.On the one hand attractcapital,technology, 
management from abroad, particularly

from overseas Chinese,and study the strate
o

gies of majorforeign countries and compa
nies, particularlyin the United States and 
Japan.Thus ITRI's own Chinese directorwas formerly the head of R & D at Texas 
Instruments Inc.; ITRI's Taiwan Semi

conductor Manufacturing Company hasinvestment from Philips Electrical Indus

tries; and IBM is increasingly an active 
participant on Taiwan. Recently our colleague, Planning Minister Chao Yao
tung, visited Japan with task forces to 
study their telecommunications, soft
ware, and hardware industries. 

2. On the otherhand,mobilize domesticcapital,
fosterdo:restictechnology, andtrainpromis
ing domestic managers. When government
patiscalesandwork ruleshobbleprogress,use 
quabi-government organizations that can 
pay high and act fast. Thus eight private
Taiwan companies put up 85 percent of 
the capital for ITRI's United Microelec
tronics Corporation to make integrated
circuits, and UMC's head was trained by
ERSO after graduating from National 
Taiwan University. Meanwhile several 
domestic firms are making personal 
computers with the input-output system
developed by ERSO to avoid infringing 
IBM's patent ri6Lks. 

These real accomplishments bode well for other 
ITRI initiatives in optoelectronics and biotechnol
ogy. Nevertheless, we must be realistic about the 
limits of our success. Though it is natural that the 
government should have to twist arms to recruit the 



213 Taiwan, 1986: Choicesfor the Future 

initial tenants in our Science Park and to obtain 
investments in high-tech ventures, we have to rec-
ognize that the reluctance we have encountered 
among our businessmen may well persist. The gov-
ernment may be right about the general need to 
upgrade technology in the long run. But in the short 
run the ,overnment itself has shown much uncer- 
tainty over exactly which products to back and how 
to do it, as in the automobile and machine tool 
industries. And it is in the short run that individual 
private entrepreneurs can lose their investments. 
Most of our businessmen simply do not believe that 
underpaid and inexperienced government bureau-
crats know more than they about their own products 
and markets. In recent cases, the government cannot 
guarantee the purchase of any large share of the 
output. So our companies may be right to question 
the viability of our products and the availability of 
foreign markets. 

Modernizing family management. In any case, we 
still need to accelerate the modernization of our 
management. No matter what opportunities the 
government may make available, our private com-
panies will not seize them unless equipped to do so. 
Here, the question is what initiatives the state can 
take without exacerbating the basic problem that 
our entrepreneurs already depend too much on the 
state. Consider the changes already under way both 
within and without our still mostly family firms. 

Within, already the generation of entrepreneurs 
who founded most of our larger companies in the 
1950s and 1960s are passing their firms on to their 
sons or other successors. This has both advantages 
a,-.d disadvantages. The fathers have usually pro-
ceeded by intuition, showing a willingness to gam-
ble when the opportunity seemed right, but an 
unwillingness to analyze alternative strategies. The 
sons are better trained in both technological and 
financial analysis, but often lack the human sensitiv-
ity and experience of economic hardship that guided 
their fathers. Yet there is continuity. Sons remain 
Chinese under their veneer of Western training, and 
fathers continue to run things from behird the 
scenes. 

Outside, some of our leading industrialists have 
already taken initiatives to improve management by 
improvising management information systems. 
Most managers still have little idea of cost struc-
tures, cash flows, and sales prospects. Partly they 
don't want to think about them, partly the finances 
of different firms and families are intermixed, and 
partly they keep multiple sets of books to fool their 
business partners, banking creditors, and tax collec-

tors. The government may have to lower effective 
corporate tax rates before businessmen will be will
ing to reveal their true incomes, even to themselves. 

Then there is another concern I have about our 
business managers that I must frankly share with 
you. Happily we have begun to overcome China's 
traditional lack of respect for business people who 
in days gone by. as you know, ranked well below 
scholars, government officials, and even farmers. 
We realize that our managers are essential to meet
ing the needs of the community. Yet there is reason 
to wonder now whether the new breed of young 
entrepreneurs fully appreciate their responsibilities 
to the community. Eager for relief from government, 
they seem less concerned with the fulfillment of its 
objectives. 

Marketing 

The second general area in which we face critical 
policy choices is marketing, broadly defined to in
clude diversifying markets, combating protection
ism and selling our own products abroad. The 
underlying problem is the combination of overpro
duction by our newly industrialized competitors 
and underconsumption by the earlier industrialized 
countries. The basic issue here is what economic 
philosophy to follow-a liberal philosophy maxi
mizing the economic opportunities from free trade, 
or a conservative philosophy minimizing any threat 
to us from the political uses of economic power. The 
practical i'isue is how fast to make the transition 
from a backward country that relies on in
traindustry trade (in which we forbid imports of the 
kinds of products we export), to an advanced coun
try Ciat flourishes on intraindustry trade (in which 
the products of all trading partners compete in all 
markets). As with our production structure, the 
practical obstacles to upgrading our trading struc
ture are both economic and political, as well as both 
foreign and domestic. 

In maintaining our foreign markets, the good 
news is that we have but a small share of total world 
trade. Since our numerous small firms are good at 
shifting rapidly from one product line to another, 
the prospect is good that we will continue to identify 
niches for ourselves. The bad news is that our small 
share of world trade is highly concentrated on one 
market-the United States-and on only a few 
products, such as te,'iles and electronics (table 13.8 
and figure 13.2). Consequently our impact is felt, the 
reaction is sharp, and we are vulnerable. 

Western trade theorists assure us that we have 
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nothing to worry about in an efficiently functioning
global market, so long as we keep shifting our prod-
uct lines upward ahead of our competitors. How-
ever, global markets do not always function 
efficiently; some players sometimes gain excessive 
power over the market. For example, Japan already
indirectly controls half our production and market-
ing and now, after upward revaluation of the yen, is 
resorting to a new wave of direct investment, using 
us as an export platform for maintaining its compet-
itiveness in the American market. Moreover, we face 
not just economic competition from a fresh gaggle
of newly industrializing countries (NICs), but also 
political war from the biggest NIC of them all, the 
PRC. Since the PRC is trying to drive us into political 

TABLE 13.8 	 Taiwan and World Trade: Exports 
(percentage) 

Exports from Taiwan to
USA 

Share (%)
4vide 
43.1 

Japan 11.3 
Hong Kong 8.3 
Canada 3.1 
Singapore 2.9 
West Germany 2.6 
Australia 2.4 
UK 2.1 
Saudi Arabia 1.9 
Indonesia 0.9 
Others 21.4 

Total: US$30,722.8 million 100.0 

Imports to Taiwan from 
Japan 

Share(M) 
27.6 

USA 23.6 
Saudi Aiabia 4.2 
West Germany 4.0 
Australia 1.6 
Kuwait 1.4 
Indonesia 2.1 
Canada 1.8 
Hong Kong 1.6 
Singapore 1.4 
Others 30.7 

Total: US$20,102.0 million 100.0 

SOURCE. Political 	 and Economic Risk Consultant, Ltd.,
Quarterly Country Risk Survey on Taiwan, Republic of C1dna: 
Outlook for November 1986 through April 1987, no.1 (C-t.),
1985. 
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submission, it may try to put our industries out of 
business. Thus, contrary to the views of Western 
economists who admire us so much, the world is not 
a benignly competitive marketplace. That miscon
ception explains why our former president never 
allowed economists to control our policy, and 
why -despite appearances-our current president 
wisely still does not either. 

Diversifying export markets. We must do our best 
to diversify our foreign markets, and we have made 
significant efforts. Government trade missions, and 
even a few of our larger companies, have canvassed 
the world for potential sales-in Western Europe, in 
all corners of the third world, and recently in Eastern 
Europe. These efforts must be redoubled. But if we 
are to be realistic both in allocating our efforts and
in assessing the results, we must remain aware of the 
economic and political constraints.

Economically, the fact remains that the devel

oped countries, particularly the United States, pro
the biggest markets, and are by far the easiest

places to expand sales. Europe remains difficult,
partly because it does not accord Taiwan the tariff 
preferences that our competitors receive. But no 
number of trade mis-,ions to Europe could overcome 
the fact that our currency has been pegged to the U.S. 
dollar, making our goods cheap in the United States 
but expensive elsewhere. After 1985 our currency 
fell along with the dollar, making our exports more 
attractive to Europeans. Unfortunately, however, 
more currency realignments will not automatically 
create in Western Europe the historic ties, diplo
matic relations, marketing channels, cultural affini
ties, and expatriate population that we have in the 
United States. 

Like the rest of our fixation on the American 
market, our dollar-based exchange rate is not simply 
an economic matter; it is also the legacy oA our 
previous geopolitical alliance, and a continuing 
symbol of foreign political connections and domes
tic political stability. Of course, now that the Ameri
cans insist we let our currency appreciate against
theirs, we have no choice, even though this threatens 
to bankrupt marginal firms exporting primarily to 
the United States. 

As regards new markets in the third world, here 
too we must be realistic about both economic and
political constraints. It is an attractive idea that as an 
intermediate country we can play a mediating role 
between the advanced core and backward periphery
of the world economy, taking over old product lines 
from the core and selling them to the periphery.
However, the fact remains that so far our sales of 
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FIGURE 13.2 Taiwan: Major Trade Items, 1985 (US$ million) 
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goods and services to developing countries repre-
sent a small portion of total exports. Unfortunately, 
there are good economic reasons for this. The poor 
countries are much poorer than the rich countries, 
and just when we tried to sell them more they got 
even poorer owing to the 1980s debt crisis. As for the 
future, despite the optimism of Western economists, 
in a world already awash in overproduction, it re-
mains to be seen how large third world economic 
growth will be, and how much trade with it the first 
world will leave to us. 

Concerning political constraints, we have 
learned from our own takeoff that economic growth 
is more than a matter of comparative economic ad-
vantage; it is also a matter of political connections. 
Much of our trade with the third world is with 
conservative regimes that still find us ideologically 
compatible (such as Indone,ia, Saudi Arabia, and 
Paraguay), or with countries in regions where the 
Americans encourage our participation (such as 
Central America and the Caribbean). These are 
among the few countries that still maintain diplo-
matic relations with us, and also countries in which 

35.5 I 
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theAmericans are happy to see our military training 
missions and growing arms sales. 

Serious economic and political questions arise 
in our relations with the PRC. Sc far it has snapped 
up our consumer goods and production technolo
gies, and to some extent the economic complemen
tarity is genuine. But we do not know how much of 
this demand has been politically induced, or how 
much it could fluctuate because of socialist eco
nomic mismanagement or coimmunist political ma
nipulation. 

Combating foreign protectionism. Given the re
straints on diversi'fication, we will remain largely 
dependent on the American market. That means 
continuing to wrestle with rising American protec
tionism. Of course, we hope that in the United States 
and Europe, economists advocating free trade will 
prevail over politicians advocating import restric
tions. However, since we expect more "voluntary" 
restraints on our exports, we must do a better job of 
reallocating our quotas to those domestic manufac
turers who will use them most effectively. (In this 
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regard the special pleading of our older textile mak-
ers and their government supporters has been dis-
graceful.) Moreover, we must actually reduce 
output, through mergers and closings, however eco-
nomically and politically difficult. The Japanese
have done it but, though we have talked about it, we 
ourselves have not yet really tried, 

Meanwhile, the best defense against foreign
protectionism is riot to appear protectionist our-
selves. We must remove obvious irritants, such as 
tariff barriers and product piracy, while bolstering 
our firms to retain as much of our domestic market 
for consumer goods and commercial services as pos-
sible. It is obviously absurd for us to maintain re-
strictions on consumer imports installed in the 1950s 
when we were an embattled fortress. 

Here we cannot but note that it is branches of 
our own Nationalist state that put up the most effec-
tive political resistance to import liberalization, not 
only blocking poliiy change but also delaying policy
implementation. Becausewerequireourown ind-us-
trial base for both defense and development, we 
have labored long and hard to create our existing
industries. Painful as contracting them might be to 
our colleagues in the industrial bureau of the Minis-
try of Economic Affairs, we simply cannot afford to 
provoke the American executive into trade actions 
against us by inundating America with textiles, 
shoes, steel, and computers. Because we are reluc-
tant to tax Taiwanese incomes directly, we have long
relied for government revenues on indirect sources 
such as tariffs on imported consumer goods and 
profits from government .nioopoly sales of liquor 
and tobacco. Painful as the reduction of such reve-

nues may be to our colleagues in the Ministry of 

Finance, we simply cannot allow the U.S. Congress 

to shut down our access to American markets on the 

excuse that our tariff rates are higher than theirs and 

Japan's, or that we will not buy California wine and 
Virginia cigarettes. 

Our own economic strategy calls for us to "in-
ternationalize, liberalize, and systematize." The 
question is whether all of us understand this slogan
the same way or, for that matter, understand itat all. 
To me it means that liberalization of impor-ts will 
challenge our domestic prodacers, and that system
atization will enable them to meet this challenge. We 
must follow through on the promise of this strategy,
and not allow "systematization" to mean erecting 
new protectionist barriers of our own. Here the 
Western economists may be right when they say that 
market competition often generates benefits that 
state planners have failed toanticipate. For example,
in the service industries, who would have dreamt 
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that American fast food chains, rather than just put
tingoursmall peddlers outofbusiness, would prove 
a national craze and promote the upgrading of our 
own entire food service industry in ii. itation? Hope
fully, the same may occur in such commercial ser
vices as accounting and advertising or banking and 
insurance, all of which badly need improvement. 

Selling ourselves abroad. At a time when Ameri
cans blame us for sending them too many goods, 
many of us blame ourselves for not selling them 
more by doing our own marketing rather than rely
ing on Japanese trading companies, Taiwan-based 
American companies, and middleman American 
buyers. We could do a better job. Certainly most of 
our fi ms are too small and too provincial to scan the 
entire world for potential markets. In fact, most of 
them hardly lift their sights beyond the American 
market where they already have contacts and repre
sentatives. The government has helped somewhat 
by collecting and disseminating information on 
market opportunities, though how timely and spe
cific such information can be remains a question.

The remedy repeatedly proposed has been that 
the government should aid formation of large trad
ing companies like the Japanese have. However, the 
fact that not much has happerned suggests that not 
much will happen. It also suggests some reasons 
why. The existing system is cost-effective and func
tions aaequately, at least so far. Moreover, every
body wants to start his own trading company, 
nobody wants to cooperate, and manufacturers do 
not want to place their marketing in other Chinese 
hands. 

However, both the American complaint about
 
us and our complaint about ourselves miss a basic
 
fact: essentially, Americans commission 
us to pro
duce stuff on Taiwan and then sell it in America, 
either through American middlemen or inside 
transnational firms. More than half our exports to 
the United States are by U.S. companies on Taiwan. 
Apparently, neither the Americans (for production) 
nor we Chinese (for marketing) could much alter 
this arrangement, even if we wanted to. 

Finance 

The third general area in which we face critical 
policy choices is finance-our place in international 
financial markets, our domestic financial institu
tions, and ourdomestic fiscal policy. The underlying
problem is that our archaic financial system pre
vents us from putting our burgeoning resources to 
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FIGURE 13.3 Taiwan: Growth in Trade Surplus and Foreign Currency Holdings, 1980-1986 
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b. End of November.
 
SOURCE: New York Times, December 21, 1986, Nicholas D. Kristoff, "Taiwan's Embarrassment of Riches," ©1986 by The
 
New York Times Company. Reprinted by permission. 

the most productive uses. In each case, the basic 
issue is to what extent we must stick to long-stand-
ing conservative practices in order to maintain gov-
ernment control, and to what extent we can embrace 
progressive current Western practices maximizing 
economic efficiency. The practical choice is between 
how long we can continue to "work around" exist-
ing practices and how fast to reform them. Here 
again of course we face both economic and political 
obstacles, both at home and abroad. Not the least of 
these obstacles is the unfortunate fact that many of 
us simply do not understand the accelerating 
changes abroao. 

International financial role. Internationally, the 
basic choice we face is whether to muddle along as 
merely a producer of widgets with an embarrassing 
trade surplus and little other external role or 
whether, as our policy slogan recommends, to "in- 
ternationalize" by making Taiwan fully part of 
world finance and by carving out our own financial 
role abroad. While only the most reactionary secu-
rity administrators deny that internationalization 
provides the better course, in practice following that 
course requires more understanding, imagination, 
and courage than ma-y, ,, ,Bcrl,,d1,,nmrnrf2T,-

At the moment, we are mired in successes. The 
double windfall of low oil prices and a highJapanese 
yen lowered our import bill and has increased our 
export earnings, swelling our foreign exchange re-
serves by US$1 billion a month (figure 13.3). 

Today these reserves exceed US$44 billion, 
more than those held by the United States (US$36 
billion) or Japan (US$41.7 billion), or indeed by any 
country except West Germany (US$52.9 billion)-

and soon Taiwan will top even that. Our conserva
tive financial authorities put these reserves into U.S. 
government bonds, which are not particularly prof
itable, and have declined in value with the decline 
of the U.S. dollar. Excess foreign reserves become 
excess domestic money supply because of our re
quirement that exporters turn in their foreign ex
change earnings to the Central Bank for local 
currency. Memories of past capital flight make us 
reluctant to loosen controls. Nevertheless I believe 
we need to place more foreign exchange in private 
hands and to embark on a positive program of in
vestment and acquisitions abroad. International 
banks will help, as with recycling petrodollars, but 
not until we begin to believe that Taiwan will remain 
attractive to both domestic and foreign investors 
will capital remain here when it is free to leave. 

Tu.-ning to political dilemmas: How can we 
hope to expand our participation in international 
financial organizations-the single most important 
form of participation in international organizations 
that we have left-when some still want to with
draw from any organization that the PRC enters? 
Those who favor accepting some change of name in 
order to remain won only a partial victory in the 
,v,,cf e_,,,rt-,,om1,,Frhr '- Adcin 

Development Bank-where we refusec ) with
draw, but suspended our participation anyhow! 
How can we hope to turn Taipei into an interna
tional financial center when our security administra
tors refuse to permit the free movement of 
telecommunications, capital, and personnel that are 
vital to contemporary financial transactions? Those 
of us who had hoped that Taiwan might take over 
some of Hong Kong's financial functions as the PRC 
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asserts control there could not move fast enough,
and we had to watch those functions redeploy to 
London and Tokyo. 

Domestic financial institutions. Our antiquated 
domestic financial system is also an obstacle, not 
only to successful participation in international cap-
ital markets but also to the successful operation of 
domestic capital markets. In the early postwar gar
rison-state days, we deliberately compartmental-
ized financial institutions, narrowing each function 
and preventing unauthorized movement of funds 
between them. We nationalized the banks, ap-
pointed bureaucrats to run them, and threatened 
dire punishment for any mistakes. The results were 
predictable. Savings piled up in the Post Office but 
could not be used where they were needed, for 
instance by the small business bank. Cautious banks 
lent only to large firms, particularly public ones,
driving even large private companies to the curb 
market for working funds. Families, not banks, pro-
vided venture capital, and our small stock market 
was-and is-easily manipulated and highly vola-
tile. When from the mid-1970s we did allow private 
trust companies to undertake more functions, firms 
abused the privilege by speculating in real estate 
and other areas. The resulting bankruptcies and 
scandals strengthened opposition to financial dereg-
ulation. 

Of course, we have made some progress, again
mostly under foreign prodding, foreign assistance, 
or foreign influence. We admitted foreign banks 
who began performing such modern functions as 
tapping overseas credit, identifying foreign mar-
kets, and even recommending sources for inputs
from abroad. With foreign participation, we set up 
a venture capital fund, to foster the formation of new 
high-tech domestic firms. Meanwhile, our younger
people familiar with foreign banking found ways to 
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use the existing system to achieve reformist objec
tives by detecting loopholes in existing laws, pro
cessing cases under the least restrictive laws, and 
expanding existing laws by setting new precedents.
However, we still have not fashioned channels 
through which to apply either our foreign exchange
surplus or our domestic savings deposits to domes
tic investment. 

Domestic fiscal policy. As for domestic fiscal policy,
looking at the revenue side (table 13.9), like other 
governments, we can see we need more tax revenues. 

Downturns in exports produce downturns in 
business profits and therefore downturns in govern
ment revenues, just when we need upturns of 
spending to restimulate the economy. Moreover, we 
need to replace regressive and distorting taxes, such 
as tariffs on imported consumer goods or profits 
from government consumer monopolies, with pro
gressive and rational ones. An underlying problem 
here is ihat under the conservative fiscal philosophy
that pervades our bureaucracy, Ministry of Finance 
officials do not want to be punished for any shortfall 
of revenues that might occur during their tenure. 
Consequently, they fear change. One important ex
ample of a tax reform that we have already imple
mented is the value-added tax on businesses, which 
we have truthfully advertised as less distorting, but 
which in the long run will also increase revenues. 
One important example of a reform as yet unmade 
is corporate and personal income taxes. At present 
they overlap, the rates are too high, and compliance
is low. If the taxes were merged and the rates realis
tic, people might really pay them. However, the 
Ministry of Finance has delayed implementation. 

Looking at the expenditure side (table 13.10),
like other governments, we must decide whether to 
entertain deficit spending. So far, we have insisted 
on balancing our budgets every year, even when we 

TABLE 13.9 Taiwan: Consolidated Public Revenues of All Levels of Government, 1981-1985 
(new Taiwan $ billion) 

Revenue source 
Tax rcpip

Tax r.p.int. 

Monopoly profits 

Surplus of govt. enterprises & 


public utilities 
Public debt raising 
Other 

Total 

SOURCE. Taiwan StatisticalDataBook, 1986. 

FY1981 
' a 1279.1 

FY1982 
nn K-299.6 

FY1983 
nnA.u.3 

FY1984 

334.7 
FY1985 

348.7 
34.0 37.9 40.0 40.2 4 .7 
41.1 55.6 60.5 63.0 76.8 

7.7 20.2 30.1 15.8 31.2 
75.8 77.8 68.2 72.0 76.1 

437.7 491.1 503.0 525.6 574.5 
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TABLE 13.10 	 Taiwan: Consolidated Public Expenditures of All Levels of Government, 1981-1985 
(new Taiwan $ billion) 

FY1981 FY1982 FY1983 FY1984 FY1985 

General administration 146.8 
Education, science, &culture 75.6 
Economic reconstruction 145.4 
Social welfare 51.1 
Other 14.3 

Total 433.3 

SOURCE: Taiwan StatisticalData Book, 1986. 

used public works projects to stimulate our econ-
omy. Every time our annual growth rate falls below 
5 percent our companies scream recession, and 
Western economists propose a temporary deficit to 
renew growth. Fortunately, so far, exports have al-
ways rebounded to make that unnecessary. 

By the end of the century, however, we foresee 
more serious demands on the budget. We will face 
the cost of industrial adjustment, such as reduced 
revenues, unemployment support, and retraining 
and retooling. Our generally rising standard of liv-
ing may call for complementary expenditures such 
as income support for the few left out of the eco-
nomic miracle, and greater public expenditures on 
such collective amenities as environmental cleanup, 
recreation, and culture. Most fundamentally, our 
population will begin aging, with more older people 
in need of retirement support and fewer younger 
people to support them. 

These demands on the budget will probably be 
amplified by political liberalization. In the past, our 
"ruling party" could decide its objectives and sim-

ply pursue them without much public challenge. In 
the future, by its own design, our party will face the 
challenge of an organized opposition that is likely to 
advocate more welfare measures to attract votes. 
This makes our apparently rigid adherence to bal-
anced budgets quite rational. Of course, one or two 
years of deficit spending would not hurt, provided 
the resulting debt were repaid in years of surplus, as 
Keynes intended. But would that happen? Certainly 
we do not want to go down the deficits-for-welfare 
and deficits-for-defense roads taken by England and 
the United States. 

Conclusion 

Our founder, Sun Yat-sen, blamed Chinese for dis-
carding their nationalism for premature cosmopoli-

169.8 
87.7 

147.5 
71.5 
17.2 

188.6 
96.6 

121.2 
75.5 
16.3 

177.1 
98.8 

138.6 
81.7 
22.8 

197.2 
111.9 
138.0 

88.4 
28.2 

493.7 498.2 519.0 563.7 

tanism, like the coolie who, thinking he had become 
rich, threw his carrying pole into the sea. Taiwan is 
a mere pole in the sea that China once discarded, but 
for us it has become the staff of life, and a signpost 
for the mainland. Proud to be Chinese, we must 
define a futurist form of our ancient nationalism that 
will unite mainlanders and Taiwanese, Nationalists 
and Communists, at home and overseas. 

After all, we are a quarter of the human race, 
flourishing in all quarters of the globe. The Japanese 
sun is rising, but heaven has only one sun, and it 
never sets on our empire. As we look beyond the year 
2000, let us only hope that the Pacific century re
mains truly pacific. 

Study Questions 
I 	 What are the major economic and political prob

lems Taiwan faces in 1986? How are they differ
em The prbes faced in 1961? 
ent from the problems faced in 1961? 

I 	 What economic strategies would you recoi
mend? Who in Taiwan might support or oppose 
these strategies? 

3. 	 How would you recommend that the govern
ment manage its supporters and opposition? 

Notes 
1. The revolution marked the downfall of the 

Manchu dynasty in China and the coming to power 
of China's George Washington, Sun Yat-sen. 

2. Per capita income on the mainland was about 
$300. 

3. In 1984 Brazil's GNP was US$187 billion and 
South Korea's (population 41 million) was US$83 
billion. 
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Appendix 

TABLE A13.1 Taiwan: Growth of United States-Taiwan Commodity Trade, 1952-1984 (US$ million) 

Year Total U.S. exportsa U.S. importsb Balance 
1952 90 36 4 +82 
1956 88 781 +74 
1962 168 115 53 +62 
1966 282 166 116 
 +50
 
1972 1,794 543 1,251 -708 

1976 4,837 1,798 3,039 -1,241 
1977 5,600 1,964 3,636 -1,672 
1978 7,386 2,376 5,010 -2,634 
1979 9,033 3,381 5,652 -2,271 
1980 11,434 4,674 6,760 2,086 
1981 12,924 4,766 8,158 -3,393 
1982 13,321 4,564 8,758 -4,195 
1983 15,980 4,6A6 11,334 -5,688 
1984 19,909 4,041 14,868 -9,827 
1985 19,512 4,746 14,773 -10,027 
a. Export values are CIF (cost, insurance, freight).
b.Import values are FOB (free on board).

NOTE: All values are at current prices.

SOURCE: ROC Council for Economic Planning and Development, Taiwan StatisticalDataBook, 1985.
 

TABLE A13.2 Taiwan: Changes in the Shares of Leading Industries in Manufacturing, 1952-1980 

Share of gross output (percentage) 
Industry 1952 1961 1971 1976 1980 
Textiles and footwear 17.0 16.9 21.5 18.3 14.9 
Machinery 1.5 1.9 2.8 2.9 2.6 
Electrical machinery 0.7 1.8 9.4 10.3 11.5 
Transportation equipment 0.7 2.1 3.4 4.0 6.2 

Total 19.9 22.7 37.1 35.5 35.2 
SOURCE: Adapted from Directorate-General of Budget, Accounting and Statistics, Executive Yuan, National Income of the 
Republic ofChina, various years. 

wT-,.
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TABLE A13.3 Taiwan: Investment in the United States by Industry, 1959-1984 (US$ thousand) 

Food and beverage processing 
Pulp paper and products 
Plastic and rubber products 
Chemicals 
Nonmetallic minerals 
Basic metals and metal products 
Machinery equipment and instruments 
Electronic and electric appliances 
Trade 
Service 
Other 

Total 

SOURCE: Taiwan StatisticalDataBook, 1985. 

Amount Percentage 
240 0.3 
500 0.6 

6,000 7.4 
24,000 29.4 

461 0.6 
740 0.9 
250 0.3 

33,958 41.7 
10,350 12.7 
4,430 5.4 

570 0.7 

81,499 100.0 

TABLE A13.4 East Asian Market (excluding China) in the Year 2000 (constant 1984 U.S. dollars) 

GDP (US$ billion) Population (millions) Per capita income (US$)
Hong Kong 81.66 7.2 11,279
South Korea 257.34 50.0 5,207
Taiwan 98.80 23.0 4,299
Singapore 52.37 3.2 16,064
Malaysia 97.80 23.0 4,822
Thailand 120.84 80.0 1,665
Indonesia 212.99 220.0 970
Philippines 86.47 80.0 1,218 

Total population 485.a 
a. Figures do not add due to rounding error.
 
SOURCE: Asian Development Bank; Center for Research and Communications, Overview of Asia-Pacific,Manila, 1984.
 

TABLE A13.5 Taiwan: National Government Revenue and Expenditure, 1982-1985 
(billions of new Taiwan dollars) 

Revenue 

Current 
Capital 

Expenditure 
Current 
Capital 

Surplus 
Revenue/GNP (percent) 
Expenditure/GNP (percent) 

SOURCE: Taiwan StatsticalDataBook, 1986. 

1982 1983 1984 1985 
476.8 505.7 547.7 573.3 
434.3 471.9 515.6 526.6 

42.5 33.8 32.1 46.7 
512.7 504.8 564.0 600.8 
340.3 358.9 385.6 422.7 
172.4 145.9 178.4 178.1 
-35.9 0.9 -16.3 -27.5 

25.7 24.7 24.0 23.9 
27.6 24.7 24.8 25.1 
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FIGURE A13.1 Tai" an: Savings and Investment as Percentage of Gross National Product, 1975-1985 
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Malaysia Planning Exercise:
 
The Dilemma of Employment Policy
 

Imagine that at the end of 1969 you became a staff 
member of the Malaysian National Operations 
Council (NOC). This was a very critical period in 
Malaysian history (see table A14.1 in the chapter 
appendix for a fact sheet). In May 1969 the country 
expLrienced bitter racial riots, primarily in most 
urban centers and towns, in which 6,000 people 
were reportedly killed. Immediately after the riots, 
the Malaysian supreme head of state formed the 
NOC by decree (see table A14.2 for a brief descrip-
tion of Malaysian government structures). The 
NOC, chaired by the deputy prime minister, was 
given the authority to manage all civil and police 
functions, and to develop a new economic policy 
that would provide better opportunities for the 
"have nots." The NOC was also given the power to 
replace the legislature; in practice, it subsumed the 
functions previously held by the prime minister, 
who became an advisor to it. 

In Malaysia race has traditionally been identi-
fied with economic function. The country registered 
an impressive rate of economic growth during the 
1960s, but development programs mirrored the ex-
isting economic imbalances between the races. Ma-
laysia is inhabited by three racial groups: Malays 
(including Indonesians and aborigines), Chinese, 
and East Indians. In West Malaysia, for example (see 
figure A14.1), the Malays who comprise 51 percent 
of the population are involved primarily in subsis-
tence agriculture and fishing. The Chinese, 36 per-

cent of the population, hold most of the jobs in 
manufacturing, trade, commerce, and tin mining, 
and own more share capital than any other Malay
sian ethnic group (see table A14.3 for data on own
ership in the manufacturing sector). The Indian 
community, 12 percent of the population, are in
volved in subsistence agriculture, small-scale retail 
trade and commerce, and unskilled laborers' jobs. 
Malays dominate most political appointments and 
the civil service. (See table A14.4 for the geographic 
distribution of the labor force in West Malaysia.) 

In the riots that occurred after the 1969 national 
elections (see tables A14.5 and A14.6 for data on 
voting and political pa-ties), Malays fought against 
Chinese and Indians. One of the major issues was 
"who was benefiting from economic development." 
Here, the NOC has major responsibility for develop
ing a new economic policy. Since NOC members 
think that urban unemployment among Malays was 
one of the major causes of the riots, they want to 
focus first on strategies for restoring ethnic balance 
in manufacturing employment and ownership. One 
alternative is to call for employing Malays in all 
sectors proportional to their representation in the 
national labor force by i975, and for Malay owner
ship in proportion to their representation by 1990. 

The deputy prime minister has put you in 
charge of examining the feasibility of this and other 
alternatives for the southwest zone. He has given 
you all the available information and he wants you 

The author gratefully acknowledges the help of Ford Foundation grant no. 740-0652 in preparing this exercise, which is based on data 
published by the Malaysian government and from interviews. 
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to make a preliminary presentation within one 
week. (Examine the entire chapter appendix for per-
tinent information.) He wants you to try to address 
the following questions and perform the following
tasks: 

1. Since outsiders will be at the NOC brief-
ing sessions, you will need to be able to
describe quickly and succinctly the coun-
try, its parties, problems, and prospects. 
Prepare a political map. 

2. 	The NOC in preliminary discussions has 
favored the goal of51 percent Malay em-
ployment in southwest sector manufac-
turing by 1975. What are the strengths 
and weaknesses of this alternative? The 
deputy prime minister also wants you to 
look at the strengths and weaknesses of 
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three other options: doing nothing, try
ing to achieve a 31 percent Malay em
ployment target by 1975, and a 36 per.ent 
target by the same date. (The chapter
appendix includes a worksheet, table 
A14.9, to help you analyze some of the 
alternatives.) 

3. 	What policies and programs would be 
necessary to accomplish each of the alter
natives, and which government minis
tries would have to be involved? (You do 
not have detailed information at hand 
about the supply capacity of various ed
ucational institutions or more than the
 
information presented in table A14.10 on
 
ministry activities, and there is little
 
chance of getting the information before
 
you must make your briefing.)
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Appendix 

TABLE A14.1 Malaysia: Country Fact Sheet 

Population 

Total, 1970:10.3 million in Malaysia 
Geography8 million in W. Malaysia 

Ra' of population growth, 1970: 2.9% Divided into two main segments 
separated by hundreds of miles of sea. 

Population groups Malaysia W. Malaysia West Malaysia occupies the southern 
third of the Malay Peninsula. East

Malays 54% 51% 
Malaysia occupies the northern strip of

Chinese 35% 36% 
the island of Borneo10% 13% 

Other 1% 0% 
Indians 

Economy 

Sectoral proportions of GDP Percent Avg. annual growth, 1965-1970 (%) 

Agricultural and mining 37 5 
Manufacturing 12 10 
Construction 4 8 
Government 7 5 
Trade 13 
Other 27 

Highlights: 
1. GDP per capita, 1970: $350 
2. Avg. annual GDP growth ratp, 1956-1970: 6.5% 
3. 1965-1970 Labor force avg. annual growth: 2.9%. 
4. 1965-1970 Annual rate of growth of available jobs: 2.6% 
5. More than 60% of all exports are in agriculture and mining. Chief exports are rubber, tin, timber, and, 
palm oil. 
6. During the 1960-1970 period the country moved away from manufacturing that simply upgraded 
agricultural raw materials and toward import replacement. 
7. The government's major contributions were in infrastructural development and some special land 
development schemes for Malays. 

,8. Of all investment in 1969, 32% was public-sector investment and rib" was private. 

SOURCE Marc Lindenberg. 
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TABLE A14.2 Malaysia: Government Structures 

Actors 
Supreme Head of Malaysia 

Prime Minister 

Cabinet 

National Operations Council 

Parliament 


Senate 


House 

Ministries 

Judiciary 

SOURCE: Marc Lindenberg. 

Tenure Powers
 
5-year term, elected from the 1. Constitutional monarch 
who performs
9 traditional rulers of the most normal activities with the advice andMalay States consent of the prime minister and cabinet 

2. Summons and dissolves Parliament 
3. Appoints the prime minister usually upon 
strong recommendation of the ruling party 
or coalition 
4. Head of the Islamic State 

Serve- at the discretion of 1. Chief executive officer
 
the supreme head but de-
 2. Appoints the cabinet 
peods more on the consent 3. Chief articulator of ruling coalition policy
of th, ruling coalition 

Serves at the discretion of 1.Chief policy maker for each ministry.
the prime minister although 2. Ultimately responsible for implementa
nominally approved by the tion at the ministry level. 
supreme head 3. Participates in overall policy formulation 

and coordination. 

Formed on an emergency 1. Responsible for developing a new ecobasis after the May 1969 riots nomic policy that placed greater emphasisto replace the legislature on better distribution of income, wealth, and 
services 
2. Managed all civil and police functions 
3. Made policy for state level 

58 members serving 6-year 1. Both Senate and House members can in
terms troduce and vote upor, legislation.26 elected members and 32 2. All budget appropriations and authoriza
appointed by suprem- head tions are introduced in the House first.
with advice from prime min- 3. The Parliament does not have the right to

ister 
 approve cabinet appointments.

144 members elected for 5
year terms 

Ministry positions are civil- 1. Responsible for translation of policy into
service. Each ministry has a program, for implementation and evalua
permanent secretary who tion 
manages ministry activities. 

Appointed for life by su- 1. Hears all legal matters 
preme head with advice 
from prime minister. Fed
eral system only 
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TABLE A14.3 Malaysia: Ownership of Share Capital of Limited Companies in West Malaysia, 1969 
(US$ thousand) 

All industries 

Companies incorporated in West Malaysia US$1000 Percent 
Residents 2,050,006 43.9 
Malays 49,294 1.0 
Malay interests 21,339 0.5 
Chinese 1,064,795 22.8 
Indians 40,983 0.9 
Federal and state governments 21,430 0.5 
Nominee companies 98,885 2.1 
Other individuals &locaily controlled companies 470,969 10.1 
Foreign-controlled companies in Malaysia 282,311 6.0a 

Nonresidents 
Foreign branch officesb 

1,235,927 26.4a 

Net investment by head office 1,391,607 29.7a 

Total 4,677,540 100 
NOTE: Table shows the predominance of foreign ownership of share capital in limited companies in west Malaysia. Of 
the total $4.678 million share capital, 62.1 %was accounted for by foreign interests compared with 22.8% by Chinese, 
1.5% by Malays, and 0.9% by Indians. 
a. These items show foreign ownership totaling 62.1%.
 
b. i.e., branches in West Malaysia of companies incorporated abroad.
 
SOURCE. Adapted from Second MalaysiaPlati 1971-1975, (Kuala Lumpur: Government Printer, 1971), p. 38.
 



TABLE A14.4 Malaysia: Racial Composition of Labor Force by Geographic Zone, 1970 

Geographic Labor force and race zone Percentage of totalTotal Malay Chinese Indian Other Total Malay Chinese Indian OtherNorth 463,251 252,820 156,930 43,053 10,441 100 55 34 9Central 471,807 174,003 2225,002 69,252 3,550 101 37 48 15East 539,157 433,721 71,496 17,701 6,239 1
99 82 13South 493,816 227,845 201,846 60,358 

3 1
3,767 100 46 41Southwest 630,373 192,876 12 1282,036 149,196 6,265 101 31 45 24 1 

Total 2,5 98 ,404a 1,281,265a 937,310a 339,560a 30,262a 100 50 36 13 1 
a. Estimated annual growth rate 1971-1975 was 3%.
SOURCE: From Socio Economic Sample Survey ofHouseholds (Kuala Lumpur: Government Printer, 1970), vol. 2, pp. 26-30.
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TABLE A14.5 Malaysia: Political Parties, 1970 

Party 

Alliance party 

UMNO 

MCA 

MIC 

PMIP 

DAP 

Gerkan Ra'ayat Malaysia party 

Labor party 

Party Ra'ayat Malaysia 

PPP 

MCP 

SOURCE Marc Lindenberg. 

Description of supporters and their ideology 

Made up of three racially based political parties: the UMNO, which 
represented upper- and middle-class Malay interests and pushed for 
improvements for lower-class Malays; the MCA, which represented 
upper- and middle-class Chinese interests; and the MIC, which drew 
support from upper- and middle-class Indians. Formed in 1954, it 
proved to be the major force for independence and ruled from 1957 
onward. It pursued a policy of economic growth with heavy emphasis 
on private initiative. 

United Malay Nationalist Organization; part of the Alliance party. 
Favored modernization, racial cooperation, and largely secular 
approaches, but defends the special Malay position. 

Malaysian Chinese Association; formed in the preindependence 
period. Became the voice of the Chinese business community. Part of 
the Alliance party. 

Malaysian Indian Congress; formed in the preindependence period, it 
serves as a voice for upper- and middle-income Indians. Part of the 
Alliance party. 

Pan Malayan Islamic party; serves as a voice for more traditional 
Malays. Gets its strongest support from the northern and eastern 
regions and from lower-class urban and rural Malays. Favors active 
policy of special Malay rights and a less secular state. 

Democratic Action party; largely a voice of lower- and middle-class 
urban Chinese. Follows a democratic socialist platform and opposes 
special privileges for Malays. Closely allied with the People's Action 
party (PAP) of Singapore. 

Gerakan was formed in 1969 as a breakaway from the Labor party (the 
trade union association) and the Malaysian Chinese Association. It 
represents largely Chinese urban workers and middle class. 

Party founded in 1954 by trade unionists and academic socialists. 
Largely Chinese in membership, it has been unable to build significant 
alliances with other racial groups. 

A small multiracial socialist party with some ties to rural Malays. 

People's Progressive party; formed by two brothers of Ceylonese 
origin. Its activities have been confined largely to the state of Perak and 
its base is primarily Chinese lower and middle class from the mines 
and the cities. 

Malaysian Communist party; a strong force in the 1940s and 1950s, its 
primarily Chinese members collaborated with the British to help defeat 
the Japanese during WWII. It strongly opposed the British plan for 
independence and engaged in armed struggle in the late 1950s during 
a period the British call "the emergency." The party continues its 
activities in both urban and rural areas on a clandestine basis. 
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TABLE A14.6 Malaysia: Voting Data for the 1964 and 1969 West Malaysian Elections, by Party 

b. People's Action party (PAP), Singapore only. In 1964 Singapore PAP was still part of Malaysian elections. 

Number of seats in House of 

Representatives Percentage of poll 

1964 1969a 1964 1969a 

Alliance party
United Malay National Organization 59 51 38.4 34.5 

(UMNO)
Malaysian Chinese Association (MCA) 
Malaysian Indian Congress (MIC) 

27 
3 

13 
2 

18.6 
1.5 

13.0 
1.2 

Total 89 66 58.5 48.4 

Pan-malayan Islamic party (PMIP) 
Democratic Action party (DAP) 
Gerakan Ra'ayat Malaysia 
People's Progressive party (PPP) 
Party Ra'ayat 

9 
lb 

1 
2 

(Part of 

12 
13 
8 
4 
-

14.6 
2 0 b 

4.3 c 

3.4 
(Part of 

23.8 
13.7 
8.6 
3.9 
1.2 

Other 
socialist front) 

2 d -
socialist front) 

0.0 0.4 

Total, all parties 104 103 110e 100.0 
a 1969 federal elections in West Malaysia only. 

c. United Democratic party (UDP). 
d. Socialist front. 
e. Column does not add due to rounding error. 
SOURCE: MalaysianElectoralCommission 1965. 

TABLE A14.7 	 Malaysia: Employment of Malays and Other Groups in the Labor Force,
the Manufacturing Sector, and in Manufacturing in the Southwest Zone, 1969 

Sector Malays Chinese Indians Other 
Labor force 50% 36% 	 13% 1.0%
Manufacturing 29% 63% 7% 0.5%
Manufacturing 	in Southwest Zonea 27% 64% 9% 0.6% 
a. In 1970,100%manufacturing employment equaled 102,896 jobs in the southwest zone. The government estimates that
108,000 new jobs will become available in manufacturing from 1971 to 1975 and that 29%of them will be in the Southwest
 
zone.
 
SOURCE: Second .MalaysiaPlan 1971-75 (Kuala Lumpur: Government Printer, 1971).
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TABLE A14.8 	 Malaysia: Racial Composition of Manufacturing Firm Employment in the Southwest Zone, 
by Job Category, 1970 (percentage) 

Racial composition 

Type of firm and job Non
classification Malays Chinese Indians Ocher Total malaysians 

Managerial 12 80 5 2.5 76 24 
Technical &supervisory 15 76 7 1.2 90 10 
Clerical &related positions 10 82 5 2 95 5 
General workers (office 34 47 17 2 95 5 

boys, telephone, etc.) 
Skilled workers 23 69 7 1 93 7 
Unskilled workers 38 54 7 1 96 4 
NOTE Of the 102,896 jobs within the manufacturing sector, 6%were managerial, 15% technical ind supervisory, 8% 
clerical, 8% general workers, 23% skilled, and 40% unskilled (these data are provided for teaching purposes only).
SOURCE. All data from Supplement to the Survey on Employment in ManufacturingIndustries, West Malaysia(Kuala Lumpur: 
Government Printer, 1970), pp. 21, 37. 
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TABLE A14.9 	 Malaysia: Calculation of Alternative Employment Targets for Southwest Zone 
Manufacturing Activities by 1975 

Alternative employment policies 
Alternative 1: Alternative 2: Alternative 3: Alternative 4: 

Jobs 

51% of the jobs 
for Malays 

by 1975 

36% of the jobs 
for Malays 

by 1975 

31% of the jobs 
for Malays 

by 1975 

No change in the 
job distribution 

by 1975 
A. Mfg. jobs in the S. W. 102,896 102,896 102,896 102,896 

zone in 1970 (Dec.) 
B.Projected S. W. zone 134,216 134,216 134,216 134,216 

mfg. jobs in 1975 
C. Number of Malay S.W. 

zone mfg. jobs in 1970 
(see table 14.7) 

D. Number of total Malay 
S. W. zone mfg. jobs 
necessary in 1975 to 
reach the employment 
target of each alternative 
(%set by alt. x row B)

E.New mfg. jobs available 31,320 31,320 31,320 31,320 
according to the 
estimates 

F. Possible number of jobs 
for Malays in 1975 (rows 
C + E) 

G. Job surplus or deficit 
H. Are jobs available for 

non-Malays? 
I.Non-Malay jobs 1971-75 

available due to 
7,500 7,500 7,500 7,500 

retirement or attrition 
(estimated) 

J.If row I jobs are used for 
Malays, will additional 
non-Malays have to be 
disemployed? How 
many? 

NOTE: Rows C, D, F,G,H, and Jare to be computed by readers analyzing the case as part of the case study process.
SOURCE: Marc Lindenberg. 
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TABLE A14.10 Malaysia: Government Ministries and Their Duties, 1969 

Governmental actors Selected activities 
Ministry of Labor 1. Enforcement Division (two people) responsible for checking 

compliance with labor and other laws. 
2. Training Division (staff of four) performs 30 two-week 
vocational education classes per year. 

Ministry of Commerce and Industry 	 1. Grants operating permits to new industries. 
2. Grants tax exemption privileges to new industries that meet 
certain legal requirements. 
3. Attempts to attract new industry. 
4. Coordinates industrial development planning. 

Federal Industrial Development 1.Plans and builds infrastructures for special industrial estates. 
Authority (FIDA) 2. Helps attract new industry to industrial estates. 

3. Cosigns special tax exemption privileges for new industries 
that meet certain legal requirements. 

Malaysian Industrial Development 1. Provides loans to new industries.
 
Finance Authority (MIDFL)
 

Ministry of Education 	 1.Controls primary, secondary, and tertiary education, 
including the University of Malaysia and University Science of 
Penang.
 

MARA 	 1. A special agency that performs job and skills training for 
Malays. 
2. MARA has its own vocational training institute 

Federal Land Development Authority 1. Designs and implements land development schemes for poor 
(FLDA) farmers in rural areas. The schemes include palm oil cultivation 

and processing and rice double cropping. 

Ministry of Agriculture 1. Performs a full range of extension, research, and other 
activities. 

SOURCE: Marc Lindenberg. 
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FIGURE A14.1 Malaysia: Geographic Zones of West Malaysia 
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NOTE: East Malaysia consists of the northern coastal states of Borneo. 
Zone information: North Zone: Penang, Kedah, and Perlis 
Central Zone: Perak 
East Zone: Kelantan, Tre'igganu, and Pahang 
South Zone: Jahore and Nialacca 

Southwest Zone: Negri Sembilan and Selangor
 
SOURCE: Second MalaysianPlan1971-75 (Kuala Lumpur, Government Printer, 1971), Appendix.
 



PART IV 

Designing Agricultural Strategy 

Part IV, "Designing Agricultural Strategy," applies the framework artic
ulated in part I to the analysis of agricultural policies. Chapter 15, "Ar.
 
Approach to Formulating Agricultural Strategy," describes the special
 
characteristics of the agricultural sector, identifies short- and medium
term agricultural strategies, and looks at how the sequencing of policy
 
changes can influence the effects of policies. Unlike the other parts of
 
this book, part IV gives special attention to one country's agricultural
 
sector (Costa Rica). The purpose of this special focus is to allow readers
 
to look at the overall sector as well as specific problems in export versus
 
domestic products.
 

The cases in this part provide the reader with a chance to participate
 
in the problems of designing and implementing new agricultural strat
egies. They begin with an overview case, "Costa Rica: The Agricultural

Sector and Structural Adjustmei.t" (chapter 16). It is followed by "Rice
 
Subsidies in Costa Rica" (chapter 17) and by "The Banana Industry in
 
Costa Rica in 1985" (chapter 18), which provide a look at the problems
 
of export versus domestic agriculture. It finishes with "The Agricultural
 
Sector of San Marcos" (chapter 19), the disguised case of a real country
 
facing the problem of integral rural development and small basic grains
 
producers.
 



15 NOEL RAMIREZ 

An Approach to Formulating
 
Agricultural Strategy
 

Industrial prosperity in Argentina is based on two conditions which are clearly detrimental to agriculture 
... 	first, high levels of tariff protection aid,second, low prices for imported industrial inputs and equip
ment and overvalued exchange rates. 

Conversely... agriculture finds in exports those possibilities denied by the domestic market. Its earnings 
rely ... on securing cheap inputs and receiving high prices in foreign sales. In other words, it requires a 
lower tariffprotection on its inputs and areal exchange rate. That is to say, [it needs] exactly the opposite of 
what industry seeks. 

These comments from Argentina's leading newspa-
per reveal, on the one hand, the importance of eco-
nomic policy in developing agricultural strategy 
and, on the other, the conflicts that can arise between 
agriculture and industry. The purpose of this chap
ter is to help managers understand the role of agri-
cultural policy in national economic strategy. 
Reading it should enable them to recognize the 
strengths and weaknesses of the options normally 
proposed, as well as the problems that arise when 
there are major inconsistencies between national 
and sectoral policies. 

The chapter addresses the same general set of 
issues that oriented the earlier discussion of indus-
trial policy in chapter 9: 

1. 	 Definitions. What characteristics make 
the agricultural sector special? What ob-
jectives do governments commonly set to 
guide the development of agricultural 
strategy? 

-La Naci6n, Buenos Aires, August 25, 1988 

2. 	 Reconstructing the past and understanding 
the present. What agricultural strategies 
have been successful in expanding pro
duction and employment in he past? 

3. 	 Shaping thefuture. What type of strategy 
might be desirable in the future (given 
the special characteristics of the specific 
country under discussion)? 

4. 	 Managing change. What potential con
flicts might arise when a country at
tempts to alter its agricultural strategy 
and how might they be managed? 

What Are the Objectives of Agricultural Strategy 
and the Special Characteristics of Agriculture? 

Agricultural policy objectives. Just as there are fun
damental objectives at which national macroeco

,ft 	 -,
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TABLE 15.1 	 Coffee: International Prices per Quintal, Production Profitability and Devaluation over 
Four Periods (hypothetical data) 

Exchange rate 
Dollar prices 
Local currency prices 
Profit 
Local currency costs 
Imported costs 
Local costs 
Taxes 

Period 
1 2 3 4 

1OxI 10 x1 lox I 20x 1 
$180 $140 $140 $100 
1,800 

400 
1,400 

0 
1,400 

300 
2,000 

500 
1,400 

400 
1,400 

400 
1,100 

400 
1,500 

400a 

700 700 700 700 a 

300 300 0 400 
a. In this case we assume devaluation after incurring the costs preceding the fourth-period harvest. This way, the costeffect of devaluation will show only in the next period.
SOURCE: Noel Ramirez. 

nomic policy is aimed, so too are there specific ob-
jectives for which governmenti attempt to develop
agricultural policies. Among these objectives are (1)
agricultural growth and efficient production; (2) im-
proved functional income distribution in rural 
areas; and (3)adequate levels of national nutrition 
and food supply. Attaining the first two objectives
sometimes helps to reduce rural-urban migration.' 

Complementarity between sectoral and na-
tional policies is important if overall objectives are 
to be achieved. Conflicts often arise when sectoral 
policies are managed independently from national 
macroeconomic strategy. For example, in the short 
run the go'ernment might try to implement a stabi-
lization program to fight inflation. Reducing fiscal 
deficits might be a part of the program. However, 
the policy makers may also want to control inflation 
by maintaining consumer subsidies for basic food-
stuffs in urban areas even though, in so doing, they 
might jeopardize the overall stabilization program.

While most conflicts could be avoided through 
better coordination of national and sectoral policies,
the complexity of the policy process, the short-term 
perspective that governments frequently adopt, and 
the strength of interest groups make such consis-
tency difficult to achieve. Managers need to be 
aware of both national objectives in agriculture and 
the potential conflicts between national and sectoral 
policies and their implications, 

The special characteristics of agriculture. Seasonal-
ity, geographicdispersion,and high risk. Agricultural
production has three fundamental characteristics 
that make it different from other sectors: seasonality,
geographic dispersion of its production units, and 
high risk level due to weather. The failure to con-

sider these factors in the policy process can lead to 
serious problems. For example, when governments
take control of the distribution of key inputs, they
sometimes fail 	 to consider the seasonal nature of 
production and end up creating input scarcities at 
the very moment when producers need fertilizer, 
insecticide, and seeds at planting time. 

Seasonality is also an important problem in the 
management of the supply of basic grains. For ex
ample, some governments allow agricultural prices
to fluctuate on a seasonal basis. During times ofhigh
prices some low-income consumers may get priced 
out of the market entirely and seek cheaper but less 
nutritional substitutes. To correct such problems
other governments try to even out supply fluctua
tions by managing stocks of stored grains. Poorly
managed market interventions create distortions,
and the failure to intervene at all may result in wide 
fluctuations due to seasonality. Managers need to 
know the implications of the policy options that 
respond to such problems as seasonality in 
agriculture. 

Price-takingin the internationalmarket. Another 
special characteristic of small agricultural exporting
countries is that they are "price-takers" in the inter
national market. Declines in international prices are 
often offset, at least in the short run, by domestic 
actions that affect other sectors of the national econ
omy. Exchange-rate adjustments and tax shifts from 
the export setor to other sectors are often used,
unless the price fluctuation is short-lived and can be 
temporarily countered through foreign resources. 

Table 15.1 shows how exchange-rate adjust
ments might be used to compensate for a drop in 
international prices ofagricultural export commod
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Sities. In the example, the international price for cof
\ \ , o - 0 C) N M fee has gone down from US$180 per quintal in pe-

Z ,.. ,.. ,.0 ,",- I to only US$100 in period 4. In order toD 	 riod 
o umaintain producers' profitability the government 

has devalued the local currency from 10 per U.S. 
U dollar to 20. Such a devaluation may sharpen the 

S...conflict between agricultural producers and indus
*trialists, 	 3ince the latter's imported inputs suddenly 

become more expensive. 

.2 U 	 iThethreat of protectionism. A final special prob-
S,ON0 I a DCD ON lem of world agriculture in the 1980s has been the 

0 ,a ,threat 	 of protectionism from the industrial coun
o. tries. According to such international organizations 

Q, 	 as the World Bank, serious imbalances have taken 
;Us0 C m )C00D 	 place in the1980s because many industrial countrieso-,o"t 

Z 4 r4 ' i -i4 c have not only restricted their agricultural imports, 

but have also created large domestic agricultural 
surpluses that have increased the instability of 

Eworld markets.2 Countries have used a combinationK) aC) r C 0c . 0 , 	 of support prices for producers and public invest
!R o " -" "* c '0" "-	 ment in infrastructure and technology to artificially 

U 	 encourage production for domestic markets and 
c Q) 	 subsidize agricultural exports. They have also used 

(U
SUU

U C= C D C C D0 N,,tariffs, 	 nontariff barriers, and quantitative restric
2 Z 	 tions such as health regulations and quotas to pro

o 	 tect domestic agriculture. One indicator of 

protection levels in industrialized countries is 
f " shown in table 15.2, where protection is measured 

.fl C5- : CD 0 CD C C CD N - .asri C7\ the ratio of domestic to international prices. 

0~ 0 

s =o o Reconstructing the Past 
8 = and Understanding the Present

U U : ,a : = 

Z o Before managers and policy makers attempt to ana
" . og lyze new options for their country's agricultural 

o S. 	 1"; 0,-I sector, they should get an overview of its strategy 

C) C) n C= for the agricultural sector and see how successful00 eN-,o C) CD o 
o = .. ' ,0 o 	 that strategy has been compared to other countries'. 

Lo Ca 0 	 0. Agricultural strategies can be characterized by their 

.0 
Q) 

2x 
" .-

stage of development, by the kinds of products and 
markets they emphasize, by the role assigned to 

U. . . markets versus state intervention, and by the way 

E Q ,they have integrated modern and traditional sectors. 
Z 0 Let's take a brief look at each of these approaches. 

Z o = 
Peter Timmer provides a classification of four 

stages in a country's agricultural development that 
M o M is useful for managers who want an overview of the 

0M 
a. 

I. 
Z Q) .> strategic dilemmas facing their country's agricul

tural sector.3 For example, in stage 1, called "getting 
'U -0 - 2 o- U, agriculture moving," the primary policy problem is 

:S 
U 

g U . 
< u 0 

a 
Z 

- transforming traditional agriculture through ex
panding both production and efficiency. Stage 2 
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TABLE 15.3 Costa Rica: Agricultural Strategies, 1900-1988 

Type of market 
Product type Domestic 	 Export 

1. 	Export- 1900-1960
traditional Coffee and bananas 

2. 	 Basic grains 1974-1982
 
Rice and others
 

3. 	 Export-

nontraditional 


SOURCE: Noel Ramfrez. 

takes place when efficiency and productivity levels 
are great enoiigh to permit the sector to make sub-
stantial contributions to the growth of the gross
domestic product (GDP), and to allow a transfer of 
resources to other sectors through taxes or 	other 
mechanisms. At this stage sharp conflicts take place
between agricultural and industrial producers, as 
were noted in the quotation at the head of this 
chapter. During stage 3 a country attempts to inte-
grate its agricultural sector more effectively with the 
rest of the economy through the development of 
efficient markets for labor and credit, as well as 
forward and backward linkages. Agriculture at this 
stage becomes less important as an overall contrib-
utor to GDP growth. Finally, in stage 4, agricultural 
overproduction takes place, as has occurred in Eu-
rope and the United States. At this point the di-
lemma is to reduce subsidies and transfer resources 
to more efficient uses in the economy. 

Once managers have a sense of the problems 
countries face at different phases of their agricul-
tural development, it is useful for them to see in 
more detail what products are produced for what 
markets. Agricultural strategies can stimulate pro-
duction for primarily domestic or export markets or 
for a balanced combination. They can also give pri-
ority to traditional or nontraditional export com-
modities, or basic grains. Costa Rica, for example, 
has attempted different strategies at different times 
(see table 15.3). For example, in the late 1800s and 
until the late 1950s, it emphasized coffee and then 
banana production for European and U.S. markets. 
In the 1970s, particularly after the oil crisis, Costa 
Rican policy makers encouraged self-sufficiency in 
basic grain production. More recently, especially
since 1983, nontraditional export crops have been 
strongly encouraged. 

1983-1988 
Flowers and others 

During the first stage, coffee and banana export
ers received subsidized credit. No additional en
couragement was needed due to the country's
excellent growing conditions and the buoyancy in 
the world market. In the second period producers of 
basic g'ains received subsidized credit, crop insur
ance, and favorable support prices. Finally, during
the last period, nontraditional agricultural produc
ers of, for example, flowers or fresh 'ruits and vege
tables benefited from minidevaluations, fiscal 
incentives, and the support of private and public 
marketing organizations. 

Another useful way to classify agricultural
strategies is by the level ofgovernment intervention. 
For example, Timmer distinguishes between (1)
free-market strategies; (2) integral rural develop
ment; and (3) price-based strategies.4 Free-market 
strategies are based on the assumption that agricul
tural markets in developing countries function in an 
efficient manner and that economic actors perform 
in an atmosphere of rational expectations. There
fore, except in the very short run, economic policy
becomes irrelevant to farmers. This approach is con
sistent with the thesis that open economies will 
show a better performance than ones that signifi
cantly restrain international trade. Consequently, in 
the long run, economic growth will implicitly in
volve a waning in the importance of the agricultural 
sector within the national economy. The greatest
strength of this approach is that it prevents the 
distortions typically created through state interven
tion. Its greatest weakness lies in the unreality of its 
premises since, as we have seen, agricultural activity
is plagued with distortions not only in developing 
countries, but also in industrialized countries. 

The integral rural development strategy calls on 
agriculture to play a fundamental role in economic 
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development as a demand generator and food pro-
vider. That is why it is concluded that this strategy 
should be managed by government officials, leaving 
little or no space for the private sector, except small 
farmers. To be successful, this strategy needs a large 
investment in human resources in the form of nutri-
tion and health, the development of a suitable organ-
izational structure, and the investment needed to 
make a quick and adequate technological change. 
The greatest weakness of this approach lies in the 
fact that it overlooks the very nature of the produc-
tive system prevailing in the agricultural sector. In 
this sector, the decision-making process may be in 
the hands of too many economic agents for central
ized guidance to be efficient. 

Finally, the price-based strategies recognize not 
only the inefficiencies prevailing in agricultural 
markets, but also those stemming from state inter
vention. This approach advocates state intervention 
in pricing policy, while granting that the best vehicle 
through which to spread economic policy interven-
tions is the market operating in the hands of the 
private sector. The major strength of a price-based 
strategy is that it acknowledges the structural char-
acteristics of the decision-making process prevailing 
in agriculture. 

Given the large number of farmers within a 
typical developing country, government extension 
agents cannot teach each individual farmer new 
agricultural techniques. Price policy for farm crops 
and agricultural inputs, on the other hand, is an 
intervention that reaches most farmers quite directly 
while being amenable to effective government con-
trol. Consequently, knowing the role of relative 
prices in influencing the behavior of farmers is ex-
tremely important.5 

The weaknesses of price-based strategies stem 
from their inability to take into account the serious 
imperfections in the markets for agricultural prod-
ucts, capital, and labor in developing countries, 

Finally, Theodore Schultz, B. F. Johnston, and 
others have divided agricultural strategies into two 
broad categories: unimodal and bimodal, based on 
the type of producer and technology used. 6 The 
unimodal strategy is dominated by small producers 
who use labor-intensive production techniques. Tai-
wan is one of the best examples of unimodal produc-
tion. In this context, centralized decision making 
would be extremely counterproductive. On the 
other hand, in the bimodal strategy many poor, 
small farmers exist side by side with large agricul-
tural production units that use capital-intensive 
technology. Mexican agriculture is a frequently 
cited example of bimodal production. 

After getting a better sense of a country's agri
cultural strategy and structure, it is useful to com
pare its recent performance with that of other 
countries. Anexample of a good basis of comparison 
appears in table 15.4. 

The exhibit helps underscore the importance of 
agriculture to overall GDP for countries in the 1970s 
whose agricultural sector was more than 20 percent 
of GDP. Countries with higher rates of overall GDP 
growth had higher rates of agricultural growth as 
well. Using such a chart, managers can see quickly 
where their countries' agricultural sectors fit in re
cent years. 

Shaping the Future: 
Short-Term Agricultural Strategy 

Many countries are involved in the difficult process 
of transforming agriculture to ensure more produc
tivity in the future. These transformations often 
begin with short-term policy changes in moments of 
economic crisis such as occurred in the early 1980s. 
According to one source: 

Amajor constraint limiting agricultural develop
ment has been policies that impeded rather than 
induced appropriate technical and institutional in
novations. Asa result thegap widened between the 
potential and the actual productive capacities of 
LDC [less developed countries'] agriculture.7 

These constraints increase when national and 
sectoral policies conflict. This section may help man
agers and policy makers become more aware of (1) 
the way in which national strategy helps shape 
sectoral policy; (2) the potential conflicts that can 
arise when sectoral policy is defined independently 
of national strategy; and (3) recent experiences that 
show the complexity of designing and implement
ing agricultural policy. The section specifically ad
dresses the problems agricultural producers 
encounter when governments opt for short-term 
inflationary policies, and the additional problems 
these producers experience when major inconsisten
cies between national and sectoral policies develop 
during the process of stabilization that often follows. 

Inflationary policies and the agricultural sector. 
When an inflationary process is generated, if all prices 
adjust in the same proportion and with the same 
speed, relative prices remain unchanged. However, 
typically distortions are created because exchange 
rates, interest rates, and agricultural commodity prices 
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TABLE 15.4 Growth of Agriculture and GDP in the 1970s for Countries Where Agricultural Sector
 
Exceeded 20 Percent of GDP
 

Agricultural
 
growth 
 GDP growth 

Above 5 percent 3-5 percent Below 3 percent
Above 3 percent Cameroon Malawi' Bolivia Liberia 

China a Malaysia Burmaa Nicaragua
Colombia Paraguay Malia Senegal
Dominican Rep. Philippines Somalian 
Guatemala Thailand Tanzania a 

Indonesia Tunisia 
Ivory Coast Turkey 
Kenya Yemen Arab Rep. 
Korea, Rep. of 

1-3 percent Costa Rica Bangladesha Burundi' 
Ecuador Central Africa Sierra Leonea 
Egypt Rep.a Zairea 
Lesotho El Salvador 

a 
Haiti 
Honduras 
Indiaa 
Pakistan' 
Sri Lankaa 

a
 
Sudan
 
Upper Volta' 
Togoa 

Below 1percent Morocco Angolaa
Nigeria Chada 

Congo Rep. 
Ethiopiaa 
Ghana 
Madagascara 
Mauritania a 

Mozambique a 

Nepal a 

Nigeriaa 

Ugandaa 

a. Low-income countries. 
SOURCE: World Bank 1987: 45. 

lag behind due to government decisions or market who propose orthodox stabilization programs.rigidities. These distortions often result in reduced Often governments faced with an inflationary proagricultural production and productivity. Here are cess extend price controls on food and maintainsome of the more common problems. large producer subsidies. When consumers are pro
tected through food price controls that increase fis-Fiscalpolicy.The existence ofa large fiscal deficit cal deficits financed by fiat monetary emission, thisis not only common during an inflationary process, actually fuels the inflationary process further-asbut is considered one of its main causes by those occurred, for example, in the early 1980s in Costa 



245 An Approach to FormulatingAgriculturalStrategy 

TABLE 15.5 Tanzania: Official and Unofficial Prices for Selected Crops in 13 Villages, 1979-1981 
(Tanzanian shillings per kilogram) 

Official price Parallel price 

Crop 1979-1980 1980-1981 1979-1980 1980-1981 

Maize 1.00 
Paddy rice 1.50 
Cassava 0.65 
Sorghum 1.00 
Millet 2.00 

SOURCE World Bank 1987:75. 

Rica. When the new International Monetary Fund 
agreement and the Economy Emergency Law went 
into effect in March 1984 in that country, authoridies 
noted that a large percentage of the fiscal deficit that 
had helped accelerate the inflationary process in that 
period was due to increased consumer and producer 
subsidies for basic grains managed by the National 
Production Council.8 

Monetary policy. Another problem for agricul-
tural producers during an inflationary process is 
that credit dries up in real terms. Without this credit 
agricultural production is reduced even further. As 
noted earlier, in chapter 2, real interest rates often 
fall during an inflationary process. This often results 
in a decline of domestic savings and, therefore, in 
credit availability. When this situation also includes 
an overvalued exchange rate, price controls on basic 
consumer items, and a preferential interest rate for 
the agricultural sector, access to institutional credit 
is most likely to be denied to the sector because the 
banking system has little incentive to finance agri- 
culture.9 This took place, for example, in Brazil be-
tween 1975 and 1978. By the end of the period, less 
than 25 percent of the country's existing five million 
farms were receiving institutional credit.10  

Trade policy. Many potential conflicts related to 
national macroeconomic policy stem from sectoral 
policy decisions. For example, food price controls 
not only contribute to fiscal deficits; they often pro-
vide disincentives to producers, which can result in 
a reduction in overall food production and more 
serious balance-of-payments problems due to in- 
creased food imports. For instance, in Tanzania the 
government attempted to maintain cheap food for 
urban consumers through price controls. The result 
was a generalized drop in real farm prices. By the 
end of 1984 the amount of corn commercialized 
through official channels was less than one-third the 

1.00 3.08 4.98 
1.75 2.31 4.23 
0.65 1.99 2.90 
1.00 2.96 4.68 
1.50 4.73 6.95 

quantity marketed in 1979. Something similar hap
pened to rice and other commodities. 11 

Food imports had to be increased to maintain 
supply and this put pressure on the balance of pay
ments (see table 15.5). 

Labor policy. During inflationary cycles most 
governments respond by authorizing wage in
creases. Some even allow salary increments to be 
fully indexed to inflation. Difficult contradictions 
result for farmers when price controls are placed on 
consumer agricultural products at the same time as 
urban wages increase. Demand for food is stimu
lated while the incentive to prcduce it is reduced 
drastically for those who do not want to sell in the 
black market. Once food imports cannot be financed 
through further borrowing or reducing foreign re
serves, the inflationary cycle accelerates. 

Exchange-ratepolicy. In the 1970s and early 1980s, 
many countries allowed their real exchange rates to 
appreciate. Appreciation was sharpest in the sub-
Saharan countries of Africa. 12 Overvalued exchange 
rates during an inflationary cycle produces major 
problems for the agricultural sector. Agricultural ex
ports generally lose their competitiveness in world 
markets, as can be seen from the data about Ghana, 
Nigeria, Brazil, and Chile that appear in figure 15.1. 
The prices of agricultural inputs also i'acrease. If agri
cultural wages are also indexed by f.he government 
based on inflation, the farmers will be caught in a 
squee-'e between reduced prices on the one hand and 
increases in their costs on the other. 

Once the distortions caused by inflationary pol
icies become serious, governments often resort to 
stabilization programs. However, contradictions be
tween national stabilization policies and sectoral pol
icles can damage the agricultural sector still further. 

http:credit.10
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FIGURE 15.1 Indexes of Real Exchange Rates and Exports of Agricultural Products 
in Ghana, Nigeria, Brazil, and Chile, 1961-1982 (1975=100) 
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SOURCE: World Development Report, 1986. 

Orthodox stabilization and the agricultural sector. 
Orthodox stabilization programs usually include 
measures to reduce fiscal deficits and control mon-
etary expansion. Typical measures are reductions in 
subsidies; readjustments of controlled prices and 
public utilities rates; and correction of overvalued 
exchange rates. Inconsistencies in stabilization pro-
grams also create new contradictions in the policy 
areas that follow. 

Fiscalpolicy. Although the inflationary process
has already distorted the cost structure in agricul-
ture, governments often try to reduce their fiscal 
deficits by increasing taxes on agricultural exports
whilemaintainingthenominal exchangerate. While 
such taxes look attractive because they are easily
collected, they may result in a further disincentive 
toagricultural recovery. The potential conflict might 
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disappear if agricultural product prices went up in 
the international market, but most agricultural pro
ducers are price-takers, so price increases are un
likely. The new taxes might also reduce capital
investment and development of new technology.

Countries that have levied new export taxes 
have experienced large and rapid declines in pro
duction and their world market share. Examples of 
such declines are Ghana and Nigeria (cocoa); Nige
ria and Zaire (palm oil); Burma (rice); and Egypt
(cotton).13 In Ghana, for example, the effective ex
port tax rate increased from 54 percent in the late
1960s to 1989 percent in the late 1970s. As a result,
the country's exports dropped from 40 percent of 
world market in 1961-1963 to 18 percent in 1980
1982.14 The impact of fiscal policy on relative cocoa 
prices for Ghana and other cocoa suppliers isshown 
in table 15.6. 

http:cotton).13
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New export taxes often elicit strong reactions 
among agricultural producers. Typical of such reac-
tions is the one that appeared in an Argentinian 
newspaper in 1988: 

The measures adopted to contain incipient hy-

perinflation are based on the unilateral transfer 

of 1.0 to 1.2 billion dollars a year from agricul-
tural producers to the state. In the long run, these 
measures mean that we will continue with an 
antiexport biased policy that started as long as 
four decades ago with stringent exchange con-
trols and differential exchange rates discriminat-
ing against agricultural products, export value 
retentions, high taxes on land, farms and agrar-
ian equipment and disproportionate real interest 
rates in relation to meager agricultural profitabil
ity. All of them aimed at extracting producer 
surplus from agriculture for the government, 

Should we have continued on the natural path of 
agricultural development of 40 years ago, at the 
vanguard of technological breakthroughs in 
agrarian production, on an equal footing with 
the United States and Canada, nowadays Argen-
tina would export not 7, but 30 billion dollars a 
year and more than half that value would come 
from agricultural a-tivity and agribusiness. In-
stead of continuing on this course, our countrybecame stagnant. Today it remains the largest 
rces ftaeant.Todseitminontheplanget
reserve of idle fertile lands existing on the planet. 

Thirty millionhectaresoffecundcountrysideare 
still virgin as to tilling in Eastern and Western 
Chaco park, whereas an additional 30 million 
hectares cf fruitful land, lacking enough profit-
ability, barely produce a fraction of the wealth 
they could be capable of generating.' 5 

While it is difficult tc find ways in which gov-
ernments can reduce their fiscal deficits during sta-
bilization, there arc some innovative examples of 
new sources of revenues. For example, the Japanese 
used a land tax fairly effectively: 

In sharp contrast to the case in many of today's 
developing countries, taxes were levied by a di-
red land tax. This did not undermine agricul-
tural incentives by lowering producer prices. On 
the contrary, agriculture's terms of trade gener-
ally improved from 1888 until the 1930s. Further-
more, the level of agricultural taxation was low 
in comparison with the tax burdens common in 
developing countries.1 6  

Monetary policy. When interest rates rise because 
of the effort to reduce overall liquidity during stabili-
zation, they may actuallycontribute to a furtherreduc-

TABLE 15.6 Relative Price Incentives for Cocoa 
Farmers in Ghana, Togo, and 
Ivory Coast, 1965-1982 

Ratio of Ghana Ratio of Ghana 

price to price to Ivory
Year Togo price Coast price 

1965 0.97 0.97 
1970 0.56 0.60 
1975 0.74 0.48 
1980 0.23 0.18 
1981 0.36 0.26 
1982 0.40 0.30 

SOURCE. World Bank 1987: 76. 

tion of agricultural credit. In contrast, where interest 
rates remain low but where capital transactions are 
liberalized, capital flight may take place and domes
tic savings may be reduced. This may reduce access 
to agricultural credit even further. These distortions 
tend to decrease once inflationary expectations di
minish and if the overall policy does not discrimi
nate against the profitability of the agricultural 
sector. 

Tradepolicy. Agricultural producers may benefit 
i fo c g p yinitially from changes in trade policy during stabili
zation particularly if price controls on basic grains 
are lifted. If producer subsidies have been great, 
however, a reduction may provide new disincen
tives. Governments have tried to ease the difficulty 
of adjustment for producers by extending the time 
horizon for subsidy .-eduction to give them a chance 
to adjust. They also try to make the schedules and 

rationale for adjustment explicit and to provide 
technical assistance for those producers who want 
to improve theii productivity. 

Labor policy. Normally, during an orthodox sta
bilization program, real wages fall and unemploy

ment increases in the short run, thereby reducing 
domestic demand. Since the demand for domestic 
foodstuffs is relatively inelastic, it will probably be 
maintained even during a stabilization process. 
However, where wages for agriculture are indexed 
oweerlwherams for agrup are ide 

or special programs for poverty groups are imple
mented, there may be a negative effect on the cost 
structure in agriculture. 

Some governments attempt to reduce the nega
tive impact on producers by tying wage readjust
ments to labor productivity increases; by using 
voucher programs to help poverty groups get food 
without distorting prices; and by seeking agree
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ments between government, producers, and wage 
earners to temporarily freeze key prices and wages. 

Exchange-rate policy. One of the most serious 
inconsistencies for agriculture during stabilization 
programs occurs when governments allow the ex-
change rate to become overvalued again. The prof-
itability of agricultural exports drops, the balance of 
payments deteriorates, and disincentives for new 
agricultural investment increase once again, 

A second difficulty occurs when governments use 
a dual exchange rate set lower than the real rate to 
extract resources from agricultural exporters. By pay-
ing exporters less than the real exchange rate for their 
export earnings, they in effect levy the equivalent of a 
direct tax. If this tax is large enough there will be new 
disincentives for agricultural production. 

Heterodox adjustment and the agricultural sector. 
In order to make the adjustment process more grad-
ual and minimize the costs to high-risk groups, 
some governments attempt to control key prices or 
reduce them gradually. These heterodox programs
have all of the risks of the normal stabilization pro-
cess as well as the additional problems of inconsis-
tencies due to phasing. In the worst-case scenario 
new distortions are created because programs have 
been designed without considering the relations be-
tween the key prices to be controlled or their impact 
on the cost structure of producers. Sometimes the 
new distortions become so great that even harsher 
stabilization programs must be adopted later. 

For example, between 1984 and 1987, Nicaragua
experienced a severe economic collapse with hyper-
inflation. The causes of this situation included mili
tary conflict, friction between the government and 
the private sector, earlier problems ineconomic pol-
icy management, and finally, a deterioration in terms 
of trade. As a result, real production in 1987 dropped 
to 75 percent of what it had been ten years before. 
Exports were reduced to a third of 1977 levels. The 
fiscal deficit rose to more than 30 percent ofGDP and 
was financed by fiat monetary emission. Inflation 
rose to more than 1,000 percent annually. Large price
distortions appeared and an active black market de-
veloped for many goods. Real wages dropped by 
more than 70 percent between 1981 and 1986. 

To stop thecollapse the government implemented 
a heterodox stabilization program in February 1988. 
The objectives were to sharply reduce inflation and 
price distortions, introduce efficiency in the produ.-
tive system, increase exports, and reduce speculation.
Nevertheless, real wages were to be protected simul-
taneously. According to the president of the Central 
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Bank of Nicaragua, these reforms would protect 
wage earners, "unlike the orthodox measures im
posed on many countries by the IMF, which are 
characterized by significantly harming workers."' 7 

The government adopted the following mea
sures to achieve its object;ves.' 8 The exchange rate 
was devalued from 300 cordobas per dollar to 10,000
for imports, and from 5,000 cordobas per dollar to 
10,000 for exports, and the official and black market 
rates were unified. Nominal wages had a fivefold 
increase, and finally, prices for consumer goods 
were increased 2.5 times. The resultant new prices
became the official ones for foreign exchange trans
actions and factor markets. 

Because of the relationship between the differ
ent price increases, the cost of imported inputs in
creased more than 30 times and labor costs 5 times. 
However, the price of agricultural exports only dou
bled and domestic agricultural product prices in
creased only 2.5 times, creating a squeeze for 
agricultural producers. 

While the new heterodox program began as an 
attempt to stabilize the economy while protecting
real wages, it actually created further disincentives 
for agriculture and more strain on the balance of 
payments and the government budget. Subse
quently, the government had to adopt even more 
severe stabilization measures. It sharply devalued 
the exchange rate and adjusted prices again, causing 
an additional decline in purchasing power. 

Shaping the Future:
 
Medium-Term Agricultural Strategies
 

Many countries today are attempting to move from 
an inward to an outward trade orientation. This 
transition requires changes in the role of agriculture
and the policies that affect it. Managers need to be 
aware of how these major nationalorientations have 
traditionally affected agriculture and the special
problems that sector may have during the transition. 

Inward-oriented policies: import substitution and 
the agricultural sector. In the 1950s and 1960s some 
countries adopted import-substitution policies that 
created strong disincentives for agriculture. The fol
lowing analysis by William James, Seiji Naya, and 
Gerald Meier provides a quick summary of the im
port-substitution policy package and its impact on 
agriculture in India and Pakistan: 

IThese countries] restricted imports by means of 
high tariffs, exchange controls, and a system of 
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TABLE 15.7 Protection of Agriculture Compared with Manufacturing in Selected Developing 
Countries, Selected Years 1960-1983 

Country and period 

In the 1960s 
Mexico 
Chile 
Malaysia 
Philippines 
Brazil 
S. Korea 

Argentina 

Colombia 


In the 1970s and 1980s 
Philippines 
Colombia 
Brazilb 
Mexico 
Nigeria 
Egypt 
Perub 

Turkey 

S. Korea' 
Ecuador 


Year Relative protection ratioa 

1960 0.79 
1961 0.40 
1965 0.98 
1965 0.66 
1966 0.46 
1968 1.18 
1969 0.46 
1969 0.40 

1974 0.76 
1978 0.49 
1980 0.65 
1980 0.88 
1980 0.35 
1981 0.57 
1981 0.68 
1981 0.77 
1982 1.36 
1983 0.65 

a. Calculated as (1 + ERP) / (1 + EPR), where ERP and EPR are the effective rates of protection for agriculture and the 
manufacturing sector, respectively. A ratio of 1.00 indicates that effective protection is equal in both sectors; a ratio greater 
than 1.00 means that protection is in favor of agriculture. 
b. Refers to primary sector. 
SOURCE World Bank 1987: 62. 

importlicensing. Protected industrial firms were 
encouraged to adopt capital-intensive tech-
niques by government policies that underpriced 
capital and raised the cost of unskilled labor. 
Artificially low interest rates arid underpricing 
of foreign exchange enabled privileged firms 
(often public enterprises) to avail of cheap gov-
ernment credits and to import capital equipment 
"inexpensively." Of course, unprivileged firms 
and producers in other sectors were unable toget 
credit except from moneylenders at much higher 
interest rates. Exports and savings were discour-
aged. Investment was inefficient and consumers 
faced limited choices-to buy low-quality do-
mestic goods at high prices, or to do without. 

Farmers had little incentive to increase market-
able supplies of food or primary exports. Agricul-
tural production growth in Pakistan was under 2 
percent in the 1950s. Domestic markets for manu-
factured goods produced by protected firms failed 
to expand. Growth slowed and underemployment 

increased. Slow structural transformation re
suited. Similarly, Indonesian farmers until the 
late 1960s labored under the weight of high infla
tion, an overvalued rupiah, acute shortages of 
credit, and deteriorating internal terms of trade 
(caused by the setting of artificially low food 
prices in urban markets). Between 1958 and 1966 
agricultural exports fell by a third and agricul
tural production growth of 1.6 percent failed to 
keep pace with population growth. 19 

Managers can learn a great deal about the rela
tive impact of policies on industry versus agricul
ture through calculating the terms of trade between 

one sector and another and also by comparing the 

relative levels of protection for each one. Terms-of
trade calculations permit analysts to compare the 
prices of import and export products and inputs 
between countries or sectors on the basis of some 
standardized baseline data. For example, table 15.7 
shGws some of the standard problems of terms of 
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TABLE 15.8 Import Substitution and the Terms of Trade between the Agricultural and Industrial 
Sectors 

Economic measures Market type Effects *onterms of trade 
Agricultural product price 

control/tariffs on importable 
products 

Goods Industrial products turn more ex
pensive compared to basic agricul
tural consumer products. 

Subsidized interest rates Financial Return on domestic savings gener
ated by agricultural sector decreases 
and credit cost is cheaper for indus
trial sector. 

Overvalued exchange sectors Foreign exchange Agricultural exporter income in 

SOURCE: Noel Ramirez. 

trade between agriculture and industry in a country 
that used industrial import-substitution policies 
and agricultural price controls for basic grains, 

Analysts can also compare the relative protection 
given to each sector using international prices as a 
reference point, 

The ways in which import-substitution policies 
help to turn the terms of trade against agriculture 
are summarized in table 15.8. These impacts are 
similar to the ones described earlier in this chapter 
during the discussion of short-term policies, 

Since many managers move from country to 
country, it is worth recognizing some differences in the 
way import-substitution policies have been applied in 
different continents. For example, Gustav Ranis and 
others have noted that Latin American countries have 
showed a more consistent bias against agriculture in 
the last 20 years than their Asian neighbors.20 Jeffrey 
Sachs, for example, argues that this occurred because 
(1)Asian populations have been more rural than those 
in Latin America; (2) levels of organization have been 
higher in the urban sector; and (3) therefore, Latin 
American governments have found their main constit-
uencies in urban workers and industrialists, because 
they are better organized whereas Asian governments 
have enlisted support from the rural sector.21 By im-plication the coalitions required for carrying out theliberaliation policies to be described next will be 

much more difficult to achieve in Latin America than 
in Asia. 

Outward-oriented policies: structural adjustment
and the agricultural sector. As was shown earlier, 

local currency is reduced and 
industrial raw materials for 
imports become cheaper. 

import substitution not only ciscouraged export 
growth and deterred labor absorption in industry 
but also created a strong policy bias against agricul
ture. In recent years some governments have at
tempted to reverse this bias and move to an outward 
orientation. 

Indonesia presents an interesting example of a 
successful reversal in favor of national policies that 
helped make its agricultural sector more dynamic. As 
noted above, until the end of the 1960s, Indonesian 
farmers faced high inflation, an overvalued rupiah,
credit shortages, and deteriorating internal terms of 
trade due to artificially low food prices. Agricultural 
exports dropped by a third between 1958 and 1966 and 
agricultural production growth of 1.6 percent could 
not match population growth. However, in the 1970s 
and 1980s, Indonesia turned its macroeconomic poli
des around. For example, it brought its fiscal deficit 
under control, and adopted realistic exchange rates. Its 
agricultural growth rates moved 

from less than 2 to almost 4 percent .... The 
intersectoral terms of trade became reasonably 
stable, inflation was kept under control, a liberal 
exchange-rate policy was adopted, interest rates 
were raised to economic levels encouraging anincrease in the supply of funds, wage rates wereleft to market forces, taxation was moderate, and 
the pattern of protection, though far from ideal, 
allowed producers to respond to international 
market opportunities. 22 

Such policy reversal is part of the process of 
structural adjustment many countries have pursued 

http:sector.21
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to permit a better allocation of their resources based 
on their overall comparative advantage. According 
to its advocates, 

when macro prices are freed from excessive dis-
tortion, more efficient resource allocation is one 
result. But market-priced foreign exchange and 
interest rates also expand the total supply of 
foreign exchange and savings available. More 
investment and employment become possible. 
With a reduction in trade protection and lower 
relativecostoflabor, moreproducershaveaccess 
to more and cheaper inputs. Income distribution 
improves, which tends to lead to a pattern of 
consumer demand that favors producers of food 
and labor-intensive commodities. The positive 
linkages between agriculture and industry are 
stimulated.23 

Unfortunately transitions from one policy ori-
er "ationto another are not that easy. For that reason 
it is useful for managers to understand how liberal-
ization policies might affect the agricultural sector 
and some of the potential conflicts that might ensue. 

Fiscal policy. Liberalization normally includes 
reduction of fiscal deficits through expenditure re-
duction, tax increases, subsidy reduction, privatiza- 
tion of state-owned enterprises, and increased fees 
for public services. Two dimensions of fiscal policy 
that have created conflicts between agricultural pol-
icy and national strategy have been the reduction of 
agricultural export taxes and the use of tax rebate 
certificates to stimulate agricultural exports. 

The reduction of taxes on agricultural exports 
seems like a straightforward policy measure to re-
ducedisincentivesforfarmers.Yetifexporttaxesare 
reduced without subsequent reductions in public 
expenditures, fiscal deficits can actually increase. If 
these deficits are financed by fiat monetary emis-
sion, a new inflationary cycle can start, exchange 
rates can become overvalued, and exports can lose 
their competitive edge once again.24 For this reason, 
some students of the subject recommend not cutting 
export taxes without making sure that equivalent 
cuts in public expenditure can be made elsewhere or 
some compensating additional tax revenues be de-
vised.25 Other recommendations include reducing 
tax rates and increasing the tax base; improving the 
efficiency of tax collection procedures; and selecting 
taxes that do not distort production incentives. 

Tax rebate certificates for export production are 
often thought of as a way to counterbalance the 

antiexport bias of import-substitution policies while 
tariffs are being reduced more gradually. They pro
vide agricultural exporters with a tax credit of some 
given percentage of the value of what they exported. 
Often exporters sell these certificates at a discounted 
value rather than use them as a credit against their 
taxes. Several major problems have developed with 
the rebate certificates. First, foreign producers of the 
same products accuse third world producers of 
dumping when they sell products in their countries 

and these products have received a government 
subsidy through tax rebate certificates. Second, if the 
value of these rebates is large enough, third world 
producers run the risk of developing inefficient cost 
structures that would result in their firms' bank
ruptcy if the government canceled the program. 

Monetary policy. During structural adjustment 
monetary expansion is often geared to the rates of 
growth of real GDP. In addition policy makers lib
eralize interest rates and remove quantitative credit 
restraints. Sometimes, even though it conflicts with 
the overall policy of generalized liberalization, a 
preferential credit policy has been pursued to bene
fit the nontraditional export sector. The greatest po
tential risk -s that, early in the financial liberalization 
process, real interest rates may become excessively 
high to the point of discouraging the productive 
sector in general, and agriculture in particular, be
cause of this sector's structural characteristics. 

Tradepolicy. During liberalization, policy makers 
normally recommend removing quantitative restric
tions on trade, replacing quantitative restrictions with 
tariffs, making tariff levels more uniform, reducing 
levels of protection, and removing producer and con
sumer subsidies. Major problems can emerge due to 
inconsistency in the phasing of policies and to im
proper handling of tariff reduction. 

One example of the danger of incongruence 
between trade and other macroeconomic policies for 
farmers took place in Chile between 1980 and 1982.26 
During that period tariff protection was reduced but 
the nominal exchange rate remained fixed, wages 
were fully indexed and real interest rates climbed 
sharply. At the same time farmcrs found themselves 
unable to compete in international and domestic 
markets. 

Another source of incongruence due to changes 
in trade policy might occur due to lack of clarity in 
measuring levels of nominal and effective protec
tion and the size of distortions due to existing poli
cies.27 In the worst-case scenario major sectors may 
have no protection or little adjustment time to 
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TABLE 15.9 Protection, Distortions, and Comparative Advantage 

Costs 
Income Traded inputs Domestic factors Profits 

Domestic prices A 

International prices E 

Policy effects I 


NOTE: A/E =nominal protection coefficient.
 
(A-B)/(E-F) = effective protection coefficient.
 
J= distortion in traded inputs.
 
K = distortion in domestic factors.
 
SOURCE: Noel Ramfrez.
 

change conditions. One way to avoid this difficulty
might be found by using the statistical procedure
displayed in table 15.9. The procedure is as follows, 

First, compufe the domestic market value of total 
income, internationally traded inputs, and other fac-
tors of production not traded internationally and con-
vert them into their equivalent foreign exchange value 
(using the applicable effective exchange rate for each 
category). Second, calculate the value of production
and inputs (for both tradeables and nontradeables) at 
border prices. Third, estimate the profits gained at 
domestic prices versus those obtained at border prices.
This process permits the observation of not only nom-
inal and effective protection, but also of existing dis-
tortions in internationally traded inputs or other 
factors of production.28  

Such an analysis, despite its limitations, permits
correction of more than just end-product distor-
tions, thus reducing the risk of effectively leaving
major producing sectors of a national economy un-
protected. As can be seen in table 15.9, it is possible
for A to be greater than E, although D will not 
necessarily be greater than H. 

Laborpolicy. During structural adjustment, policy 
makers attempt to ensure that increases in labor costs
do not destroy the productive sector's competitive-
ness. Attempts are made to reverse policies that adjust 
wages simply on the basis of inflation indexes. Two of 
the alternative methods used are relating wage in-
creases to productivity gains and the voluntary 
wage restraint agreements discussed earlier. Chile, 
for example, after the 1982 crisis, abandoned its 
automatic wage-indexing policy that had prevailed
since 1979 and had strongly contributed not only to 
exchange-rate overvaluation but to the develop-
ment of the crisis itself. 

B C D 
F G H 
J K L 

to export-led growth is the maintenance of realistic 
exchange rates. Maintaining such rates permits the 
agricultural export sector to stay competitive. Ex
change-rate adjustments can be made through large,
infrequent devaluations or a series of more frequent 
minidevaluations. 

The management of exchange-rate policy can 
create conflicts for agriculture during liberalization. 
For example, some governments attempt to use ex
change-rate differentials to extract part of the value 
of new agricultural export sales for government 
uses. If these exchange-rate differentials become 
high enough, they create a strong disincentive for 
exporters. 

Two additional types of conflict are more likely 
to create problems for agriculture. First, govern
ments that attempt to increase public confidence 
and reduce inflationary expectaions by pre-an
nouncing a series of decreasing minidevaluations 
(called the tablitain Spanish) may find that produc
ers and merchants actually raise prices in anticipa
tion. This may actually quicken the inflationary 
process and help create an overvalued exchange 
rate. Once the exchange rate becomes overvalued 
again, agricultural exporters will be less 
competitive. 

Finally, policy makers may liberalize the foreign
exchange market without realizing that speculators 
can create distortions. Foreign exchange markets 
might operate without distortions under the follow
ing conditions: (1) the existence of a foreign ex
change futures market; the(2) absence of 
monopolisticstructuresthatmanipulatethemarket
place; and (3) free determining of other key prices.
These conditions are not easily found in developing 
countries. 

Structural adjustment and Costa Rican agriculture.Exchange-ratepolicy. According to its advocates, Sometimes it is difficult to get a real feeling for theone of the most important aspects of the transition way that abstract medium-term policies like structural 
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adjustment might really work. The following brief 
discussion of the Costa Rican adjustment program 
between 1985 and 1988 and its impact on the agri-
cultural sector may provide some additional insight, 

Collapse and stabilization, 1980-1984. Between 
1980 and 1982 Costa Rica suffered a severe economic 
collapse. The world economy was in recession. 
Prices for Costa Rica's key exports of coffee and 
bananas were in decline. GDP growth rates in Cost 
Rica were negative, the fiscal deficit had reached 35 
percent of GDP, interest and amortization payments 
on the country's foreign debt as a percentage of 
exports had climbed, and inflation had reached 100 
percent a year. 

The Monge administration took office in Costa 
Rica and implemented a successful stabilization 
program in the 1982-1984 period. GDP growth be-
came positive by the end of the period, and inflation 
dropped to 20 percent. The fiscal deficit was reduced 
and the first steps had been taken in a structural 
adjustment process aimed at promoting exports, es-
pecially nontraditional ones. 

Structuraladjustment, 1985-1988. In April 1985, 
to further the new policy, the first structural adjust-
ment program underwritten by the World Bank 
went into effect. Some of the objectives were reduc-
tion of the public-sector deficit; elimination of quan-
titative credit ceilings; subsidy reductions for basic 
grain producers; lifting of price controls on some 
basic consumer products; promotion of nontradi-
tional exports through tax rebate certificates; initia-
tion of a process of tariff reduction; and maintenance 
of a competitive exchange rate through periodic 
devaluations. Three years later, in late 1988, the 
government was trying to complete negotiations for 
the implementation of a second program covering 
four basic areas: the financial system, the perfor-
mance of the nonfinancial public sector, foreign 
trade, and the agricultural sector. 

Some of the results, 1985-1988. Most evaluations 
indicated that a process of adjustment had begun 
but had by no means been consolidated. GDP 
growth rates were above 3 percent for each year Lf 
the period. The fiscal deficit was further reduced. 
Exports recovered to more than 120 percent of their 
1979 levels and nontraditional exports grew even 
faster. Inflation remained below 1982 levels. 

The results in the agricultural sector were more 
complex. Between 1984 and 1987, the agricultural 
sector had seen its share in GDP reduced from 20.5 
percent to 18.0 percent due partially to a sharp de-

cline in the production of basic grains. According to 
some analysts, basic grain production had been 
overdimensioned in the past because of excessively 
high support prices, generalized crop insurance, 
and subsidized credit, all of which, from 1985 on
ward, were reduced as part of the adjustment pro
gram. However, quite the opposite was happening 
in the agricultural export sector and, in particular, 
that of nontraditional products, basically owing to 
the existence of such instruments as the tax rebate 
certificates and the minidevaluation policy. 

Adjustment appeared to be working to provide 
incentives to move resources from less to more prof
itable areas of production both in and outside agri
culture. However, the conflicts during adjustment 
were not simply between agriculture and industry 
but within agriculture as well-between those farm
ers who produced for the local market and those 
with export capacity. 

Managing the Process of Change 

Policy makers will not know whether new agricultural 
strategies are feasible until they have decided whether 
the potential winners and losers from the policy 
changes can be managed effectively. Since new strate
gies produce different reactions in different countries, 
this section will focus on the identification of possible 
supporters and opponents of one medium-term strat
egy, structural adjustment in Costa Rican agriculture 
from 1985 to 1988. The analysis provides another ex
ample of the issues policy makers need to consider 
before embarking on a process of change. 

Potential costs and benefits of adjustment in agri
culture. As noted in chapter 3, it is useful to identify 
the measures to be implemented and to eview the 
potential benefits and costs that might result. In this 
case the measures were reduction of the fiscal deficit; 
elimination of quantitative credit ceilings; subsidy re
ductions for basic grains producers; lifting price con
trols on consumer foodstuffs; promotion of 
nonexports through tax rebates; initiation of a process 
of tariff reduction; and maintenance of a realistic ex
change rate. 

One potential benefit from structural adjust
ment that policy makers hoped for in Costa Rica was 
a more efficient use of overall economic resources. 
They speculated that a reallocation of resources 
might take place in agriculture itself, away from 
crops with less potential profitability. Other benefits 
might be more foreign exchange and eventual new 
employment due to new exports. 
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The potential costs of the strategy might be high 
unemployment on a short-term basis as inefficient 
production units shut down. At the same time, de-
pending upon the conditions of international food 
production, reduced production of basic grains might 
make the country more vulnerable to food shortages. 
Finally, key pressure groups in agriculture, like the 
chamber of rice growers, might have the strength to 
weaken the government's political base. 

Potential sources of support and opposition in ag-
riculture. An analysis of the specific measures might 
help produce the following list of potential sources 
of support and opposition. Potential opposition 
might come from employees in the Ministry of Ag-
riculture protesting expenditure cuts for agriculture 
and job losses. Both export and domestic producers' 
associations might protest the loss of credit due to 
reduction of quantitative credit ceilings. Domestic 
producers, like the rice growers' association, would 
probably energetically protest reduction of pro-
cducer subsidies. The less efficient rice producers, 
possibly the smaller ones, might protest even more 
extensively since they might have to cease rice pro-
duction completely. Urban consumers would com-
plain about the lifting ofprice controls on food. Since 
community groups in Costa Rica are better organ-
ized than in many parts of Latin America, the gov-
ernment would need to look at their potential
opposition with a great deal of care. 

At the same time the government might find 
allies for its policies in the agricultural sector. Pro-
ducers might respond positively to the lifting of 
price controls for food particularly if the interna-
tional price had been substantially higher than the 
local price. Exporters of nontraditional agricultural 
products would probably have responded posi-
tively to tax rebates for new exports. However, their 
positive response might have been tempered by the 
relative level of incentives given to them versus 
industrial producers. Finally, exporters of both tra-
ditional and nontraditional agricultural producers 
would be supportive of maintenance of a realistic 
exchange rate. 

Seriousness of the opposition and support. The 
government's ability to maintain itself in power dur-
ing policy change depends upon its capacity to man-
age its allies and opposition effectively. The more 
that policy changes provide potential for broad-
based opposition, the more dangerous they become 
for the government. 

One issue, the loss of overall access to credit, had 
the potential to create sector-wide opposition 
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through the agricultural chambers and one other 
issue, the lifting of food price controls, possibly 
supplied a basis for serious multisectoral opposi
tion. Other issues touched specific subgroups. While 
they were capable of producing serious opposition, 
it also seemed possible to negotiate special arrange
ments with each group. For example, the domestic 
producers who comprised the great majority of the 
agricultural production units but less than 30 per
cent of overall production were likely to be particu
larly hostile to the reduction of their subsidies. They 
probably represented the most serious source of 
opposition. Exporters of traditional and nontradi
tional products could be particularly concerned 
about why their subsidies were not as high as those 
of the industrialists. However, adjusting the magni
tude of these subsidies might provide the govern
ment with room to negotiate a broader base of 
support. Finally, producers in foreign countries, like 
flower growers in the United States, were likely to 
accuse Costa Rican producers of unfair competition 
due to the government's provision of tax rebates for 
exports. 

At the same time the potential existed for broad
based support from both traditional and nontradi
tional exporters as realistic exchange rates were 
maintained and if tax rebates for nontraditional ex
ports were increased. 

Strategies for reducing the opposition. As a general 
rule, the government might consider ways to keep 
multisectoral opposition from forming. This might 
be done by trying to identify potential sources of 
multisectoral opposition and to negotiate with sep
arate groups before they had a chance to form coali
tions. By maintaining a realistic exchange rate, the 
government might be able to keep most exporters 
(industrial, traditional, and nontraditional agricul
tural) within their base of support. By maintaining 
and increasing tax incentives for exports they might 
further solidify their base in agriculture. 

Three sources of opposition might require very 
special treatment: groups who might react to the 
lifting of price controls on food, agricultural produc
ers for the domestic market such as rice farmers, and 
foreign producers. With the first problem, the gov
ernment might attempt to soften the blow of price 
increases for food through special quick-disbursing 
programs for high-risk poverty groups, through 
voucher systems, and through a gradual, more 
phased process of price changes. It might be possible 
to reduce producer subsidies gradually. Farmers 
might be helped to make adjustments and improve
productivity throughtechnicalassistance.High-risk 
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groups like small, poorer farmers might receive spe-
cial assistance during the transition. Finally, the gov-
ernment might try to manage foreign producers 
who accuse it of dumping through special negotia-
tions with their governments. In the case of Costa 
Rica the country used the first method and also 
sought admission to the General Agreement on Tar
iffs and Trade (GATT). 

The Order of the Liberalization Process 
and the Agricultural Sector 

As noted in previous chapters, the cost of adjust-
ment, and therefore its political feasibility, is not 
independent of the ,',ay it is carried out. In an effort 
to demonstrate some ef the costs incurred when 
problems in policy sequencing take place, consider 
the following hypothetical examples (which have, in 
fact, arisen in a number of countries). 

Example I. What might happen to the 

agricultural sector if interest rates are liber
alized before prices for agricultural prod
ucts are adjusted? It is probable that 
domestic savings would be stimulated, but 
that farmers producing for the domestic 
market would not be able to compete for 
these resources. Something similar hap-
pened to Costa Rican basic grains producerswho sold primarily in the domestic market 
between 1986 and 1987. 

Example ILWhat will take place in the 
agricultural sector if foreign trade is liberal-
ized, while the exchange rate remains over-
valued and before domestic inflation is 
brought under control? Farmers producing 
for the local market will probably not be 
able to compete with imported products. 
This is what happened to Chilean farmers 
between 1981 and 1982. 

Example III. How might farmers be af-

fected if the government lifted quantitative 
credit ceilings as part of its process of liber-
alizing the financial market, while it main-

tained preferential interest rates for the 
agricultural sector? It would be rational for 

credit institutions to discriminate against 
the agricultural sector. This happened in 
Costa Rica in 1987. 

Example IV. What might happen to the 
agricultural sector if the capital account of 
the balance of payments were liberalized 

before stabilizing the national economy and 
liberalizing the domestic financial market? 
Capital flight might erode the overall level 
cf resources of the national financial system 
and make credit scarce for agriculture. 

Conclusions 

This chapter has provided managers and new policy 
makers with an overview of the agricultural sector 
and some of the short- and medium-term policy 
issues they will encounter in developing countries 
today. The chapter has reviewed the special struc
tural characteristics of agriculture due to its produc
tion processes and international market conditions. 
It has also warned managers about the importance 
of keeping macroeconomic and sectoral policies 
consistent. Finally, it has emphasized the assess
ment of both the economic and the political feasibil
ity of new agricultural strategies. 
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Costa Rica:
 
The Agricultural Sector
 

and Structural Adjustment
 

In May 1988, after repeated conversations with 
members of the Costa Rican agricultural sector, Mr. 
Eduardo de-la-Espriella, general manager of the Pri-
vate Agricultural and Agroindustrial Council 
(CAAP), wondered how structural adjustment pol-
icies would affect the agricultural sector. He had 
heard different viewpoints from Costa Rican leaders 
and members of his own organization. For instance, 
Dr. Eduardo Lizano, president of the Central Bank, 
had recently commented that protectionism was re-
sponsible for the low profitability, slo. technologi-
cal development, and low productivity of many 
agricultural operations. On the other hand, many 
farmers opposed liberalization, since they felt that 
other countries subsidized their own agricultural 
sectors. This made it difficult for Costa Rican farm-
ers to compete intenationally, 

Mr. de-la-Espriella was preparing for a meeting 
with members of the Costa Rican agricullural sector. 
He decided to review the evolution of the sector as 
well as current policies before he got together with 
his colleagues. 

The Evolution of the Agricultural Sector 

The agricultural sector had traditionally repre-
sented an important part of the gross domestic 

product (GDP). However, its contribution to GDP 
had declined recently (see table 16.1). While in 1980 
agricultural production represented 25.2 percent of 
GDP, by 1987 the corresponding figure was 17.9 
percent, although the sector had a national value 
added of 70 percent. It contributd 27 percent of 
national employment, 73 percent of exports, and 7 
percent of gross capital formation during 1986 (see 
table 16.2 and table A16.2 in the chapter appendix). 

Mr. de-la-Espriella divided his study of the evo
lution of the agricultural sector into three recent 
stages: (1) 1974-1980, which paralleled the period of 
world inflation and crisis; (2) 1981-1984, the stabili
zation period; and (3) 1985-1987, the period ofstruc
tural adjustment in agriculture. This took place with 
the assistance of structural adjustment loans (SALs) 
with the World Bank, and an economic stabilization 
plan with the International Monetary Fund (IMF) 
(see appendix, exhibits 16. 1-3). Table 16.3 summa
rizes the evolution of the agricultural sector between 
1974 and 1987. 

The 1974-1980 period: inflationand crisis. In 1974 
agriculture contributed 21 percent of GDP, 72 per
cent of total exports, and 32 percent of total employ
ment. It was a major foreign exchange earner; in fact 
agricultural exports represent,,d 89 percent of total 
exports. By 1980, however, agriculture's contribu-

Esteban R. Brenes is a visiting professor at the Central American Institute of Business Administration (INCAE).

This chapter was translated from the Spanish by Orlando Garcfa-Valverde. Quoted material in this chapter comes from the author's
 
interviews with policy makers.
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TABLE 16.1 Costa Rica: Gross Domestic Product (GDP) by Sector (millions of 1966 colones) 

Year Agricultural Industrial Trade 
1970 1,343.6 1,036.3 1,109.5 
1971 1,405.6 1,120.3 1,159.3 
1972 1,481.8 1,238.3 1,248.0 
1973 1,565.5 1,364.8 1,354.8 
1974 1,539.0 1,538.4 1,345.0 
1975 1,585.7 1,587.1 1,288.0 
1976 1,593.6 1,679.2 1,402.0 
1977 1,628.7 1,893.0 1,653.2 
1978 1,736.2 2,043.2 1,722.6 
1979 1,744.8 2,102.8 1,794.0 
1980 1,736.1 2,119.6 1,740.8 
1981 1,824.6 2,109.0 1,556.3 
1982 1,738.8 1,868.6 1,374.2 
1983 1,806.6 1,891.0 1,423.7 
1984 1,909.3 2,100.0 1,580.0 
1985 1,880.4 2,142.2 1,652.6 
1986 1,959.8 2,297.1 1,812.9 
1987 1,887.1 2,407.4 1,936.2 

SOURCE- Costa Rican Central Bank. 

tion to the Costa Rican economy was reduced. For 
example, its role in GDP dropped to 18 percent. Itcontributed only 28 percent of total employment by
the end of the period. While agricultural productiv-
ity had increased, tarm employees generated 35 per-
cent less than the national GDP productivity per
capita.

Between 1974 and 1980 the product composition
of the sector changed. The importance of basic 
grains production grew substantial!y. 

The 1981-1984 period:stabilization.in contrast to 
the earlier period, agricultural GDP grew more rap-
idly than total GDP. This was due pai ially to the 
strong producer subsidies and the contraction ofother sectors as a result of the world economic crisis 
and collapse of the Central American Common Mar-
ket (CACM). Farming grew more rapidly than cattle 
production and basic grains production grew more 
rapidly than all other agricultural activities. The
sector as a whole improved its productivity and 
maintained its role in employment and exports. 

The 1985-1987 period: striucturaladjustment. Be-
tween 1985 and 1987 agriculture's role in GDP di-

Construction 

229.1 
268.6 
327.6 
337.7 
364.0 
384.7 
464.7 
482.8 
510.8 
609.4 
602.7 
471.9 
321.4 
330.1 
416.0 
439.2 

451.1 
471.1 

Services 

1,305.8 
1,403.4 
1,499.7 
1,633.0 
1,786.3 
1,857.2 
1,946.2 
2,090.1 
2,226.2 
2,392.1 
2,481.9 
2,483.5 
2,483.8 
2,555.8 
2,674.0 
2,680.8 
2,827.6 
2,883.8 

Central 
government Total 

549.2 5,573.5 
594.1 5,951.3 
642.6 6,438.0 
678.5 6,934.3 
746.1 7,318.8 
769.8 7,472.5 
799.1 7,884.8 
839.1 8,586.9 
881.1 9,120.1 
932.7 9,575.8 
966.7 9,647.8 
984.3 9,429.6 
955.8 8,742.6 
940.5 8,947.7 
955.0 9,634.3 
959.4 9,754.6 
969.0 10,317.5 
983.5 10,571.1 

TABLE 16.2 Costa Rica: Agricultural Employ

ment(thousands of persons) 

Year 
Total 

employed 
Agricultural 

sector Percent' 

i973 543.3 207.1 38.2 
1977 631.9 213.8 33.8 
1978 667.7 216.1 32.4 
1979 686.4 206.0 30.0 

1980 
1981 
1982 

722.4 
719.7 
746.5 

200.5 
199.1 
220.9 

28.0 
28.0 
30.0 

1983 739.1 206.3 28.0 
1984 770.4 210.5 27.0 
1985 827.3 225.8 27.3 
1986 854.2 229.8 26.9 

1987 NA NA NA 
NOTE: NA = not available. 
a. Of employed population.
SOURCE: Executive Secretary of Planning of the 
Agricultural Sector (SEPSA). 
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TABLE 16.3 Costa Rica: Evolution of the Agricultural Sector, Selected Indicators, 1974-1987 (%) 

Indicator 

AGDP as percent of GDP 
Annual growth of GDP 
Annual growth of AGDP 
Annual growth by subsector 

Farming 
Cattle ranching 
Other 

Growth during entire period 
Growth of internal consumption products 
Growth of traditional exports 
Growth of AGDP 

Annual growth of total exports 
Annual growth of agricultural exports 

Change in productivity of agricultural labor 
Increase in generation of foreign exchange by 

agricultural laborer 
Change in agricultural employment 
Change in total employment 
NOTE. AGDP stands for agricultural gross domestic product. 
a. Years 1984-1986. 
SOURCE. Esteban Brenes. 

minished once again. In 1984 the agricultural sector 
represented 20.5 percent of the GDP, while in 1987 
it represented only 17.9 percent. In contrast to earlier 
periods there was an important decline in basic 
grains production. On the other hand, the role of 
both traditional and nontraditional exports in-
creased. Total exports grew by 5 percent per annum 
throughout this period, while agricultural exports 
grew by 10.4 percent annually from 1985 to 1986. 

Changing Agricultural Folicies 

As part of the overall liberalization efforts, national 
agricultural policy had changed a great deal. Mr. 
de-la-Espriella tried to remember how the initial 
policy apparatus functioned and what changes 
took place. 

Trade policy. Prices. Before adjustment policies 
began, the Ministry of Economy and Commerce 
(MEC), the National Production Council (NPC), the 
Coffee Institute (ICAFE), the Agricultural Industrial 
Sugar Cane League (LAICA), and the National Ba-
nana Association (ASBANA) traditionally deter-
mined prices. The MEC, for example, set the 

Moderate Expansion Decline 
1974-1980 1980-1984 1984-1987 

21.0 18.0 17.9 
4.7 0.18 3.2 
2.0 3.0 -1.8 

2.0 4.8 -1.0 
1.5 2.0 -7.5 
4.4 -5.0 12.0 

50.7 23.3 -33.9 
8.3 18.7 -1.7 

12.8 14.6 -5.5 
14.8 0.1 5.0 
13.0 0.02 10.4a 

16.6 9.0 -13.0 
160.0 -4.8 12.0 

-0.5 1.2 4.5 
4.3 1.6 5.4 

maximum retail prices of basic consumer food prod
ucts. It also set producer prices, based on the infor
mation that the producers' associations submitted, 
and conducted its own studies in order to cross
check producer proposals. 

The NPC attempted to maintain Costa Rica's 
self-sufficiency in food. It defended producers' 
rights through support prices set on a cost-plus-ben
efit basis. However, because of the huge deficits due 
to its pricing policies the NPC's role in price-setting 
was discontinued. Tables 16.4 and 16.5 show the 
local and international prices for basic grains, as well 
as the level of protection afforded during the period 
of surpluses. 

The government had not set milk prices be
tween 1960 and 1973. After 1973, however, it estab
lished prices that were traditionally higher than 
those of the international market (see table A16.5). 

Domestic prices for sugar and coffee were set 
based on studies by LAICA and ICAFE. Final prices 
were later negotiated with the MEC. The domestic 
price of sugar had traditionally been higher than the 
international price while the opposite was true for 
coffee and beef. The government's objective was for 
exports to subsidize the local market. In the case of 
meat, the prices of the so-called common cuts were 
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TABLE 16.4 Costa Rica: Local and International Prices of Basic Grains and Legumes, 1980-1985 
Commodity 

Sorghuma
Local price 
International price 
Nominal protection 

Yellow cornc 
Local price 
International price 
Nominal protection 

Beansd 
Local price 
International price 
Nominal protection 

Rice 
Local price 
International pricee 
Nominal protection 

NOTE: The international price is the price of the product delivered to San 16se, and the local price is the wholesale priceset by the Ministry of the Economy and Commerce, except for the price of sorghum, which is equal to the price paid tothe producer by the National Production Council, plus 15 percent. The rate of exchange is equal to the daily average ofthe purchasing inlerbank exchange rate. 
a. No. 2 U.S. sorghum.b. The price set by the ministry was established for the first time in 1982. The 1980 price is the council's average sales
price. 
c. No. 3 U.S. yellow corn.d. Black turtle beans for 1982, 1983, and 1984; Chilean no. I and U.S. no. 2 beans were used for 1985. It was not possibleto find any information for black beans for 1980 and 1981 (only red bean information was available).e. For 1980 to 1984 IMF InternationalFinancialStatisticswere used. For 1985, the Rice Market News price was used, whichis 15% fractioned.
 
SOURCE- Consultores Economicos y Legales (COUNSEL), San Jose, Costa Rica.
 

1980 1981 1982 1983 1984 1985 

186.8 130.3b 167.1 297.6 240.8 238.1
195.1 174.3 149.8 172.8 158.9 140.8

0.96 0.75 1.11 1.72 1.51 1.69 

230.7 108.1 174.1 245.3 226.4 228.0
194.7 176.3 151.7 180.6 178.9 150.5

1.18 0.61 1.15 1.36 1.26 1.52 

642.6 298.9 506.6 604.8 631.4 629.2 
- - 525.7 549.2 513.8 609.9 
- 0.96 1.10 1.23 1.03 

400.8 205.4 257.8 508.6 496.6 435.4
528.2 588.0 357.3 337.2 307.2 263.1

0.76 0.35 0.72 1.51 1.62 1.65 

set by the MEC. However, this situation had 
changed at the beginning of 1988 after the price of 
beef was left to the market. The local banana market 
functioned in a similar manner. 

ASBANA, LAICA, and ICAFE determined,
through the commissions, how exporters had to pay
the producers according to the preestablished mar-
gins, the export quotas (for coffee and sugar), and 
the market prices. In the case of bananas, the com-
missions were comprised of ASBANA, the MAG 
(Ministry of Agriculture), the Ministry of the Treasury, the Central Bank, and the Banana Producers 
Chamber. But the "rules of the game" for this prod-
uct became clearly defined as of 1985, and at least 
until 1989, through Executive Decree No. 16564-P-
H-MEC. 

The government maintained high tariff levels 
on agricultural inputs and equipment; for example,
the nominal protection for fertilizer was over 15 
percent in 1985-1986. 

In accordance with the government's plans, a
gradual price liberalization was expected in the 

Costa Rican economy. In general, the prices of do
mestic products were to begin to find equivalence
with international prices. 

Crop insurance.Before 1984 it had been easy to 
obtain crop insurance from the National Insurance 
Institute (INS). Over the past few years, however,
stricter requirements have had to be met. Further
more, insurance for nonirrigated crops has become 
more expensive. 

Marketing. Since Costa Rica's main goal had 
been self-sufficiency in basic grains, the NPC had
guaranteed the purchase ofgrains at predetermined
prices. Because of large deficits, however, the NPC 
stopped guaranteeing the purchases of rice and sor
ghum in 1985-1986 and liberalized domestic mar
keting entirely, though it maintained control of 
international marketing until 1988. The NPCcontin
ued to set support for and guarantee purchases of 
corn and beans, since the government felt the pro
ducers of these commodities were small farmers 
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TABLE 16.5 Costa Rica: Effective Protection and Net Effective Protection Rates for Staple Grains, 
1980-1985 

1980 1985 

Cor.modity EPR NEPR EPR 

Sorghum -9 -20 137 to 146a 
Corn 23 8 106 
Rice -34 -43 108 
Beans -6 to 16a -12 to - 22a -! to 2 

NOTE- EPR stands for effective protection rate. 
NEPR stands for net effective protection rate. 
a. Protection rate calculated for the different costs associated with the different techniques of production. 
SOURCE: Consultores Economicos y Legales (COUNSEL). 

with limited financial resources. The marketing of 
the remaining local-consumption commodities was 
basically in the hands of the private sector. 

The government allowed coffee and sugar ex-
ports to be totally coordinated through their respec-
tive institutions, namely, ICAFE and LAICA. 
Several private exporting companies took care of 
meat. In the case of bananas, exports had been con-
trolled by a transnational corporation, and so were 
totally integrated into the world market. 

During the early 1980s, the government ap-
proved the Law for the Promotion of Non-Tradi-
tional Exports, which included tax savings 
certificates (CATs), export contracts, and the devel
opment of a free zone. 

Monetary policy. Until the mid-1980s agricultural 
credit was allocated through the National Banking 
System (SBN). The agricultural sector received 52 
percent of all credit. Most went to basic grains pro-
ducers. 

In 1984 the government switched from sectoral 
and subsectoral credit allocation (microeconomic), 
to a monetary allocation (macroeconomic) system. 
It eliminated maximum portfolio lending schedules. 
By 1987 the banks were managing bank credit allo-
cation in a discretionary fashion. Although the 
banks were free to determine the rates of interest in 
accordance with their own objectives, interest rates 
for the agricultural sector continued in general to be 
lower than those for the industrial sector by one to 
three points, 

Since traditional agriculture was a high-risk ac-
tivity, the banks had been forced to reduce agricul-
tural credit as a percentage of total credit to 36.5 
percent in 1986 (see table 16.6). The reason was 
competition for money on the part of other sectors 
where risks were lower. In addition, the SBN had 

decided, in consideration of the sector's characteris
tics, to require real guarantees and to invest only in 
low-risk activities (that is, irrigated areas). In accor
dance with its new position, the SBN began to au
thorize credit based on cost assessments per hectare. 
For instance, in the case of rice, the lending allow
ance was 57 percent of the estimated cost, while 
prior to that it was 80 percent (see table 16.7). 

The policy of financing nontraditional exports 
continued to be an important goal for the SBN. 
Credit had been relatively stable for traditional ex
ports. Of the traditional producers only cattle ranch
ers lost access to credit as a result of the changes. 

Fiscal policy. During the 1970s and early 1980s, 
direct and indirect export taxes had been increased. 
In 1985, however, a number of these taxes had been 
reversed. Furthermore, the trend was clearly to elim
inate or lower them. In addition, reductions in tariff 
schedules were negotiated with the member coun
tries of the Central American Common Market. 

Wage policy. Between 1980 and 1984 salary in
creases were substantial, although they never 
reached 1980 real wage levels. As of 1986 salaries 
were adjusted when the consumee' price index (CPI) 
increased by more than 7 percent. 

After reviewing agricultural policies in the 
1970s and 1980s, Mr. de-la- Espriella concluded that 
until 1984 farmers producing for the domestic mar
ket had benefited from favorable policies. They had 
received high siupport prices, guarantees of pur
chase, subsidized credit, crop insurance, and sup
port for nontraditional exports. Traditional export 
producers, on the other hand, had been exposed to 
less favorable conditions. They had paid export 
taxes, labored under overvalued exchange rates, 
and had indirect taxes on exchange differentials. 
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TABLE 16.6 Costa Rica: Agricultural Credit as a Percentage of Total Credit, 1975-1987 
Item 1975 1980 
Total of new placements 4,466 6,767 

(millions of current colones)
Participation of agricultural 36 42 

sector (percentage)
Participation of farming 71 59 

subsector (percentage)
Participation of cattle-raising 29 41 

' ubsectr (percentage)
Total agricultural investment 33 35 

(percentage)
Total new placements in NA NA 

maradamia, melon, and 
onazmnentals (millions of 
current colones) 

Credit growth rate (percentage) NA NA 
NOTE: NA = not available. 
SOURCE: Central Bank of Costa Rica. 

They had less access to credit and suffered from 
internal prices that were lower than those ii the 
international market. 

In 1984 domestic grains producers began to suf-
fer the consequences of policy changes. In contrast, 
traditional and nontraditional exporters began to 
benefit from export tax reductions and d. ialuations. 

Opinions by Leaders of the Agricultural Sector 

Mr. de-la-Espriella held a preliminary meeting with 
key leaders of the agricultural sector to discuss the 
implications ofrecent policy changes. They told him 
the following: 

Trade policy. Prices. Mr. Jos6 Rafael Brenes, chair-
man of the board of the Chamber of Agriculture, 
stated: 

Coming to an agreement with the experts isvery
difficult. But even if you accomplish this it 
doesn't matter because the president of the Re-
public makes the final decision. In other words, 
prices are determined politically. To this date, aviable technical method of doing this has not 
been found. This means that producer prices are 
not safe. You never know where you stand. 

1981 1983 1984 1985 1986 1987 
8,278 25,157 23,556 23,120 31,979 NA 

43 57 52 35 36 NA 

71 71 72 78 77 NA 

29 29 28 22 23 NA 

28 31 29 22 25 NA 

NA NA 63 29 54 126 

NA NA NA -54.0 86.2 133.3 

TABLE 16.7 Costa Rica: Average Real Costs 
of Production per Hectare, and 
Current Maximum Lending 
Allowance per Hectare, for 
Selected Agricultural Products, 
1985 (current colones) 

Maximum 
lending 

Average cost allowance 
Product per hectare per hectare 
Rice 53,430 30,096 
Beans 47,8&.7 25,633 
Corn 38,449 23,303 
Sorghum 35,670 22,646 

Mangoes 39,643 41,600 
Melons 69,445 68,313 
Pineapples 442,087 374,276 
Peppers 599,200 618,849
Broccoli 111,243 100,000
Cauliflower 111,243 100,000
Onions 292,640 223,611
Potatoes 188,365 163,420 
Cros13708,9Carrots 103,740 87,898
SOURCE: Private Agricultural and Agroindustrial Council 
(CAAP) study. 
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Mr. Juan Rafael Lizano, former chairman of the 
board of the Chamber of Agriculture, remarked that 
the economy did not provide for a well-defined 
pricing policy. "If there were one," he added, "it 

would be an indexing method. This means that the 

most aggressive pressure group would obtain the 
best results." At this point, Mr. Alberto Amador, 
chairman of the board of the Cattle Ranchers Feder
ation of Costa Rica, intervened: 

One clear example of what Juan Rafael is saying 
is the sugai industry. I hear that the sugar cane 
farmers are always at the president's house. This 
may explain the favorable prices they get, which, 
as we all know, are well above the international 
prices. In contrast with this, in the case of meat the 
local market price was one-half of the international 
price between 1970 and 1978; this is not logical,considering thatboth areagricultural products. 

An independent economist said: 

There are basically two apparent alternatives that 
we must discuss at this meeting: total liberaliza- 
tion of prices, which means medium- and long-
term efficiency; or continuation of a price-setting 
scheme that may be good or bad for the farmers. 
In this respect, I talked recently with Mr. Carlos 
Manuel Rojas [former Minister of Agriculture]. 
He told me price-setting in the past had been done 
on a cost-plus-benefit basis. Under this system, 
costs do not make any difference, and this is why 
we were completely detached from world reality, 
I believe it is necessary to make adjustments, and 
this can be accomplished by working from the top 
to the bottom. That is, identify the market price 
"rst and try to cope with it by reducing costs and 
using new technology if possible. The new plans 
of the government do not imply either a reaction 
against, for example, rice production, or the idea 
that rice prices were liberalized because it was felt 
that we were self-sufficient with respect to thisproduct. Instead, it is clearly understood that its 
production must be maintained provided it is 
arouctulefinut bin 
actually efficient. 


Mr. Amador thought about these comments and 

responded in the following way: 

Each product needs different treatment. For ex
ample, meat has already been liberalized, and 
will always becompetitive. Butc.hers earn a profit 
that is already provided for in the purchasing 
price, which means that the price is indexed. We, 
the beef producers, found liberalization to be 
favorable, since we obtained a local price that 

was equivalent to the internatienal price. In the 
case of rice something intermediate and gradual 
would probably be best. This possibly would not 
be necessary in the case of sugar cane, or perhaps 
it would be politically impossible. In any case, 
there must be individual definitions for each 
product, but they must be the result of long-term 
and stable decisions. 

Mr. de-la-Espriella said: 

The international market is not a good reference, 
in view of the fact that there are distortions, both 
abroad and in Costa Rica. The problem is not 
efficiency. We are efficient in many fields, includ
ing the rice industry. The problem is mainly 
distortions in the remaining sectors. 

Mr. Brenes agreed with him, butargued that the 
basic reason why an opening had not been sought 

for rice in the international markets was that it was 

impossible to compete abroad on account of the high 

cost of fuel in Costa Rica. 
Mr. de-la-Espriella felt the discussion would not 

be of much value unless a quantification was made 
of the costs and benefits of price-setting on the part 
of the state versus liberalization for the society (that 
is, for the consumers, the producers, and the state)' 
such an analysis would include a comparison of 
local prices to "border" prices (international prices 
plus the cost of bringing the products to Costa Rican
 
plus The coo ringing tp rdstoCsRica 
ports). The economist replied to Mr. de-la-Espriella 
that this information was contained in a book that 
had recently been published, that is, an analysis for 
staple grains, liquid milk, and other traditional ex
ports, for 1983 and 1985. And then he added: 

Theboks m ainon l hat lerang 
prices for staple grains would have left a net 
benefitfor CostaRican societyof 70to230 milioncolones per annum for those years [see table 
16.81. It would also have represented an increase 

the expenditure of foreign exchange of 271 to 
870 million annually. In the case of milk, there 

would have been profits of730 million colones in 
fresh foreign exchange, under the assumption
that dairy production could have been adjusted 

in three years. 

Marketing. Mr. Amador said that in the case of meat 
there was no problem, since there was a free market 
for it. Mr. Jos6 Rafael Drenes then commented on the 
marketing of basic grains. 
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TABLE 16.8 Costa Rica: Costs and Benefits of Eliminating Protection for Staple Grains and Milk,
1983-1985 (millions of colones) 

Rice 

+Consumer 

+Government 

-Producer 


Benefit for society 
Loss in foreign exchange 

Corn 

+Consumer 

+Government 

-Producer 


Benefit for society 
AdditionI foreign exchange 

expenditures 

Milk 
Increase in foreign exchange 

NOTE: "+" = benefit to, "-" cost to. 

1,100 
77 

1,100-1,200 

55-155 
190-530 

400 
-100 

270-283 

14-47 
70-230 

703 
(after the adjustment) 

Sorghum 
+Consumer 200 
+Government 0 
-Producer 170-180 

Benefit for society 0-25 
Additional foreign 0-70 

exchange expenditures 

Beans 
+Consumer 80 
+Government -25 
-Producer 50 

Benefit for society 1 to 3 
Additional foreign 13-36 

exchange expenditures 

SOURCE: COUNSEL, Politicasde Preciosen Costa Rica [Price policies in Costa Rica] 1987. 

f feel it is important that the NPC assume the 
function it originally had, not the function it has 
decided to assume over the past few years. I 
remember its initial function was solely to regu-
late producer and consumer prices through the 
purchase of surpluses, or importation whenever 
necessary, and by setting prices at its outlets,
respectively. This is necessary, since now, the 
sameas before, producers aredefenselessagainst 
the processors. 

Mr. Rodolfo Brenes (a former member of Con-
gress and a rice producer) felt that the NPC should 
let the Rice Bureau assume full responsibility, just as 
LAICA did in the case of sugar cane. However, healso felt that, in order to obtain results, the govern-
ment should provide the bureau with more support
and more authority. Mr. Edgar Quir6s (former exec-
utive president of the NPC) did not share Mr. 
Brenes's feelings about the Rice Bureau. He ex
plained he had always opposed the leadership of the 
bureau, which he felt was not a balanced represen-
tation ofindustrial entrepreneurs and producers. He 

further remarked that the rice industry lacked expe
rience. When he was president of the NPC, he had
had many problems with the industrial processors,
who often failed to comply with the quality stan
dards provided for under the export quotas. Mr. Jos6 
Rafael Brenes believed that the slogan "Let's Return


tafae Erenes bee ve plae n "Le t's R e
 
to the Earth" had been overplayed in promoting the

dairy industry, and that it, together with the reduc
tion in the family subsidies programs, had caused 
stocks of powdered nilk to increase. As a conse
quence the Dos Pinos Cooperative had closed its 
doors to new producers. They were left with Lacta
ria S.A. as the only alternative. 

Monetary policy. "Iam afraid to go to the bank to 
apply for loans for agricultural operations. Less and 
less people apply for credit," said Mr. Lizano. He 
added: 

Ihave been ibank officer, and, as such, Iconcede 
that as long a,. t'e law can be applied against us 
personally for a bad decision, and in view of the 
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fact that the maximum portfolio lending sched-
ules have been eliminated, it is considerably 
safer, for instance, io authorize credit to a mer-
chant. Repayment is more certain, than to autho-
rize it for the cultivation of 100 hectares of rice. 
Furthermore, with the structural adjustment the 
farmers become delinquent after 30 days, while 
before it took several months. 

Mr. Amador added the following: 

If all your operations are not completely up to 

date throughcut the entire SBN you may not 
apply for further credit. This was possible in the 
past, and it is possible in many countries. It is 
normal, and is obviously not a sin, to apply for a 
new loan in a bank to pay for another loan in 
another bank. Furthermore, some of the require-
ments for credit seem illogical to me. For in-
stance, to have to submit a certificate from the 
Costa Rican Social Security Institute [CCSS] to 
get a loan? The banks are not the collectors for 
the Social Security Institute! 

Fiscal policy. The group felt the new fiscal policies 
were favorable to agriculture. Mr. Jos6 Rafael 
Brenes, however, mentioned that the indexed prop-
erty tax would discriminate against small and me-
dium farmers in marginal and semimarginal areas 
who would not be able to pay their taxes. 

Export versus domestic production. When the 
economist indicated he would like to hear opinions 
on the current incentives, Mr. Jos6 Rafael Brenes 
replied: "At this time the only thing that matters is 
the export market. From its inception, the new agri-
cultu ral policy was export-orvented. The idea is to 
abandon all production that s not profitable." "Ac-
cording to public officials," the economist inter-
rupted, "the goal of the new agriculture is not just 
that, but, for instance, to produce irrigated rice. In 
other words, it could include the production of tra- 
ditional commodities with new technologies." To 
this, Mr. Brenes retorted: 

That is ridiculous! .. . Because that was not the 
original idea. Furthermore, there are different 
opinions in this respect even within the govern-
ment; Mr. Naranjo [the minister of the treasury], 
for example, said very clearly to me on one occa-
sion that someone will have to suffer the conse
quences, meaning the producers of goods for 
local consumption. 

The economist then asked, "Having such favor-
able conditions for exporting, are you not tempted 

to do so?" Mr. Lizano said he was not, since interna
tional trade was not very attractive for basic grains. 
"In addition," he added, "self-sufficiency was the 
goal. If there were surpluses it was because of inad

equate long-term planning." 

Conclusions 

The participants summed up their views: 

1. 	There are no well defined long-term pol
icies for Costa Rican agriculture. The en
tire effort consists of putting out fires. It 
ire e sarto n eistsh ricings. Ip 
is necessary to define which pricing sys
tem, credit policies, and appropriate 
technologies the country is to have. 

2. 	Macroeconomic policies are divorced 
from sectoral policies. Furthermore, 
there are inconsistencies in the 
government's plan. The Central Bank 
says one thing, and the Ministry of Fi
nance says another. For example, there is 
price-setting for certain meat sub
products, but the remaining subproducts 
are liberalized. 

3. 	 If an adjustment is needed, it must be 
gradual in order not to neglect the time 
producers need to make changes. For in
stance, the change in rice policy was 
clear: they switched from a self-suffi
ciency model, with cultivation on dry 
land and the benefit of crop insurance, to 
a new model where they say no to crop 
insurance and no to cultivation on dry 
land-but without making available to 
the farmers an integral support program 
for the change. We have gone from self
sufficiency to surpluses and finally to im
portation. Finding an alternate use for 
the lands that have been dedicated to 
rice, for example, is not something that 
can be done in a few days. A timetable of 
the structural adjustment is therefore 
needed. Such a timetable could be ac
cepted if the "rules of the game" were 

clear. There must be bipartisan support 
for the plan. It must be of such a nature 
that it provides for a strengthening of the 
sector's institutions, and for convincing 
the people that the project makes sense. 
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4. 	Support for nontraditional exports is a 
por itive feature of the new policies. Ac-
cording to the participants, this type of 
support should continue. 

was anxious to discuss theMr. de-la-Espiiella 
evolution of the sector over the past few years. He 
got ready to call the larger meeting to hear his 
colleagues' opinions. 

Designing AgriculturalStrategy 

Study Questions 
-uy 

1. What were the major characteristics of theCosta Rican agricultural sector up to 1984? 

2. 	What problems did the sector face in 1988? 

3. 	 Describe the objectives of economic stabiliza
tion and structural adjustment in agriculture. 
Who might the winners and losers be? 

4. 	How might Costa Rica achieve its agricul
tural transition at the lowest possible social 
cost? 
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Appendix 

EXHIBIT 16.1 Costa Rica: The Agricultural Sector vis a vis the Structural Adjustment 

The following is a summary of the letters to the Interna-
tional Monetary Fund (IMF), and of the structuralad-
justment loanagreement(SAL P. 

I.SAL 1(1985) 

[In 1985, as part of World Bank support to the 
structural adjustment process, a structural ad
justment loan (SAL) for US$80 million was nego-
tiated with the World Bank. Its approval was 
contingent upon the following: 

A. Entering into a new contingency agreement 
with the IMF 

B. Legislative Assembly approval of the new 
Central American tariff schedules. 

There were six main adjustment areas.] 

1.Export, trade,and marketingpolicies. These policies 
constitute the main aspect of the proposal. In order 
to accomplish a substantial increase in nontradi-
tional exports to third markets, a flexible exchange-
rate policy has been adopted; taxes on 
nontraditional exports have been eliminated; and 
approval has been given to the new export incen-
tives system, which provides for income and import 
tax exemptions. The most important change appears 
in the definition of the new regional tariff schedules, 
whose purpose is to rationalize effective [tariff] pro-
tection, and improve the allocation of resources. 
Among the most significant changes are the follow-
ing: the modification of the tariff nomenclature; the 
representation of the tariffs in ad valorem terms; and 
the derogation of the provisions on fiscal incentives 

and the matching of import taxes. The reduction of 
effective protection was done through nominal rates 
for final goods, on the one hand, and an increase in 
the nominal rate for equipment and supplies, on the 
other. Thus, the current range of 50-1,600 percent 
effective protection will be revised to 50-150 percent
(see table A16.1). 

2. Modifications to the national banking systew. It is 
intended to increase the efficiency of the banks as 
financial intermediaries, as well as to provide an 

incentive to internal savings, and to rationalize the 
use of credit. Proposed measures in this sense are: a 
real positive interest rate policy, for both holders 
and users of savings; liberalization of the credit pro
gram (global maximum lending schedules); and the 
urgent modification of the institutional framework 
of the banking system (General Law on the Banking 
and Financial Organizations of the Republic). 

3. Modification of agriculturalpolicies. With the pur
poseofincreasingagriculturalprofitabiity, employ
ment, and production in the realms of both 
traditional and new exports, [there will be] a revi
sion of the incentive system (rate of exchange, prices, 
subsidies, tariff policy), and a change of the role 
played by the public institutions in the agricultural 
sector, particularly with respect to marketing, credit, 
extension, and research. It is at this level that the 
restructuring of the National Production Council 
(NPC) and the elimination of one part of the deficit 
play an important role. 

4. Economic democratization and income distribution. 
Within the framework of structural adjustment it is 

The summaries in this appendix were prepared on the basis of original data from the Consejeros Economicos y Financieros S.A. 
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TABLE A16.1 C',.sta Rica: Comparison between Main Characteristics of Current and Proposed Tariff 
Schedules, 1985 

Characteristic 

Nomenclature 
Basis for the assessment 
Level of effective protection (%) 
Tariffs (%)for: 

Final goods produced in the area 
Final goods produced outside the area 
Intermediate goods 
Raw materials 
Capital goods 

Current Proposed 
NAUCA Brussels 

Ad valorem and specific Advalorem 
50-1,600 50-150 

40-220 	 35-70a 
0-80 	 5-10 

30 -6 0 b 	 10-30 
2.5 b 10 
2.5b 20 

NOTE: NAUCA stands for Nomenclatura Aransalaria Comun para Centroamerica (system governing terminology for 
Central American uniform tariffs). 
a. Alcoholic beverages, tobacco, and automobiles or their components may be subject to higher taxes becatise of fiscal 
and balance-of-payments reasons. 
b.The rates applied effectively are practically equal to zero, on account of the exemptions. 

intended, on the one hand, to preserve the country's 
social peace and balance, which have been affected 
by the concentration of wealth in the economic cri-
sis, by means of integral rural development plans, 
and by promoting worker-owned corporations. On 
the other hand, in order to influence demand in 
favor of goods with a smaller imported content, a 
redistribution of income is planned in favor of those 
who have lower incomes, since it is assumed they 
are less prone to demand goods with a high im
ported content; this will also contribute to an in-
crease in production and employment. 

5. Irprovement ofpublic-sectoradministration.In order 
to reduce the participation of the public sector and 
stimulate the participation of the private sector, 
rules have been adopted as follows: 

a. To freeze for three yea.. employment in the 
public sector 

b. To strengthen the budgetary authority and to 
regulate the participation of the sector in 
credit 

c. To develop a process for evaluating govern-
ment programs and institutions in order to 
increase the effectiveness of expenditures, 
particularly in health, education, and energy 

d. 	To redefine the performance of the public 
sector toward promotion, rather than execu-
tion, functions-for example, the restructur-
ing of the Costa Rican State Development 
Corporation (CODESA) and its investments 
portfolio 

ening of the Ministry of Planning, in order to im
prove the capacity for evaluating projects and carry
ing out macroeconomic analyses, with the purpose 
of scheduling public investment more adequately. 
In addition, it is deemed important to consolidate 
efforts to increase public savings (improvements in 
tax collection and in price and rate flexibility), and 
put in order the process for the negotiation, admin
istration, and control of the external debt. 

II.The IMF Proposal (1985-86) 

The proposal contains a number of specific mea
sures in different fields, measures intended as the 
defining elements of an economic policy to be fol
lowed until the end of 1988. The following is a 
summary of the objectives and specific measures. 

A. Reduction of the nonfinancial public-sector 
deficit 
1.Tax package 
Z.Reduction of acknowledged expenditures: 

a. Constant salaries in real terms 
b. Freezing of employment 
c. Adjustment of public service rates 
d. Reduction of subsidies 

3. Other: 
a. Transformation of CODESA into a pri

vate corporation 
b. Banking system credit limit 
c. Administrative fiscal reforms 
d. Transfer of municipal functions 

6. Improvement of public-sector planning. The struc- B.Reduction of Central Bank losses 
tural adjustment program provides for the strength- 1.Transfer of government resources 
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2. Payment of lower interest 	 a. Reduction of effective protection 
3. 	Capital earnings by conversion of external b. Improvement of administrative pro

debt cesses 
4. Open-market operations with fiscal bonds 	 3. External debt: 

a. Renegotiation
C. Reduction of inflation 	 b. Elimination of delays 

1.Central Bank credit limit 	 c. Credit for development (long-term) 
2. Private-sector credit restriction 
3. Increase of the minimum legally allowed bank The following quantitative goals were envisaged for 

reserves to cover obligations 1987 and 1988: 
1987 1988
 

D. Promotion of internal savings 	 Consolidated Deficit of 
1.Flexible interest rates 	 the Public Sector/GDP 4.0% 3.0% 
2. Positive real rates 	 Deficit of the Nonfinancial 
3. Charges on overdue interest 	 Public Sector/GDP .66% equilibrium 
4. Control over nonbanking intermediaries Deficit of the Central 

Government/GDP 2.1% 1.7% 
E.Other policies 	 Losses of the 

1. Exchange: 	 Central Bank/GDP 3.4% 3.0% 
a. Flexibility 	 Credit to the Private Sector 
b. Periodic minidevaluations 	 (rate of growth) 13.0% 

2. Commercial: 	 Inflation 10.0% 7.0% 

EXHIBIT 16.2 	 Main Characteristics of the Application for a Structural Adjustment Loan 
(February 26, 1988) 

I.Terms 	 D. Other policies: (i) Improvement of the trans-
A. 	 Amount: US$100 million over three years portation system; (ii) reduction to a mini-
B. 	Similar cofinancing by the Governwrint of mum of quantitative restrictions on 

Japan 	 imports; (iii) modification of the sugar 
quota by a tariff of 40 percent; (iv) adjust-

II.Spheres of action 	 ment of the price of staple grains by com-
A. 	 Foreign trade paring it to the international price. 
B. 	Financial system 
C. 	 Public finance IV. Changes in the financial system 
D. 	Agricultural sector A. Interest rates:(i) Passive rates higher than in

flation and in line with devaluation; (ii)
II.Foreign trade 	 rates for government securities associated 

A. Exchange policy: Flexible and unified rates. with the basic rate; (iii) limitation of subsi-
B. Tariff policy: (i) Reduction of the rate to a dized credit to the November 1987 bal

maximum of 40 percent for consumer ance; (iv) rate liberalization policy is 
goods, and to 5 to 20 percent for intermedi- maintained; (v) no more Law to Piomote 
ate and capital goods; (ii) the reduction Agricultural Production (FODEAS); (vi)
shall be gradual over three years (six sim- budget-subsidized credit to small produc
ilar reductions); (iii) in the case of clothing, ers. 
shoes, and textiles, the reduction shall be B. Regulation: (i) Creation of reserves on the 
in 10 biannual sections. basis of nonproductive assets; (ii) strength-

C. 	Export policy: (i) Reduction ol advance de- ening of the General Bank Audit; (iii) cre
posits to a rate of 10 percent by December ation of the Securities and Exchange
1989; (ii) new incentive schemes to substi- Commission; (iv) reduction of 
tute for tax credit incentives (CATs), based intermediary's margin of intervention 
on the reimbursement of taxes; (iii) cre- through deferment reduction and elimina
ation of a one-window system. tion thereof by December 1990; (v) suppres



270 

sion of the recording of interest on loans 
delinquent for more than 180 days, and es-
tablishment of the obligation to pay deli,.i-
quent charges. 

V. Public finance 
A. 	 Objectives: (i) Increase current savings of the 

nonfinancial public sector from 5.1 percent 
of GDP in 1987 to 6.5 percent of GDP in 
1990; (ii) reduce the size of the semi-state-
controlled sector. 

B. 	Revenue policy: (i) The tax package shall gen-
erate revenue equivalent to 1.3 percent of 
GDP in 1988, and to 1.7 percent of GDP in 
1989-90; (ii) tax collection shall be im-
proved; (iii) the rates for power, water, and 
transportation will be permanently in-
creased in order to cover costs and make 
investment possible; (iv) fixed-destination 
revenue shall be reduced. 

C. 	 Expenditurespolicy: (i) Elimination of subsi-
dies to Costa Rican Railroad Institute (IN-
COFER), and those granted by the Costa 
Rica Oil Refinery (RECOPE); (ii) reduction 

of fixed-percentage expenditures; (iii) ratio
nalization of public investment by limiting 
it to 6.8 percent of GDP, and aiming it at 
projects that may favor structural change. 

D. 	Otherpolicies: Continue the dismantling of 
CODESA. 

VI. Agricultural sector 
A. 	 Objectives: (i) Increase employment and ex

ports, especially of a nontraditional nature; 
(ii) increase efficiency in staple grain pro
duction; (iii) 7ationalize finances of CNP. 

B. 	Policies:(i) Eliminate quantitative restric
tions on grain exports; (ii) give licenses to 
the private sector for the import of beans 
and corn; (iii) limit CNP activities to pur
chases from small producers; (iv) charge 
CNP intermediary action costs; (v) elimi
nate price differentials between producers 
and consumers; (vi) sce that internal prices 
tend to become equivalent to international 
prices (1.4 times the five-year moving 
average). 

EXHIBIT 16.3 Main Characteristics of the Letter of Intent Submitted to the IMF (May 14, 1988) 
I.Terms 

A. 	Amount: SDR 40 million 
B. 	Period: Until March 1989 

II.Diagnosis 
A. 	 An economy with a high external deficit 

caused by an increase in imports as a con-
sequence of coffee benefits, reduction of 
taxes and tariffs, and expansion of credit. 

B. 	Problems, caused by the financial crisis, in 
applying a restrictive monetary policy. 

C. 	 Noncompliance with the terms agreed upon 
in October for net assets of the Central 
Bank, net reserves, and delays in external 
payments. 

III. 1988 objectives 
A. 	 Growth of GDP: 2.4 percent 
B. 	Lower inflation, to 10 percent 
C. 	 Reduce external deficit by 4 percent of GDP 

(US$160 million) 
D. 	 Improve the position of international mone-

tary reserves of the Central Bank (US$60 
million) 

E. Eliminate delays in external payments 

IV. Exchange policy 
A. 	 Exports have responded, but the depreciation 

of the colon has been insufficient to compen
sate for the reduction in taxes and tariffs. 

B. Minidevaluations shall continue to maintain 
the real rate in force as of the January 
minidevaluation. 

V. Monetary and credit policy 
A. Restriction of monetary expansion (Ml to 

12.9 percent, quasi money to 12.9 percent) 
B. 	General maximum lending schedules for 

each bank 
C. 	 Reduction of 9.5 percent in Central Bank in

ternal assets 
D. 	Restriction of credit to the private sector: in

crease of 5 percent with internal resources 
over the November 1987 level, and overall 
increase not greater than 10 percent 

VI. Interest rate policy 
A. 	 Flexible interest rates 
B. 	Reduction of the margin of intermediate ac

tion once the private-sector financial situa
tion becomes normal 
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VII. Fiscal policy 	 D. Surplus in remainder of the public sector by 
A. 	 Surplus of the nonfinancial public sector means of prices, rates, NPC los- reduction, 

equivalent to 0.75 percent of GDP (in 1987: and improvement of the Costa Rican Social 
deficit of 0.25 percent of GDP) Security Institute (CCSS) 

B. 	Deficit of the Central Government equiva
lent to 2.0 percent of GDP (improvement VIII. External debt
 
of 0.25 percent) A. Reduction of delays
 

C. 	 Increase of not mor, than 15 percent in ac- B. Renegotiation with commercial barks and 
knowledged expenditures (may be ex- the Club of Paris 
panded if there are resources) C. Partial payments US$5 million/month 
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TABLE A16.2 Costa Rica: Agricultural Exports, by Product, Compared with Industrial, 1970-1987 
(US$ million) 

Agricultural exports 

IndustrialYear Coffee Bananas Cattle Sugar 	 TotalOther exportv Total 
'70 73.1 66.8 18.0 10.1 12.1 180.1 51.1 231.2'71 59.3 64 01 20.3 12.9 13.7 	 54.7170.2 	 224.9
'72 77.9 82.8 30.5 13.1 18.0 	 58.6222.3 	 280.9'73 94.0 90.7 33.3 21.5 25.6 	 79.4265.1 	 344.5'74 124.8 98.4 34.3 24.4 39.2 321.1 119.3 440.4'75 96.9 144.1 38.2 48.2 47.7 375.1 118.3 493.4
'76 153.9 148.7 45.5 24.7 52.5 425.3 167.6 592.9'77 319.2 150.3 51.3 15.6 75.8 612.2 216.0 828.2'78 313.6 169.9 61.5 15.9 90.8 651.7 213.2 864.9'79 315.4 190.5 82.5 17.5 76.0 681.9 252.5 934.4
'80 247.9 207.5 71.8 40'7 99.8 667.7 334.0 1,001.7'81 240.1 224.8 76.5 42.0 79.5 662.9 345.2 1,008.1
'82 236.9 228.1 54.7 16.6 67.0 603.3 267.1 870.4
'83 230.1 240.3 31.9 23.9 69.5 595.7 276.9 872.6
'84 267.3 255.4 43.5 20.3 81.8 668.3 337.7 1,006.0'85 315.9 202.1 53.6 11.0 78.8 661.4 301.6 963.0'86 392.0 227.7 66.0 19.0 110.3 815.0 306.0 1,121.0
'8 7a 354.0 243.0 48.0 16.0 na 	 nana 	 1,165.0 
a. Preliminary figures.
 
SOURCE- Central Bank of Costa Rica.
 

TABLE A16.3 	 Costa Rica: Agricultural Gross Domestic Product, by Subsector, 1974-1987
 
(millions of colones)
 

Cattle
Year Farming ranching Forestry Fishery Other Total 
1Q74 1,062.6 381.8 52.5 21.9 20.2 1,539.0
1975 1,107.4 386.2 62.4 22.8 6.9 1,585.7
1976 1,096.5 394.1 75.0 25.8 2.2 1,593.6
1977 1,107.7 420.1 67.5 26.8 	 6.6 1,628.7
1978 1,184.3 4".8.4 60.7 34.3 8.5 1,736.2
1979 1,180.7 443.4 60.7 40.1 19.9 1,744.81980 1,197.6 417.7 64.3 30.9 25.6 1,736.1
1981 1,226.0 467.1 80.6 25.1 25.6 1,824.4
1982 1,224.9 413.1 64.2 21.9 14.7 1,738.8
1983 1,337.7 389.7 47.2 20.6 13.1 1,808.3
1984 1,438.8 453.7 55.9 27.2 14.7 1,990.3
1985 1,314.3 456.4 62.8 32.1 14.9 1,880.51986 1,358.5 451.4 87.8 35.7 26.5 1,959.9
1987 1,394.2 357.2 65.8 38.9 24.8 1,880.9 
SOURCE: Central Bank of Costa Rica. 
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TABLE A 16.4 Costa Rica: Agricultural Gross Domestic Product by Subsector and Selected Products 
(milions of colones) 

Sector and product 1974 1980 1984 1987 
Farming 1,062.6 1,197.6 1,438.5 1,394.2 

Staple grains 116.3 175.3 216.2 142.8 
Rice 57.3 130.5 149.5 75.6 
Corn 29.5 24.3 34.4 32.2 
Beans 22.6 9.3 17.7 27.4 
Sorghum 6.9 11.2 14.6 7.6 

For Export 821.1 889.8 1,056.6 1,038.7 
Coffee 322.9 391.8 535.6 542.3 
Bananas 376.7 401 1 408.2 393.0 
Sugar cane 92.1 85.8 104.2 94.3 
Cocoa 29.4 11.1 8.6 9.1 
Cotton 1.7 1.8 3.0 1.0 

Tubers and roots 22.6 24.2 23.6 36.1 
Potatoes 20.9 22.3 20.8 33.2 
Manioc 1.7 1.9 2.8 2.9 

Stimulants 13.9 5.6 10.3 7.8 
Tobacco 13.9 5.6 10.3 7.8 

Plantains 22.6 35.3 39.7 40.8 
Onions 1.7 3.8 3.6 4.7 
Other 62.7 61.8 85.5 122.5 

Livestock 381.0 417.7 453.7 357.2 
Beef 178.4 139.2 207.9 95.5 
Pork 21.1 32.4 32.1 23.3 
Poultry 8.7 12.4 11.4 14.7 
Milk 130.1 171.9 166.4 189.9 
Eggs 43.5 61.8 35.8 33.9 

Fishery 21.9 30.9 27.2 38.9 
Forestry 52.5 64.3 55.9 65.8 
Agricultural 20.2 25.6 14.7 24.8 

improvements 

Total 1,539.0 1,736.1 1,990.3 1,880.9 
SOURCE: National Planning Bureau (OFIPLAN), Costa Rica. 



TABLE A16.5 Price of Powdered Milk in Costa Rica and Major Regions of the World 1976-1984 (U.S. dollars per kilogram)

Region 
 1976 1977 1978 1979 1980 1981 1982 1983 1984Europe 0.97 0.86 0.81 1.07 1.38 1.48Ireland 1.40 1.12 1.020.93 0.82 0.87 0.86 1.17 1.37 1.39The Netherlands 1.14 1.20 1.38 1.01 

1.32 0.97 
1.53 0.97 1.64 1.50France 1.340.97 0.77 1.12 1.31 1.60 1.61 1.54Oceania 1.34 1.350.69 6 49 0.63 0.77 0.87 1.24 1.80 1.20New Zealand 0.61 0.44 0.53 

1.05
0.66 0.78 1.10Australia 1.23 1.14 0.920.77 0.57 0.85 1.01 1.09 1.72 1.66 1.40 1.40Central and North America 0.65 0.66 0.60 0.87 0.62 0.77 0.08Costa Rica 0.77 0.651.75 1.80 1.80 1.85 2.21 NA NAEl Salvador 2.67 NA1.30 NA NA 1.63 2.56 NA 1.97 2.05Guatemala NA1.09 NA NA 2.20 NA NAHonduras NA NA NANA NA NA 1.35 1.41 NA NA NANicaragua NA1.68 1.54 NA 1.87 NA NABelize 2.53 NA NANA NA NA NA NAUSA NA 2.75 2.62 2.670.99 1.35 0.73 0.43 0.61 0.69 0.67Canada 0.77 0.630.43 0.39 0.40 0.44 0.63 0.91South America 0.65 0.91 0.76 0.691.03 1.12 1.80 1.83 1.57 1.30Argentina 0.64 1.01 0.68 

1.18 1.30
2.28 2.42 2.54 1.29Asia 1.22 1.591.13 1.24 1.45 1.41 1.42 1.60

1.02 0.89 1.03 1.14 1.24 
1.87Africa 1.90 1.74 

1.36 1.50USSR 1.34 1.381.03 1.08 1.04 1.07 1.12 1.00 1.01The world 1.00 1.130.89 0.77 0.89 0.99 1.24 1.38 1.31 1.09 0.99 
NOTE- Refers to predominantly skimmed powdered milk.
SOURCE: Consultores Econ6micos y Legales (COUNSEL). 
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TABLE A16.6 Costa Rica: Economic Policy in the Agricultural Sector 1980-1987 

Policies 1980-1984 

Fiscal policy * Increase in selective tax on 
consumption 

" Increase in export taxes 
" Increase in tax on the exchange 

differential 

Monetary e Controlled interest rates 
policy 

" Inflation > interest rates 

" Priority to small agricultural 
producers and the exporting sector 

" Credit programs (maximum portfolio 
lending schedules) 

Trade policy 	 Insurance 
9 Easy access to crop insurance 

Prices 
" Support prices for producers 

* Regulated consumer prices for staples 
(ASBANA, ICAFE, LAICA, NPC, 
MEC) 

" Increase in regulated prices 
" Increase in public services and fuel 

rates 

Internalmarketing 
o NPC guarantees the purchase of the 

staple grain production 

Foreigntrade 
* Control of imports: increase in 

advanced deposits and priorities 

" Import substitution for local 
consumer goods 

* State handling of staple grain exports 
and imports 

" Law for the promotion of nontradi-
tional exports (CATs, export con-
tracts, MINEX) 

1984-1987 
e Increase in selective tax on 

consumption 
9 Decrease in export taxes 
o New external tariff schedules 

9 Reduction of maximum tax bracket to 
corporations 

* Fiscal incentives to foreign investment 
* Increase in other taxes 
o FODEA law 

o Liberalization of interest rates 
(positive) 

* Priority of the agricultural sector but 
with difficulties in access to credit
 
(guarantees)
 

* Amount of lending allowances as a % 
of cost 

a Elimination of credit programs 
9 FODEA law, readjustment of overdue 

obligations 

Imurance 
o More requirements (e.g., irrigation) 

Prices 
* In 1985, tendency to eliminate 

guar.antee prices and staple grain
 
(rice, sorghum) subsidies
 

* Consumer price of staples under 
regulation (ASBANA, ICAFE, 
LAICA, NPC, MEC) 

9 Increase in regulated prices 
o Incease in public services rates (price 

reflects cost) 

Internalmarketing 
* Free marketing of staples (rice and 

sorghum) 

Foreigntrade 
9 Restrictions on imports, increases in 

advance derosits and temporary 
surtaxes 

o 1986: Decreases in advance deposits, 
surtaxes on consumer goods, tariffs 

, 	State handling of staple grain exports 
and imports 

o Decreases in taxes on imported 
machinery and capital goods 

* Promotion of nontraditional exports, 
Free Zones 

Continued on next page 
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TABLE A16.6 continued 
Exchange rate Devaluation Minidevaluations 

policy
 
@Multiple and flexible rate of exchange 
 &Dual and flexible rate of exchange

controlled by Central Bank 
Wage policy a Nominal salaries < real salaries a 1986 salary adjustment mechanism rel

ative to consumer price index 
SOURCE: Esteban R. Brenes. 
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in collaboration with FRANCISCO DE PAULA GUTIERREZ 

Rice Subsidies in Costa Rica 

In May 1987 rice growers and cattle ranchers lodged 
serious protests against the Costa Rican 
government's price support policies. Their actions 
resulted in the resignation of the executive president 
of the Central Bankand later, after his reinstatement, 
the resignation of the minister of agriculture. 

The Central Bank president opposed agricul-
tural subsidies as an inefficient use of the country's 
resources. International donors such as the Interna-
tional Monetary Fund (IMF) and the World Bank 
took this position as well. The Ministry of Agricul-
ture (MAG) defended the subsidies. The local pro-
6-cers themselves, accustomd to developing their 
operations within a relatively secure environment, 
supported the ministry. This debate occurred par-
tially because of external pressure to control Costa 
Rica's increasing fiscal dcficit. 

Pr'-esupport policies for rice were the principal 
reason why the National Production Council (NPC) 
had lost hundreds of milions of colones in previous 
years. However, the National Chamber of Basic 
Crains (NCBG) insisted not only that these policies 
be maintained but that subsidies actually be in-
creased. On June 10, 1987, it demanded a support 
price increase of 160 colones per 73.6 kilo sack. The 
producers argued that the subsidies were necessary 
to assure an adequate rice supply for the population 
and to maintain employment in agriculture. 

The Ministry of Economy (MEC) denied the 
producer's request. The MEC was in the process of 
proposing a more efficient system of establishing 
rice piices in line with real production expenses. 

Both the prices and the mechanisms establishing 
them would reflect, to a large extent, the 
government's attitude regarding future agricultural 
subsidies and would cause heated reactions. 

Rice in Costa Rica 

Rice is the principal source of calories for Costa 
Ricans. At the beginning of the 1980s, rice repre
sented 7.5 percent of the total value of agricultural 
production. Policy makers hoped that, as the coun
try developed economically, the population's food 
crops would become more diversified, (see table 
17.1). However, between 1975 and 1985 the per ca
pita consumption of rice was relatively stable. lotal 
consumption increased to nearly 113,000 metric tons 
of rice without chaff in 1985. Annual per capita rice 
consumption in Costa Rica was approximately 50 
kilograms. It was slightly higheic in rural areas, 
where there was less diversification of food crops. 
Overall rice consumption (see table 17.2) directly 
affected the prices of alternative products like other 
grains, meat, and vegetables. 

Rice production in Costa Rica was in the hands 
of 2,000 producers. Some had farms of less than one 
hectare and others of more than 1,000 hectares. The 
total cultivated area in 1985-1986 was 59,400 hect
ares with a high concentration in the largest farms. 
Ten percent of the farins cultivated more than 150 
hectares and represented 54 percent of the total cul
tivated area (se" table 17.3). 

Roberto Artavia and Francisco De Paula G-t" rez are, respectively, an associate ir.-restigator and an associate professor at the Central 
,%merican Institute of Business Administratioa (1NCAE). They gratefully acknowledge the supervision of Marc Lindenberg. 
This chapter was translated from the Spanish by Sandra Ely Bower. 
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TABLE 17.1 	 Costa Rica: Average Value of 
Farm Production, by Product, and 
of Cattle Raised, 1983-1985 
(percentage) 

Farming sector Production 
Coffee 26.6 
Bananas 20.1 
Sugar cane 5.3 
Cocoa 0.4 
Rice 7.2 
Corn 1.7 
Beans 0.9 
Sorghum 0.6 
Cotton 0.2 
Potatoes 1.5 
Plantains 2.4 
Other 4.5 

Total farming 71.4
Cattle-raising sector 24.1 
Other areas 3.5 

Total 100 
NOTE: Total does not sum due to rounding errors.
SOURCE: Central Bank of Costa R.a. 

TABLE 17.2 Costa Rica: National Rice 
Consumption and Actual Rice 
Consumption Needs, 1975-1985 
(metric tons) 

Actual 

Year 
National 

consumption 
consumption 

needsa 
1975 92,612 89,721 
1976 
1977 
1978 
1979 

95,638 
98,468 

101,061 
103,648 

91,898 
94,132 
97,033 
99,725 

1980 
1981 
1982 

106,060 
108,434 
109,907 

102,451 
104,886 
107,363 

1983 112,480 109,876 
1984 112,995 110,340 
1985 1 1 3,00 0b 111,000b 

a. i.e., actually needed to supply the general population

with this basic source of nutrition.
b.Estimated. 

SOURCE: Executive Secretary of Planning 
 of the 
Agricultural Sector (SEPSA). 

DesigningAgricultural trategy 

TABLE 17.3 Costa Rica: Area Cultivated 
for Rice, by Size and Number 
of Individual Farms 

Size of farms Number of Total area culti
(hectares) farms vated (hectares) 
0 to 1.99 430 414.87 
2 to 9.99 739 3,166.44
10 to 14.99 157 1,742.75 
15 to 24.99 152 2,783.50
25 to 49.99 149 5,145.55 
50 to 99.99 112 7,193.13
100 to 149.99 60 6,859.68 
150 to 199.99 27 4,478.00
200 to 499.99 64 17,322.06
500 to 999.99 6 3,883.00
1,000 to 9,999.99 4 6,431.00
 
SOURCE: Central Bank of Costa Rica.
 

Total rice production in Costa Rica comprised
barely 0.04 percent of world rice production in 1985
1986. Rice yields (metric tons per hectare) were lowcompared to the rest of the world. The yields in the 
early 1980s averaged 3.0 metric tons per hectare atthe world level: 4.45 metric tons in North America 
and the Caribbean; and barely 2.3 metric tons in 
Costa Rica. In 1985-1986 some of the less efficient 
producers left the industry and Costa Rica reached
3.1 metric tons per hectare. Individual farm yields
varied greatly. Much higher yields were obtained in 
areas with irrigation. (See table 17.4 for production
and yield per hectare between 1975 and 1986.) 

One .,' the most important characteristics of 
Costa Rican rice production was that all the
country's agricultural zones, w.h the exception of
the Central Valley, took part in it. However, farmsize, total area 	cultivated, and agricultural yields 
were different in all zones (see table 17.5). The Southem Zone, for example, harvested 14,000 hectares
 
with an average yield of 3.44 metric tons per hectare,

and Guanacaste harvested 36,000 hectares with an
 
a 
erage yield cof barely 2.66 metric tons per hectare. 
As a result, policies that were gcod for the producers
of one region were not necessarily good for produc
ers of other regions. 

Agricultural Subsidies 

Between 1976 and 1985, the country's rice producers
had been beneficiaries of subsidies whose objectives 
wer'e to 

http:6,431.00
http:9,999.99
http:3,883.00
http:17,322.06
http:4,478.00
http:6,859.68
http:7,193.13
http:5,145.55
http:2,783.50
http:1,742.75
http:3,166.44
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TABLE 17.4 Costa Rica: Area Planted, Production, and Yield per Hectare of Rice, 1975-1986 

Area planted Production Yield (metric tons 
Yield year (hectares) (metric tons) per hectare) 
1975-76 87,100 195,600 
1976-77 80,200 149,700 
1977-78 71,000 168,600 
1978-79 73,700 195,900 
1979-8C 81,200 236,800 
1980-81 84,600 243,600 
1981-82 72,300 202,000 
1982-83 77,000 148,400 
1983-84 88,400 281,000 
1984-85 72,200 226,000 
1985-86 59,400 184,000 

SOURCE- Executive Secretary of Planning of the Agricultural Sector (SEPSA). 

1. Assure national self-sufficiency in se-
lected products 

2. 	Protect national producers from external 
competition, permitting imports only 
when faced with a lack of supply 

3. 	Protect the nation's agriculture from con-
tamination with the infestations and dis- 
eases existing in other countries. 

Rice subsidies, 1976-1985. Rice subsidies included 

1. Assignmentofanannualcreditquota for 
rice production and processing. Even 
though rice producers had to compete 
among themselves for credit, they did 
not have to compete with other products 
for the allocation of funds. 

2. 	A total ban cn rice imports except when 
scarcities existed. 

3. 	Setting by the National Production 
Council of a support price based on aver-

anage local production expenses plus 
acceptable margin for the produter; NPC 
agreement to buy all rice not purchased 
by private rice producers at this price; the 
purchase of all rice without chaff ( that is 
after processing) that had not been 
placed on the national market (figure 
17.1 presents an outlin.e of the rice system 
ip Costa Rica until 1985). 

TABLE 17.5 

Region 

1.Central 
Orotina 
San Carlos 
Pocosol 
Aguirre 
Parrita 

2. Chorotega 
Nicoya 
Santa Cruz 
Carrillo 
Liberia 
Cafias 
La Cruz 

Upala
Barrarca 

3. Brunca 

CorredoresOsa 
Pez 

Zei4012 
Puerto 

Jimenez 
4. Huetar 

Limon 
Limon 

Country total 

2.2 
1.9 
2.4 
2.6 
2.9 
2.9 
2.8 
1.9 
3.2 
3.1 
3.1 

Costa Rica: Distribution of 
Rice Pr,'duction and Yield per 
Hectare, 1984--1985 

Area planted Yield (metric 
(hectares) tons per hectare) 

14,992 3.41 
2,375 3.15 

311 2.10 
325 1.20 

5,337 3.60 
6,644 3.54 

36,073 2.66 
5,705 2.71 
7,780 2.80 
3,716 3.12 
8,100 2.30 
6,242 2.29 

500 2.30 

1,900
2,130 

4.14 
2.50 

14,135 3.44 

2,11010,225
400 

4.07
3.321.42 

1,400 3.96 

6,775 3.78 
6,775 3.78 
6,775 3.78 

72,335 3.08 
SURCE: National Production Council. 
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FIGURE 17.1 Costa Rica: The Rice System until 1985 

S Rice with chaff 

Intermediary NPC agece 	 Auto-consumption] 

I W h ole s a le rs 

I 
Retailers 

FConsumers 

NOTE: NPC stands for National Production Council. 
SOURCE: Roberto Artavia. 

4. 	Establishment of a crop insurance plan to 
reduce risks for rice producers. 

5. 	Producer support prices that were high 
in comparison to those of the world mar-
ket and assured rice producers of attrac-
tive profits. 

The results of this subsidy plan had been impor-
tant. The production area increased to levels that 
went far beyond the country's real needs and that in 
1984 were more than double those needed for con-
sumption. Security inventory maintenance stopped 
being a practical alternative because the inventory 
had been sufficient to cver many years of scarcity
and so became impossible to justify financially. On 
the other hand, the subsidy plan discouraged pro-

F_ 
NPC F 

Retail shop 	 Epr 

ductivity. Support prices were based on average
production costs. Therefore the large producers 
with potential economies of scale were not encour
aged to be more efficient since inefficient small pro
ducers increased the average production costs and 
hence their overall support price. 

Another result of rice subsidies was that the 
NPC suffered large financial losses particularly
when the purchase price in Costa Rica was substan
tially higher than the world price and the NPC had 
to sell surpluses in the world market. For example, 
in 1984 the price paid by the NPC per metric ton of 
rice was US$465 while the average international 
market price was around US$230. The NPC lost 
1,300 million colones (US$27.5 million)-and this 
without taking transportation, storage, and ship
ment expenses into account. (The results of the plan 
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in terms of planted area and production can be 
observed in tables 17.1-17.5). 

In 1985 as a consequence of Costa Rica's eco-
nomic collapse and subsequent stabilization plan, 
the government sought to reduce its fiscal deficit. 
Rice support prices were an obvious target for cuts. 

The Pressure Groups Mobilize 

At the president's request government agencies 
took immediate steps to cut subsidies. For example, 
Jorge Torres, NPC executive president, stated that 
the government's objective was to lower NPC losses 
to the minimum possible, maintaining only those 
subsidies that were necessary to guarantee the sub-
sistence of the poorest farmers. Furthermore, the 
government's objective of self-sufficiency in basic 
grains would continue to exist as long as possible. 
According to Torres, rice processors would lose their 
subsidies since they were not small producers. The 
processors, he added, were now both techaologi- 
cally and financially capable of confronting their 
own obligations. These actions were supported by 
the IMF and the World Bank. The United States 
Agency for International Development (AID) also 
made its payments to Costa Rica conditional on an 
adjustment program. 

At the end of 1984, a Rice Commission was 
created to set norms for the production, processing, 
commercialization, national consumption, and ex-
port of rice. Output of rice above the l'vel needed 
for national self-sufficiency would no longer be pur-
chased by the NPC. The commission's specific du-
ties were to recommend the area to be planted per 
region; to draw up procedures for exporting the 
excess rice; to fix the sales price and the amount of 
advance payments to producers; and to calculate the 
volume of rice required to guarantee rice self-suffi-
ciency. The commission was made up of four gov- 
ernment representatives, three producers, and one 
processor. 

As the pressure mounted, key groups began to 
express their positions. 

External sector. The principal foreign groups in-
volved were the IMF and the AID. 

The IMF's main objective was to stabilize the 
national economy. To do this it recommended re-
ducing the fiscal deficit, restricting public- and pri-
vate-sector credit, adjusting the exchange rate to the 
economic fluctuations, and controlling salary in-
creases. According to the IMF, the result would be 
the reduction of internal demand and less inflation, 

In order to achieve these goals, the IMF's technical 
staff recommended that the government of Costa 
Rica ask the Central Bank to cut the financing the 
NPC needed for the subsidies. 

The World Bank was more interested in struc
tural adjustment. This required policies such as re
duction of tariff levels, control of the fiscal deficit, 
credit, and liberalization. According to the World 
Bank this policy package would cause a redistribu
tion of resources based on comparative advantage 
and an increase in exports. The World Bank position 
regarding rice prices was that they should reflect 
international prices. The bank also pressured the 
Central Bank to reduce the availability of funds to 
the NPC. 

The Agency for International Development took 
basically the same position. AID made funds avail
able to the Costa Rican government to help privatize 
the Costa Rican State Development Corporation 
(CODESA), a government investment organization 
whose objective was to create and administer pro
ductive industries that requixed major financing and 
then transfer them to the private sector. 

The private sector. Private-sector organizations did 
not have a uniform position about the rice subsidy 
problem. The Chambers of Industries and Com
merce opposed what they called exaggerated public 
expenses and a gigantic state. The president of the 
Chamber of Industries expressed his opposition to 
producer subsidies by the NPC. While he did not 
specifically call for totally eliminating them, he rec
ommended a reorganization of agricultural produc
tion based on the country's real necessities. 

The National Chamber of Agriculture as well as 
the rice farmers and cattle ranchers wanted subsi
dies increased. They believed that this was the only 
way to develop that sector and maintain national 
food security. Other farmer's organizations such as 
the Union of Small Farmers of the Atlantic 
(UPAGRA), the National Federation of Agricultural 
and Farming Cooperatives (FEDEAGRO), and the 
Farmers Union of Guatuso (UCADEGUA) sup
ported the position of the rice farmers. They feared 
that reduction of rice subsidies would lead to sub
sidy cuts for other products such as beans and corn. 

The Natienal Chamber of Basic Grains. The NCBG 
opposed any reduction in rice subsidies. They ar
gued that such reductions would cause an immedi
ate, irreversible reduction in planted area and 
threaten national self-sufficiency. The reductions 
would cause immediate losses to many nonefficient 
producers concentrated in several regions. This 
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would leave entire populations in absolute poverty. 
They argued that the government would be obli-
gated to invest more funds in alternate development 
activities with even less probability of success than 
the maintenance of rice subsidies. (Table 17.6 pres-
ents producer, wholesaler, and retailer rice prices for 
the years 1975 to 1985.) 

The Chamber of Rice Processors. Rice processors
favored maintaining rice subsidies for two reasons. 
First, the majority of the rice processing plants were 
partially or totally owned by rice producers, so that 
subsidies and price increments benefited them at 
two levels. Second, because their capacity was far in 
excess of national consumption needs, the elimina-
tion of subsidies and co isequent fall in total produc-
tion would damage their profitability. 

Groups within the state. Within the government the 
Central Bank, the Ministry of Agriculture, the Ministry 
of Economy and Commerce, the National Production 
Council, and the Office of Presidency of the Republic
all participated in the decision about rice subsidies. 

The position of the presidency of the Republic was 
presented in the greatest detail by Dr. Eduardo Lizano,
the Central Bank president. Lizano said that the coun-
try should use its limited resources for the production 
of goods that were more competitive internationally
and import less expensive products like rice if it was 
necessary (see table 17.7 for a comparison between 
local rice prices and imported rice). 

Furthermore, argued Lizano, because of the 
lower price of imported rice, the losses of foreign
exchange to buy it would not be as great as produc
ers claimed. In fact according to a recent study, 36 
percent of current rice production costs required
foreign exchange expenditures already. Lizano be
lieved that if any subsidy existed, it should be di
rected toward the poorest farmers, specifically
toward bean and rice producers. 

The new minister of agriculture, after the previ
ous minister had resigned, explained that the gov
ernment as a whole had only one position, that 
expressed by the president and the Central Bank. 

The Ministry of Economy and Commerce 
viewed its prime objective as protecting consumer 
interests. It believed in the importance of maintain
ing consumer price stability even if government 
deficits were not reduced in this area. 

The government's general position was inter
preted by NPC President Jorge Torres as a direct 
signal that rice subsidies should be cut immediately. 

Liberalization Takes Effect 

Rice subsidies in 1985. At the beginning of 1985, the 
National Production Council took the following ac
tions. First, it informed the public that it would no 
lo.iger take responsibility for the purchase of rice 
surpiuses. Instead, each prod'icer would be respon
sible for exporting any rice surplus directly and 

TABLE 17.6 Costa Rica: Rice Prices to Industrialists, Wholesalers, and Retailers, 1975-1985 
(current colones per metric ton)
 

Year 
 Price to industrialista 
1975 1,929.43 
1976 1,698.44 
1977 1,793.55 
1978 1,868.28 
1979 2,024.54 
1980 2,676.65 
1981 5,471.08 
1982 10,905.33 
1983 12,182.00 
1984 11,877.00 
1985 14,130.00 

a. Rice with chaff. 
b. Rice without chaff. 
c. Rice without chaff but with 20 percent broken grains.
d. Prices 1985-1989 have remained stable. 

Price to wholesalerb 

3,673.90 
3,152.18 
3,152.18 
3,391.30 
3,586.95 
4,239.00 
7,152.17 


16,260.85 

21,521.73 

22,413.04 
22,543.47 

SOURCE: Ministry of National Economic Planning (MIDEPLAN), Costa Rica, 1986. 

Price to retailerc 

3,739.13
 
3,782.60
 
3,652.17
 
3,500.00
 
4,000.00
 
4,326.10
 
5,108.95
 

21,652.17
 
25,152 17
 
26,086.00
 
27,630.04 d
 

http:27,630.04
http:26,086.00
http:21,652.17
http:5,108.95
http:4,326.10
http:4,000.00
http:3,500.00
http:3,652.17
http:3,782.60
http:3,739.13
http:22,543.47
http:22,413.04
http:21,521.73
http:16,260.85
http:7,152.17
http:4,239.00
http:3,586.95
http:3,391.30
http:3,152.18
http:3,152.18
http:3,673.90
http:14,130.00
http:11,877.00
http:12,182.00
http:10,905.33
http:5,471.08
http:2,676.65
http:2,024.54
http:1,868.28
http:1,793.55
http:1,698.44
http:1,929.43
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TABLE 17.7 Costa Rica: Local and Frontier Rice Price, 1975-1985 

Price paid by NPC 
Year (colones) 

1975 3,673 
1976 3,152 
1977 3,152 
1978 3,3-;1 
1979 3,568 
1980 4,239 
1981 7,152 
1982 16,260 
1983 21,521 
1984 22,413 
1985 22,543 

Exchange rate 
(col. per US$) 

8.57 
8.57 
8.57 
8.57 
8.57 
9.24 

21.18 
39.77 
41.56 
44.40 
48.50 

Price paid by NPC 
(US$) World price (US$) 

428 360 
368 263 
368 239 
395 315 
416 302 
458 361 
338 410 
409 298 
517 258 
504 230 
465 176 

NOTE:NPC =National Production Council. Approximately US$2J per ton mustbe added to the import price for transport
 
toSan Jos6.This price is compared to the rice pricethe wholesak ,ays to the industrialist in Costa Rica and is the purchase
 
price paid by the NPC.
 
SOURCE: Ministry of National Economic Planning (MIDEPLAN), Costa Rica.
 

would have to accept any financial loss that this 
implied. According to an NPC study, rice produc-
tion cost US$250 per metric ton for rice with chaff (at 
an average exchange rate of 48.5 colones per dollar), 
assuming a yield of 3.1 metric tons per hectare (see 
table 17.8). The corresponding international figure 
in 1985 was approximately US$176 for cost, insur-
ance, and freight. 

A second step by the NPC was to freeze whole-
sale rice prices at 1,037 colones per 73.6-kilogram 
sack of rice with chaff with 20 percent broken grains, 
The producer support price was 14,130 colones or 
$291 per metric ton. The previous price paid had 
been US$435 per metric ton. 

TABLE 17.8 Costa Rica: Rice Production Costs 
per Hectare, 1985-1987 (colones) 

Item Cost 

Direct labor 1,036 
Mechanized labor 13,181 

Materials 15,761 

Administrative expenses 4,280 

Financing 3,332 


Total 37,590 

NOTE: Calculations assame a yield of 3.1 metric tons per 

hectare. 

SOURCE: National Production Council. 


Third, a Rice Office was created in December 
1985. Its principal objective was to guarantee a ratio
nal and equitable participation of rice processors 
and producers in future decisions affecting the in
dustry. The Rice Office assumed the obligations of 
the Rice Commission. Its specific obligations were 
the following: guaranteeing an adequate, high-qual
ity rice supply at a reasonable price for the popula
tion; price-setting and resolution of the differences 
between pr'oducers and processors; decision making 
about commercialization, exporting, importing, and 
selection of varieties, production zones, and seeds. 

Elimination of the subsidies, in addition to a 
drastic reduction in the area planted in 1986, re
sulted in roadblocks and demonstrations in front of 
the Presidential House on the part of rice growers. 

The rice producers' situation in 1987. At the begin
ning of June 1987, the rice producers requested that 
the Rice Office increase producer subsidies. They 
argued that their production costs had increased 
because of national inflation and devaluation. Fur
thermore the producers wanted some additional 
expenses to be recognized by the Rice Office and 
MEC. The items that the MEC refused to take into 
account were crop insurance, land rental, transport 
of inputs, and employees' salaries. The support price 
had remained the same as in 1985. 

Faced with this situation, the rice producers 
decided that less than 40,000 hectares would be 
planted. They predicted a food deficit ir. Costa Rica 
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for 1987. In 1986 they had planted 59,000 hectares 
under these same conditions. This had satisfied na-
tional needs and had produced a surplus of approx-
imately 20 percent of the total yield. The Rice Office
decided to purchase the whole crop. They estab-
lished the 20 percent surplus as a safeguard for the 
country. The price was the same for all rice, so that 
producers avoided losing money through low-
priced exports. 

The 	MEC studied the alternatives to be pre-
sented to the government. While increases to keep 
pace with inlation could be granted, MEC analysts
worried that this would not help narrow the differ-
ence between prices for national producers and 
those of the international market. At the same time 
failure to raise producer prices might increase the 
probability that rice growers would not plant 
enough for national needs. 

Decision makers thought that policies should be 
established to encourage more efficient rice produc-
tion in irrigation districts. These might take the form 
of tariff mechanisms that maintained a constant rela
tionship between national and international prices
and that promoted reorganization of the production,
distribution, and processing of rice in the c "intry. 

The decision about whether to raise suk idized
prices for rice producers had caused frictions within 
the government. At the end of 1986, Eduardo Lizano 
had made a firm declaration to the press referring to 
the inefficiency of farmers and cattle ranchers. He 
opposed two laws proposed by Minister of Agricul-
ture Alberto Esquivel. The objective of these laws 
was 	to restructure outstanding producer debts so 
that producers could increase their future borrow-
ing. Lizano's declarations caused Esquivel to call 
Lizano a hopelessly "academic economist" who was 
out of touch wiih national realities Lizano resigned 
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as Central Bank president but Esquivel continued 
his attacks. Later, Esquivel resigned after the presi
dent requested that Eduardo Lizano return to his 
post. 

The new decision on subsidies would erlablish 
whether the government would continue its policy
of liberalizing the agricultural sector. Rice producers 
warned that failure to raise the support price would 
result in demonstrations. Roadblocks and farmer 
demonstrations were not part of the image that the 
Costa Rican government wished to project. How
ever, a reversal of the liberalization policy might
jeopardize the whole structural adjustment effort 
and antagonize the international donors who sup
ported this effort. Policy makers began their meeting 
to make the decision. 

Study Questions 

1. 	 Describe government policies for rice between 
1976 and 1985? What were their strengths and 
weaknesses? 

2. 	 What new policies were proposed for 1986
1988? What economic and political impact do 
you suppose these new policies might have? 
Make a political map which may help identify
supForters and opponents of these policies. 

3. 	 If the government wanted to help ease the social 
costs of adjustment for small rice farmers be
tween 1986 and 1988, what would you recom
mend? 



18 ALICE HOWARD 

The Banana Industry
 
in Costa Rica in1985
 

At the end of 1984, La Compaffia Bananera, a wholly 
owned subsidiary of United Brands Company, de
cided to close down its banana operations in the 
Pacffico Sur (Southern Pacific Zone) of Costa Rica 
near the port of Golfito. The Jecision was taken at 
the close of a long and difficult labor strike, the 
longest in the history of the banana industry in the 
country. For Costa Rica, the decision would have 
serious economic consequences: bananas grown in 
Pacifico Sur represented 15 percent of all bananas 
exported from the country and US$32.8 million in 
foreign exchange earnings, of which US$5.6 million 
was tax revenue for the government. Over 2,500 
direct employees of the banana company would be 
affected and perhaps an equal number of persons 
whose incomes were indirectly tied to banana pro-
duction, packing, and exporting in this region. Ac-
cording to cornpany officials, the decision of La 
Compafifa Bananera to close opei ,tions was based 
on a careful evaluation of the long-term economic 
prospects of exporting bananas from the Pacific 
coast of Costa Rica. At the same time, government 
officials viewed the company's move as a major 
economic dislocation for the country. The immedi-
ate questions for policy makers were how should the 
government react, and what was the best set of 
policies and objectives given the changing competi-
tive dynamics of the world banana trade in the 
1980s. 

Banana P.'oduction in Costa Rica 

History. The banana industry in the Americas had 
its beginnings in Costa Rica in the late 1800s. The 
New York-born investor and entrepreneur, Minor 
C. Keith, went to Costa Rica in 1871 with his three 
brothers and attempted to construct a railroad from 
Puerto Lim6n to San Jos6. 

The effort took 19 years, and resulted in a track 
running about 160 kilometers. Seeing that he would 
need paying freight in large quantities to make the 
investment profitable, Keith started growing ba
nanas on land adjacent to the railroad, and by 1890 
was shipping small cargoes of bananas to ports in 
the United States via steamers. At the turn of the 
century, Keith's banar.a company, along with sev
eral other export enterprises, was merged with an 
association of fruit distributors in Boston, Massa
chusetts, to form the United Fruit Company. 

United Fruit's subsidiary in Costa Rica ex
panded rapidly, and bananas quickly became one of 
the country's principal exports. Trade dwindled in 
the 1930s and 1940s due to economic depression and 
the disruptions caused by World War II as well as 
disease problems in the banana plantations of the 
Zona Atlntica (Atlantic Zone). D-.e to disease and 
other problems, United Fruit began a gradual aban
donment of its properties in the Zona Atlntica in 
the 1930s, moving the company's operations to 

Alice Howard is a research associate at the Central American Institute of Business Administration (INCAE). This chapter was written 
under the supervision of Professor Kenneth L.Hoadley as part of AID-INCAE project no. 596-0124. 
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FIGURE 18.1 Costa Rica: Main Areas of Banana Cultivation, 1985 
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bases on the Pacific Coast (Coto, Palmares, and 
Quepos) and developing the port of Golfito for ex-
port shipments via the Pacific. 

Banana production did not return to the Zona
Atl~ntica until 1956 when the Standard Frit Com-
pany with major holdings in Honduras both estab-
lished its own plantations and began to buy bananas 
from private independent producers for export from 
the Atlantic Coast port of Lim6n. The third major
producer-exporter to enter the market was Del 
Monte, which acquired a sm,!i tropical fruit export-
ing company in the 1960s. Del Monte's subsidiary in 
Costa Rica, BANDECO, began producing and ex-
porting from Zona Atlintica sites in 1968. 

In the 1950s, Costa Rica's share of the world 
banana trade averaged about 9 percent. Beginning
in late 1968 and for the following decade, the banana 
industry went through a strong expansion stage in
which plantings were more than doubled from 
12,000 to over 27,000 hectares. By 1979 Costa Rica 

had become the second largest exporter of bananas 
in the world, following Ecuador, which had 19 per
cent of world trade. 

Current production in Costa Rica. The two expovt
banana growing regions in Costa Rica are the Zona 
Atlintica stretching along the eastern part of the 
country and the Pacifico Sur in the southwest (see
figure 18.1). All banana production for export was 
by independent growers or by companies that had 
their own plantations as well as export operations.
There were six such companies, rive of which were 
subsidiaries of one of the three large banana export
ing companies, United Brands, Castle and Cooke, 
and Del Monte (owned by R. J.Reynolds).

The six companies that had production and ex
port operations in Costa Rica were 

1. La Compaffia Bananera, a subsidiary of 
United Brands Company (formed by a 
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TABLE 18.1 Costa Rica: Area Cultivated with Bananas for Export, by Type of Ownership, 
1976-1983 (hectares) 

Year 	 Owned by exporter 

176 	 16,359 
1977 	 14,054 
1978 14,683 
1979 14,714 
1980 14,362 
1981 14,442 
1982 14,241 
1983 12,904 

SOURCE: National Banana Association (ASBANA). 

merger of United Fruit and AMK Corpo-
ration in 1970), with headquarters in 
New York. Until its decision to pull out of 
banana production in 1984, La Compafifa 
Bananera had 4,000 hectares in the Pal-
mares area of Pacifico Sur. The company 
also bought a small portion of its needs 
from independent growers farming 
about 400 hectares in the Zona Atlfntica. 

2. 	Standard Fruit Company, a subsidiary of 
Castle and Cooke Corp. with headquar-
ters in San Francisco, California. The 
company had 4,100 hectares of plantings 
in the Zona Atlintica and bought from 
independent producers farming about 
the same number of hectares. 

3. 	BANDECO, owi ,2dby Del Monte which 
was bought by the diversified tobacco 
company R. J. Reynolds in 1978. 
BANDECO cultivated almost 4,000 hect-
ares in the Zona Atlntica and bought 
from independent growers having a total 
of 4,700 hectares. 

4. and 5. COBAL and Chiriquf Land Com-
pany together owned or bought the pro-
duction from 3,800 hectares. Both 
companies were wholly owned subsidi-
aries of United Brands. 

6. 	Pandol Brothers, a small company that 
had begun exporting in 1983. 

A summary of financial results and key operat-
ing statistics for the parent companies of United 

Owned ly 
associated producers Total 

10,964 27,323 
11,142 25,196 
10,529 25,212 
10,577 25,291 
11,460 25,822 
12,285 26,727 
14,157 27,398 
13,590 26,494 

Branus, Castle and Cooke, and R. J. Reynolds is 
pre'ented in the statistical appendix at the end of 
this chapter (tables A18.1-A18.3). 

In addition to the export companies, there were 
70 independent producers who cultivated bananas 
on smaller plantations ranging from 50 to 800 hect
ares in size. These growers sold to one of the larger 
exporters, generally on fixed-pric? contracts, and 
had maintained long-standing relationships with 
the buying companies. 

Over the past decade, the Zona Atldntica had 
accounted for about 80 percent of banana plantings 
and the Pacifico Sur the remaining 20 percent. The 
cultivated area had remained fairly stable since 
1976, fluctuating between 25,000 and 27,000 hect
ares. In recent years there had been a tendency for 
the large exporters to shift from land ownership to 
a contracting system in which independent farmers 
supplied produce, while the firm retained responsi
bility for technical assistance and marketing. This 
trend can be seen in table 18.1, which shows that 
there had been an increase in the percentage of 
exports coming from independent as opposed to 
company-owned farms. 

Yields of exportable bananas had averaged 
about 1,900 40-pound boxes per hectare since the 
mid-1970s. Yields were higher in the Zona 
Atlintica, averaging over 2,000-2,400 boxes per 
hectare and reaching 3,000 boxes per hectare on 
well-managed farms compared to 1,P00-2,100 
boxes per hectare in the Pacifico Sur. 

Since 1976 total production had ranged between 
a low of 48.9 million to a high of 53 million 40-pound 
boxes (see table 18.2). The major factors affecting the 
volume of production from year to year were 
weather or labor strikes ather than changes in area. 
The three exporters grew ol purchased 99 percent of 



288 Designing AgriculturalStrategy 

TABLE 18.2 Costa Rica: Area, Yield, and Production of Bananas for Export, 1976-1983 

Yield per hectare ProductionYear Area (hectares) (40-lb. boxes) (1,000 40-lb. boxes)
1976 27,323 1,959 53,534
1977 25,196 2,095 52,794
1978 25,212 2,088 52,6551979 25,291 2,104 53,215
1980 25,822 1,895 48,9251981 26,727 1,921 51,343
1982 27,398 1,849 50,663 

26,494
1983 1,970 52,199
 
SOURCE: National Banana Assosciation (ASBANA). 

TABLE 18.3 Costa Rica: Comparative Value of Exports, by Product, 1978-i983 

(millions of 1978 U.S. dollars) 
Product 1978 1979 1980 1981 1982 1983 
Coffee 
Bananas 
Unrefined sugar 
Fresh meats 
Granulated cocoa 
Other products 

307.4 
116.9 

15.7 
60.4 
15.1 

296.4 

315.4 
194.5 
17.5 
81.7 
9.7 

315.5 

247.8 
215.0 

40.7 
70.8 
4.2 

423.2 

240.0 
224.8 
42.0 
74.2 

2.7 
424.4 

236.9 
239.0 

13.2 
53.6 

2.4 
326.5 

228.4 
237.3 

23.9 
31.5 

0.9 
340.4 

Total 811.9 934.3 1001.7 1008.1 871.6 862.4 
SOUR,_E. Central American Economic Integration Secretariat (SIECA), 1984. 

the fruit exported and in 1983 had roughly equal eign exchange to the country was quite stable. Tableshares of the total volume. Table A18.4 in the appen- 18.3 shows the value of Costa Rica's principal exdix shows-a breakdown of banana exports by com- ports since 1978 and the position ofbananas relative 
pany and according to whether production was to other exports.from company-owned plantations or purchased The banana industry also figured importantly infrom independent growers. the country's employment, with over 17,000 directIn Costa Rica's external trade, exports of ba- employees in 1983. This did not include employnanas ranked second in value only to coffee. In some ment in related industries, such as the manufacture years, foreign exchange earnings from bananas had of packing materials, port workers, or the smalleven exceeded those of coffee, and because of the businesses that develop to bring services and good3year-round production of the fru , the flow of for- to workers and their families located in the banana-

TABLE 18.4 Costa Rica: Direct Labor Utilized by the Banana Industry 
Compared with Total Labcr Force, 1978-1983 

Year Banana industry (no. of workers) Total labor force 
1978 17,282 729,199
1979 17,373 755,6721980 17,737 770,2721981 18,442 795,841
1982 17,961 838,456
1983 17,370 843,813 
SOURCE National Banana Association (ASBANA) and Ministry of Labor. 
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producing regions. Table 18.4 shows the estimated 
" M number of workers in the banana industry com
,o " q pared with the total workforce since 1975. 

World Trade in Bananas 

N It, Bananas were produced in over 100 countries and 
were a major staple in many diets Of the estimated 41 
million metric tons that were prodvced annually, be

1o \.Q O0 o nIN-.O \Dp tween 6.5 and 7.0 millionuci metric tons, ora little less than 
N' oC0 one-fifth of production, entered world trade. Eleven 

L countries accounted for over 85 percent of experts, and 
slightly more than half of all bananas expcrted came 

0 from Central America and the Caribbean. Figure 18.2 
N Mshows the principal trade flows in the international 

a; t-. banana trade. Table 18.5 and t,-ble A18.5 in theappen-
OI , ,dix contain information on the volume of banana ex

ports by country from 1973 to 1983. 
Co0\oo .: The banana was one of the few tropica! fruits to 
N a - have gained wide acceptance in consumer markets 
00 10 In the world. The major share of bananao 	 throughout

N exports went to northern hemisphere counaies. Trade 
with the United States, Canada, and Europe grew 

M rapidly from 1950 to1970, from 2.4 to over 6.2 million 
I r = metric tons, increasing at a rate of almost 5 percent 

annually due to strong consumer demand following 
the end of the war, partioiarly in Europe. By the early 

trade had slowed, growing by about 2 to 3 
CN " N , percent annually. A peak in world trade was reached 

C 	 in 1979 at 7.1 million metric tons, but a recession 
combined with weak consumer demand reduced 
trade in the following three years. In 1983 exports 

D', n r dropped to 6.2 million metric tons, their lowest point 
OR ten years due to poor weatb-r and reduced supply 
'D \0 in Ecuador, Honduras, and Guatemala. 

"Traditionally 	 there have been two types of mar
- .. kets. "Free markets" were those in which there were 

N N- "" 	 no restrictions in relation to the quantity or origin of 
fruit that could enter. Countries in this group incuded 
the United States, Canada, Japan, and many European 

0 	 "Protected markets" were ones that gaveocountries. 
N 0\.to preferential treatment to certain exporting countries 

' i,-o Ft. -E based on historical ties, they included France, Italy, 

the United Kingdom. In total, protected markets 
accounted for about 15 percent of trade. 

The banana industry a"s characterized by a 

high degree of concentration as well as intc-ration 
o "between production and exporting. The three larg-

Jest = international banana companies that operated in 
Latin America-United Brands, Castle and Cooke, 

0o and Del Monte-were estimated to htve a combined 
share of world trade somewhere between 55 percent 

U and 60 percent. :n Central America and Panama, 
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FIGURE 18.2 World Banana Trade Routes, 1985 

* Traditional markets 

U Main producing-exporting countries 

SOURCE: UPEB. 

about half the bananas exported by the three majors 
were grown on their own plantations. 

The large exporters also were integrated forward 
into [Tansport and shipping, using their own ships as 
well as charters. In the United States, these exporters
sold green bananas to "ripeners" who had facilities for 
ripening fruit. As a consequence of antitrust rulings
that sought to reduce the market power of exporters,
they were prohibited from integrating forward into 
the marketing and distribution system. In Europe
these restrictions did not exist, and someexporters had 
operated long-standing wholesale-distribution busi-
nesses that sold bananas to retail outlets. 

Ir the United States about 55 percent of bananas 
were ripened by almost 1,000 independent wholesal-
ers or "jobbers." The remaining volume was handled 
by warehouse and ripening facilities of the large chain 
stores, which bought for their own retail outlets. As 
was the case with the distribution of other perishable
fruits and vegetables, in recent years the trend had 
been toward more ripening and distributing by chain 
stores compared with independent wholesalers and 
jobbers, due to the economies gained in centralized 
purchasing and distribution, 

Compared with other fruits and vegetables sold 
in U.S. supermarkets, bananas were the number one 

seller in terms of dollar volume, with estimated sales 
of US$1 billion at the retail level in 1983. The outlook 
for growth in consumption in the United States and 
in Europe was a resumption of the 2-3 percent an
nual growth that occurred prior to the beginning of 
the 1980s. Some industry observers believed that 
growth would be due mostly to increases in popu
lation and that per capita consumption would re
main fairly stable. Others saw a potential for 
somewhat higher growth, particularly in U.S. mar
kets following a strong consumer trend towards 
more purchases of "health" and "natural" foods. 

Trends in prices. Between 1950 and 1973, real prices
for bananas traded in the world market declined 
steadily (see figure 18.3). This was a consequenre of 
several factors. First, real costs for producers had 
been declining due to productivity improvements in 
production and shipping. Producers had switched 
from the G:os Michel to the Cavendish variety for 
export bananas which resulted in substantial im
provements in yields. In addition, the shift to packing
in boxes and containerization in shipping meant less 
shrinkage during transport to consumer markets. 

A second factor that influenced the decline of 
real prices was the emergence of Ecuador as a major 
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FIGURE 18.3 World Prices for Ecuadorian and producer ofbananas. Unlike the initial development 
All Countries' Bananas, of the industry in Central American countries, pro

1950-1982 (cents per kilogram) duction in Ecuador was mostly by independent, 
medium-size producers rather than large exporter

90 Current Constant owned plantations. Due to the excellent growing 

80 Any origin conditions, government support and financing, and 

70 - - - - Ecuadorian - - - - the relative efficiency of medium-size growers, Ecu

ador rapidly achieved the status of low-cost pro
60 ducer of bananas and became the world's largest 

exporter. Thus, both the growing worldwide supply 
50 - -, and the competitiveness of Ecuador in the interna

- - tional market had exerted a downward pressure on 

40 - world prices through the beginning of the 1970s, as 
be seen from figure 18.3.
 
Thebanana industry had suffered from pcriods of
 

30 - o\,ersupply throughout its history. As a perennial 
plant, the banana shared many characteristics with 
tree crops. Once a root system was established it could 

td continue to produce for 15 years, and the incremental 
20 costs of harvesting were low in comparison to the costs 

of establishment. As in the case of coffee, production 
----- in the short term would be relatively unresponsive to 

,can 

-
low prices. This was especially true when the fixed 
capital costs of the investment were high, as was the 
case with the large exporters, and resources were not 
easily transferable to other uses. 

190 .... .... 60 .... .Real7 IN prices had recovered since their historical 
1950 '55 '60 '65 '70 '75 '80 lows of 1973-1974, when an international "banana 

Year war" was stimulated by conditions of oversupply. 
Table 18.6 shows average prices to ripeners by

NOTE: Prices are annual averages, 	 month for the period from 1977 through 1984 in 
North America.

SOURCE: Commodity Trade and Price Trends, World Bank, 

1983. 

TABLE 18.6 	 Monthly Prices for Costa Rican Bananas in North Ame-ica, 1977-1984, FOB, 
(US$ per 40-lb. box) 

Month 1977 1978 1979 1980 1981 1982 1983 1984 

Jan. 4.49 4.80 4.84 6.63 6.82 7.19 6.15 6.28 
Feb. 5.56 5.78 5.43 6.75 7.31 6.80 6.85 7.15 
March 5.84 6.45 5.98 7.46 7.95 7.64 7.89 7.30 
April 5.62 6.63 6.38 6.94 7.70 8.15 8.84 7.01 
May 5.64 5.67 6.49 7.44 7.73 7.92 10.22 7.14 
June 4.62 4.81 6.46 5.88 6.62 7.24 10.16 7.88 
July 4.44 4.24 5.48 5.85 5.87 5.58 8.75 6.34 
Aug. 4.04 3.89 6.05 6.28 6.12 5.38 7.60 5.83 
Sept. 4.55 4.66 5.44 6.40 7.45 5.99 7.84 NA 
Oct. 4.83 4.35 5.39 5.18 6.85 5.88 6.08 NA 
Nov. 4.70 5.03 5.88 6.82 6.94 6.17 5.16 NA 
Dec. 4.29 5.33 6.17 6.02 7.13 5.86 5.62 NA 

Annual avg. 4.88 5.14 5.83 6.52 7.03 6.65 7.58 NA 

NOTE: Data reflect prices to ripeners in North America. NA= not available. FOB = free on board. 
SOURCE UPEB. 
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As with other perishable commodities, in-
traseasonal price fluctuations tended to be greater
than the variation between average yearly prices,
Prices also tended to be higher during the months of 
March, April, and May, when less competing fruits 
were available to the consumer in the grocery store. 

More than any other factor, prices were influ-
enced by conditions of supply and dematid. Nor-
mally, the fruit was not sold on forward contracts 
with buyers. Instead, the exporter/importer began 
to quote prices and accept bids one to two days
before a shipment arrived at a port. Shipments usu-
ally arrived with some percentage of the cargo un-
sold, and the auctioning of fruit continued until final 
sale. The behavior of prices during 1983 demon-
strates the impact of supply on prices. Heavy rains 
in Ecuador from January through April reduced 
exportable production for that year from 62 to 40 
million boxes. In additioi, production in Guatemala 
and Honduras fell a total of 18 million boxes due to 
poor weather. Thus, total production of Latin Amer-
ica was down 40 million boxes, representing some 
11 percent of world trade and 27 percent of U.S. 
imports. Due to restricted supply, prices to ripeners 
during April-July 1983 were very high, between 
US$8.50 and US$10.22 per 40-pou nd box. By the end 
of 1983, production had recovered in most areas and 
prices sank to the US$5-6 range. 

Given the variability of prices at the wholesale 
level, it was difficult to quote a "fixed" cost and price 
structure between the exporter/importer, the 
wholesaler, and the retailer since margins could 
vary considerably. A "typical" price structure for a 
top-grade banana would be as follows: 

Per40-poundbox 

Price to ripene- US$ 7.50 
Costs and margin of ripener 2.75 
Price to retailer 10.25 
Costs and margin of retailer .5 
Price to final consumer US$16.00 
Most of the bananas sold at the retail level were 

branded and carried the label of the exporter. The
"Chiquita" brand was United Brands' top-quality 
fruit and had been able to command a premium in 
the marketplace over other brands for many years.
Brand labeling was far more extensive in bananas 
than in mozA perishable products and required a 
much higher level of advertising and support di-
rected primarily at consumers. Other than price and
brand name, product quality was an important di-
mension on which exporters competed. The Costa 
Rican fruit was considered by most in the trade to be 
excellent in quality. 
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Costs of banana production in Costa Rica. One of 
the causes of great concern in the banana industry
in Costa Rica in 1984 was the sharply elevated costs 
of production and increased competition with other 
exporting countries in the face of sagging prices. The 
presence of black sigatoka, an airborne furigal dis
ease that first appeared in Honduras in 1969 and had 
since moved to plantations in Costa Rica, had ele
vated production costs in recent years. Control 
could be achieved through spraying with fungi
cides, but treatment was costly, ranging from 
US$500 up to US$1,000 per hectare. 

Costs of production varied depending upon the 
region and the type of cultivation. Costs tended to 
be higher in the Pacffico Sur since irrigation was 
required during the dry season from January to 
April. Exporters were required to pay a minimum 
price to independent growers for fruit that was 
packed, delivered to the port, and put on board ship. 
In 1984 this price was set at US$3.40 per box. 

Costa Rica also had a per box export tax, currently
of US$0.70. The history of this tax dated back to 1975 
when the Union of Banana Exporting Countries 
(UPEB) was formed. One of UPEB's objectives was to 
increase the market power of exporting countries in 
the face of a highly concentrated industry and compa
nies with a history of difficult relations with host gov
ernments. In order to capture more of the value of 
banana exports and increase the industry's contribu
tior to the rapidly growing fiscal needs of govern
ments in the region, the initial members of UPEB 
(Colombia, Costa Rica, the Dominican Republic, Gua
temala, Honduras, Nicaragua, and Panama) agreed to 
place an export tax on each box shipped. However, 
only Costa Rica, Honduras, Guatemala, and Panama 
actually followed through with the tax. Costa Rica 
initially imposed a tax of US$0.45 per box, which was 
increased to US$0.95 per box in 1980. This tax was 
reduced to US$.70 per box in 1983. 

Thus, total costs for shipping a box to New Yorkfrem the Atlanti- Coast were estimated as follows: 
Per 40-pound box 

Cost of packed fruit, FOB US$ 3.40 
Sigatoka control .40 
Export tax .70 
Freight and insurance 1.50 
Handling charge at port of .20 

destination 

Total Cost US$ 6.20 
According to exporters in Costa Rica, a price to 

ripeners of US$7.50 per box was required to cover 
their costs including administration and overhead. 

http:US$16.00
http:US$10.22
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TABLE 18.7 FOB Value of 40-lb. Box of Bananas in UPEB Member Countries, December 1984 (US$) 

Country Value of packed product 

Colombia 3.90 
Costa Pica 3.93 
Guatemala 3.75 
Honduras 3.78 
Nicaragua 3.11 
Panama 3.89 
Dominican Republic 2.65 

NOTE: NA = not available. 
SOURCE: UPEB. 

With prices averaging US$6.50 to US$7.00 per box in 
the U.S. market in the first three quarters of 1984, 
exporters' margins were coming under pressure. 
Exporters were tryhig to find ways to improve their 
cost position and were considering limiting produc-
tion to the most productive land. The companies also 
had lobbied strongly for reductions in export taxes. 
Table 18.7 shows the average FOB export value of 
bananas including tax charges from each of the mem-
ber countries of UPEB for the latter part of 1984. Table 
A18.6 in the appendix compares port charges for five 
UPEB countries, including Costa Rica. 

Changes in the market for Pacific Coast exports. La 
Compafiia Bananera had been evaluating the 
changes that were taking place in the market for 
bananas shipped from Costa Rica's Pacific coast 
since the mid-1970s. Several events had occurred 
that changed the competitive position of production 
in this region. First, a natural market for Pacifico Sur 
production for many years had been Japan as well 
as the West Coast of the United States. Japan's im-
ports averaged 45 million boxes in the early 1970s 
and over 70 percent was shipped from countries in 
Latin America. Ecuador satisfied a major part of 
Japan's requirements. In subsequent years, banana 
production in the Philippines increased dramati-
cally, and it became more economical for Japan to 
import from that country. By 1980 the Philippines 
accounted for over 90 percent of Japan's imports and 
bananas shipped from Latin American countries 
dwindled to less than 1 percent. 

At the same time, competition over West Coast 
markets in the United States increased markedly 
following the loss of trade with Japan. Fruit formerly 
destined for Asian markets now had only West 
Coast U.S. markets as an outlet, and the increase in 
supply resulted in stronger competition and less 
favorable prices. In addition, in the past few years 

Taxes Total 

0.19 4.09 
0.74 4.67 
0.13 3.88 
0.44 4.22 
NA 3.11 
0.40 4.29 
NA 2.65 

the private exporters had complained that Nicara
guan fruit was being "dumped" at prices below cost 
in West Coast markets following the nationalization 
of the banana industry in that country. 

One alternative for La Compafhfa Bananera was 
to ship fruit to East Coast and European markets via 
the Panama Canal, but this elevated freight costs and 
put the company at a disadvantage compared with 
Atlantic Coast shippers, particularly Colombia. 
(Neither Colombia nor Ecuador imposed a per box 
export tax). In addition, bananas grown in the 
Pacifico Sur tended to have lower yields and re
quired irrigation during the dry season from Janu
ary to April, two factors that elevated La Compafifa 
Bartanera's costs of production in comparison with 
growers on the Atlantic coast. 

On July 10, 1984, approximately 2,500 workers of 
La Compafifa Bananera in Palmares and members of 
the Union of Workers in Golfito went on strike de
manding that the company enter negotiations for sal
ary increases. While the company was in the process 
of making salary adjustments following the 
government's announcement of semiannual increases 
in minimum wages, management maintained that 
their contract with the union did not require them to 
enter into negotiation with the union over salaries until 
the contract expiration date of August1985. By the end 
of July the strike was declared illegal by the national 
labor court, but it was not until late September that 
most of the employees returned to work. In the mean
time, production had been virtually halted. When 
work was resumed, it became evident that the planta
tions would require extensive rehabiliiation if they 
were to be brought hack to an economic level of pro
duction for export. The company estimated that reha
bilitation costs for 3,000 hectares would amount to 
US$8.4 million, an investment they felt was not justi
fied by the poor economic prospects for future exports 
from the region. 
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TABLE 18.8 Costa Rica: Export Taxes 

Collected on Banana Export 

($US million) 


Year Taxes
Year Taxe 
1974 8.1 

1975 
 22.5 

1976 
 24.2 
1977 23.9 

1978 
 24.7 
1979 23.9 

1980 
 27.5 

1981 
 50.6 

1982 
 48.1 
1983 47 .0a 
a. Estimated. 
SOURCE: UPEB. 

Alternatives for the Gnvernment of Costa Rica 

The importance of the Pacifico Sur investment to 
both the regional and national economy was un-
questionable, and the loss of banana production in 
the area demanded a response at the highest levels 
of Costa Rican government. At the end of 1984, 
public officials as well as private-sector participants 
were examining a range of alternatives for coping
with the current situation. The following proposals
had been informally put forth: 

1. One option was for the government to 
provide financing for another group to 
rehabilitate the plantations in Palmares 
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and continue export production from the 
region. The best candidate, from the 
government's perspective, would be the 
National Banana Association(ASBANA), a mixed private/public sec
tor organization providing technical as
sistance to banana producers. ASBANA 
had been created in the early 1970s to 
revitalize failing banana operations of in
dependent producers who had been fi
nanced by the national banking system. 
The organization had developed a good
reputation in terms of technical ability. In 
a revitalization scheme, ownership of the 
land could eventually be transferred to 
private, independent producers since it 
was unlikely that any of the major export
companies would be interested in pro
ducing bananas in Pacifico Sur. 

2. 	 A second option was to stimulate pro
duction in the Zona Atl~ntica to make up
for the volume lost from the Pacific. This 
could occur either through expansion by 
current producers or through providing 
financing and technical assistance to new 
growers. The costs of establishing new 
banana plantings were estimated t'j be be
tween US$7,000 and US$8,000 per hectare. 
ASBANA could serve as the lead organi
zation in such a scheme. It was unlikely

that the other export companies would
 
expand their associate producers' pro
grams to absorb a much higher volume
 

TABLE 18.9 Costa Rica: Revenues and Expenses of the Central Government, 1981-1983 ($US million) 
Item 1981 1982 1983 
Current revenues 

Tax 
Nontax 

Capital income 

361.4 
336.3 
75.4 
19.4 

323.7 
307.0 

75.4 
0 

508.3 
479.6 
117.3 

0 
Total revenues 380.8 323.7 508.3 
Current expenses 
Capital expenses 

370.6 
95.7 

306.0 
79.7 

473.5 
148.3 

Total expenses 466.3 385.7 621.8 
Operating resultsa (85.5) (62.0) (113.5) 
a. Parentheses show deficit.
SOUR cE: Central American Economic Integration Secretariat (SIECA). 
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or handle the marketing of this group of 
producers on a commission basis. 

3. 	A third option-and one that had not 
been well articulated at this point-wes 
to try to do something to improve the 
cost position of banana producers in 
Costa Rica. This could range from chang-
ing the export tax, investing in improve-
ments in productivity, or examining 
other ways in which costs could be re-
duced. Table 18.8 shows revenue from 
the per box banana tax since it was im-
posed in 1976. Table 18.9 summarizes 
revenue and expenses of the Costa Riran 
government from 1981 to 1983. 

4. 	Some argued that the real problem in the 
banana industry was low prices in con-
sumer markets. Since its inception in 1976, 
UPEB had been trying to negotiate some 
sort of supply control agreement, such as 
the one which existed with the Interna-
tional Coffee Organizatiop, in order to 
avoid problems of oversupply and 
strengthen export prices. Such efforts had 
so far failed. The question at this point was, 
Why had an agreement not been reached 
and was it worth putting time and re-
sources into renewing this effort? 

5. 	Still others maintained that independent 
of low prices, the costs and margin be
tween the banana producer and final 
consumer were substantial, and that a 
disproportionately high percentage of 
the value added to the final product oc
curred at the exporter, ripener/whole
saler, and retailer level. What was needed 
was a way for producers to export di
rectly in order to capture that value and 
improve their returns. Several such mar-
keting efforts had already been at-
tempted. In 1978 UPEB formed La 
Comercializadora Multinacional de 
Banano, S.A. (COMUNBANA) to create 
an alternative for producers who sold 
their production through the large ba-
nana exporting companies. By 1982 the 
company had been dissolved, after sev
eral consecutive years of losses and diffi-
culty in purchasing an adequate supply 
of fruit. Other marketing efforts, includ-

ing several in Colombia and Ecuador, 
had succeeded. If such an attempt was 
made in Costa Rica, it would be worth 
examining why entry into this segment 
of the industry was so difficult and what 
was required in order to succeed. 

6. 	A final recommendation was not to stim
ulate new banana production at all but to 
encourage the production of alternative 
agricultural crops in the Pacifico Sur. 
One such crop being considered was 
cacao, which employed one person for 
every 2.5 hectares cultivated compared 
with bananas which employed one per
son per 1.5 hectares. Preliminary tests of 
the agronomic feasibility of producing 
cacao in this area were promising, but 
very little investigation had been done on 
the marketing side. 

The events in Pacifico Sur had seemed sudden, 
but the changes that had occurred in the interna
tional market had really been going on for some 
time, at least over the past decade. For government 
officials, there was the immediate question of how 
to respond to the vacuum left by the closed opera
tions of La Compafifa Bananera. At the same time, it 
seemed like an opportune moment to evaluate what 
the country's position was in that market and to try 
to devise a coherent strategy for the future. 

Study Questions 

1. 	 Review the history of the banana industry in 
Costa Rica. What were thedifferent stages in the 
development of the industry, and what prob
lems took place at each stage? 

2. 	 What are the current problems of the industry, 
and which of the above options would you rec
ommend for solving them? 

3. 	 Which groups might support the option you 
propose and which might oppose it? How 
would you manage the opposition? 
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Item 

Net sales
 
Bananas and others 

Meat 

Other food products 

Diversified operations 


Total 

Operating profits (losses)
 
Bananas and others 

Meat 

Other food products 

Diversified operations 

Corporate expenses 


Consolidated operating profits (losses) 

Interest expense 

Profit for debt/equity exchange 

Other income 


Profit (loss) before restructuring 

Provision for restructuring 

Profit (loss) before taxes 

Taxes (credit) 


Net profit (loss) 

Net profit (loss) per share ($) 


Total average assets 

Average equity 

Net profits/sales 

Sales/assets 

Assets/equity 

Net profit/equity 

Dividends per share ($) 

Number of common shares in 


circulaion 
Market value of common stock share ($) 
Average book value per share ($) 
a. Fisca! year changed from July-June to April-March in 1983. 
SOURCE: United Brands Company, annual reports. 

TABLE A18.1 United Brands Company: Summary of Financial Results, 1982-1984 (US$ million) 

Year ending 
3/31/84 

1,232 
1,735 

191 
203 

3,361 

91 
24 

6 
18 

(16) 

123 
(34) 

-
6 

95 
-

95 
49 

46 
3.43 

1,058 
262 

0.014 
3.18 
4.04 
0.176 

-

12,587 


9 /2-27 ,/8 
20.81 

Nine months 
ending 3/31/83a 

826 
1,304 

147 
129 

2,406 

(50) 
1 
4 

18 
(12) 

(39) 
(30) 

-
9 

(60) 
(120) 
(180) 

(13) 

(167) 
(13.82) 

1,178 
396 

(0.069) 
(9 months) 

2.97 
(0.422) 
0.05 

11,463 

6 1-105 
34.54 

Year ending 
6/30/82 

1,294 
2,322 

194 
163 

3,97.3 

1 
12 
16 
24 

(15) 

38 
(48) 
10 
14 

14 
(19) 

(5) 
(8) 

3 
0.06 

1,287 
564 

0.001 
3.09 
2.28 
0.006 
0.40 

11,050 

7 3A-13 4 

51.04 
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TABLE A18.2 Castle &Cooke Inc.: Summary of Financial Results, 1982-1984 (US$ million) 

Year ending Year ending Year ending 
Item 6/16/84 6/18/83 6/16/82 
Net sales 1,520 1,361 1,413 
Gross profit 195 155 159 
Sales, marketing, and administrative 166 128 113 
Interest expense 31 30 38 
Other expenses (income) (9) (5) (22) 
Special charges 24 58 
Profit (loss) before tax (17) (56) 30 
Tax (credit) (9) (22) 11 

Net profit (loss) in main act;vities (8) (34) 19 
Real estate business 9 2 4 

Net profit (loss) from current 1 (32) 23 
operations 

Discontinued operations (78) (18) (13) 
Extraordinary gains - - 3 

Net profit (loss) (77) (50) (13) 
Net profit (loss) per share ($) (3.13) (1.95) (0.28) 

Total average assets ($ million) 1,037 1,080 1,155 
Average equity ($ million) 282 325 360 
Net profits/sales (0.051) (0.037) 0.009 
Sales/assets 1.46 1.26 1.22 
Assets/equity 3.68 3.32 3.21 
Net profit/equity (0.2/3) (0.154) 0.036 
Dividends per share - - 0.57 
Number of shares in circulation 25,617 28,007 27,311 

(thousands) 

Market value of common stock ($) 11 3/-19 SA 6 7A-16 1/4 NR 
Average book value of common 11.00 11.60 13.18 

stock ($) 

NOTE: NR = no response. 
SOURCE: Castle &Cooke Inc., Annual Report, 1984. 
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TABLE Al 8.3 R. J.Reynolds Industries: Summary of Financial Results, 1981-1983 (US$ r'illion) 
Year ending Year ending Year ending 

Net sales 
Profits from current operations 
Interest expense 
Other income 

12/31/83 

13,533 
1,587 

170 
50 

12/31/82 

11,492 
1,437 

172 
37 

12/31/81 

10,069 
1,401 

135 
100 

Extraordinary gain 
Profit from current operations, before 

6 
1,473 

172 
1,474 

9 
1,375 

taxes 
Taxes 638 683 624 

Net profit from current operations 
Net profit from discontinued 

835 
46 

791 
79 

751 
17 

operations 

Net profit 
Net profit per share ($) 

881 
7.25 

870 
7.82 

768 
7.03 

Total average assets ($million) 
Average equity ($million) 
Net profits/sales 
Sales/assets 
Assets/equity 
Net profits/equity 
Dividends per share ($) 
Number of common shares in 

9,838 
4,995 

0.065 
1.38 
1.97 
0.176 
3.05 

113,399 

8,688 
4,326 

0.076 
1.32 
2.00 
0.200 
2.85 

112,779 

7,230 
3,686 

0.076 
1.39 
1.96 
0.208 
2.50 

104,583 
circlulation 

Market value of common shares ($) 
Book value of share ($) 

45 1/4-63 5A 

46.11 
40-57 /4 

42.33 
40 7A-53 

37.63 
SOURCE: R. J. Reynolds Industries, AnnualReport, 1983. 



TABLE A18.4 Costa Rica: Annual Exports of Bananas, 1976-1983, by Exporting Company's Own Production and Purchases from Associate 

Producers (40-lb. boxes) 
Company 1976 1977 1978 1979 1980 1981 1982 1983 
La Compafiia 

Bananera 
15,182,002 15,081,378 14,525,393 13,589,264 11,881,213 10,279,307 10,905,399 8,313,981 

Own 
Associate 

Standard Fruit 
Co. 

14,444,323 
737,679 

21,301,338 

14,313,674 
767,704 

19,111,526 

13,721,320 
804,073 

20,018,623 

12,951,452 
637,812 

19,535,193 

11,350,595 
530,618 

17,430,633 

9,732,212 
547,095 

20,068,021 

10,194,287 
711,112 

16,234,368 

7,711,347 
602,634 

17,708,249 

Own 
Associate 

Bandeco 
Own 
Associate 

COBAL 
Own 

11,705,500 
9,595,838 

13,734,567 
6,048,703 
7,685,864 
3,315,920 

175,691 

10,905,676 
8,205,850 

15,075,590 
6,642,693 
8,432,897 
3,525,142 

-

11,126,573 
8,892,050 

14,550,141 
8,091,514 
6,458,627 
3,510,518 

-

10,509,819 
9,025,374 

15,536,897 
8,905,659 
6,631,238 
4,498,195 

-

8,843,402 
8,587,231 

14,622,922 
8,227,297 
6,395,625 
4,019,204 

-

10,413,625 
9,654,396 

15,521,049 
8,100,087 
7,420,962 
4,331,173 

-

8,940,486 
7,293,882 

15,697,209 
7,208,326 
8,488,883 
5,818,713 

9,798,583 
7,909,666 

17,122,205 
8,466,667 
8,655,538 
5,931,382 

Associate 
Chiriqui Land Co. 

3,140,229 
-

3,525,142 
-

3,510,518 
50,152 

4,498,195 
55,803 

4,019,204 
970,729 

4,331,173 
1,i43,736 

5,818,713 
2,005,785 

5,931,382 
2,762,645 

O w n - - - - - - __ 
Associate 

Pandol Brothers 
-
. 

- 50,152 55,803 970,729 1,143,739 2,005,785 2,762,645 
353,424 

Own - -- - - -

Associate 
Others 

Own 

.-
- - -

-
- -

-

-

-

-

-

1,350 
-

353,424 
6,824 

Associate 
Total 

Own 
Associate 

53,533,827 
32,374,217 
21,159,610 

52,793,636 
31,862,043 
20,931,593 

-

52,654,827 
32,939,407 
19,715,420 

-

53,215,352 
32,366,930 
20,848,422 

-

48,924,701 
23,421,294 
20,503,407 

-

51,3-4,285 
28,2,*,,924 
23,097,362 

1,350 
50,6o2,824 
26,343,099 
24,319,725 

6,824 
52,198,7".0 
25,976,597 
26,222,113 

SOURCE: Central American Institute of Business Administration (INCAE1. 



TABLE A18.5 World Exports of Bananas by Country, 1973-1983 (thousand tors) 
Country 

Developed ceuntries 
Portugal (Madeira) 
Spain (Canary Islands) 
Israel 

1973 
401.6 
20.0 

380.9 
0.7 

1974 
389.6 
20.0 

368.0 
1.6 

1975 
340.1 
18.1 

320.0 
2.0 

1976 
340.8 
19.0 

320.0 
1.3 

1977 
347.6 
21.7 

325.0 
0.9 

1978 
398.0 
22.0 

375.0 
1.0 

1979 
383.2 
19.1 

364.1 
0.0 

1980 
433.7 
28.3 

;05.4 
0.0 

1981 
440.3 
26.9 

410.5 
2.9 

1982 
427.0 
27.6 

396.4 
3.0 

1983 
437.1 
32.5 

401.6 
3.0 

Developing countres 6,375.9 6,196.2 6,087.7 6,065.4 6,441.1 6,749.8 6,759.5 6,419.3 6,513.5 6,545.0 5,757.8 
UPEB countries 

Colombia 
Cosia Rica 
Dominican Rep. 
Guatemala 
Honduras 
Nicaragua 
Panama 
Venezuela 

3,186.0 
214.4 

1,178.5 
22.2 

275.2 
850.0 
105.0 
537.7 

3.0 

2,825.5 
336.3 

1,037.6 
27.6 

230.4 
640.0 
131.0 
419.6 

3.0 

2,747.0 
390.0 

1,105.1 
23.8 

240.2 
370.0 
134.0 
481.3 

2.6 

2,963.1 
.57.4 

970.3 
29.1 

275.0 
612.0 
113.0 
523.8 

0.5 

3,133.1 
560.6 
961.3 

16.9 
261.3 
695.0 
113.0 
524.0 

1.0 

3,270.1 
592.2 
955.2 

11.9 
249.1 
712.1 
123.0 
624.4 

2.2 

3,426.1 
635.0 
965.3 

7.8 
236.3 
895.0 
110.0 
572.0 

4.7 

3,426.1 
6591.6 
887.7 

9.6 
352.0 
866.5 
110.0 
504.2 

5.4 

3,539.6 
802.9 
931.5 

18.6 
357.3 
788.0 

94.1 
544.2 

3.0 

3,499.5 
758.0 
919.2 

9.0 
381.8 
823.6 
43.4 

561.5 
3.0 

3,459.4 
805.0 
948.0 

4.0 
249.0 
718.2 

76.0 
656.2 

3.0 
Other Latin America 

Belize 
Brazil 
Ecuador 
Mexico 
Surinam 

1,541.2 
0.0 

138.5 
1,369.9 

3.0 
29.8 

1,549.7 
0.0 

156.0 
1,357.1 

2.0 
34.6 

1,553.1 
0.0 

147.4 
1,362.4 

5.0 
38.3 

1,348.2 
7.1 

92.1 
1,201.0 

11.0 
37.0 

1,426.1 
10.9 

111.7 
1,260.5 

15.7 
27.3 

1,557.0 
15.0 

132.5 
1,362.8 

17.7 
29.0 

1,574.5 
15.7 

128.5 
1,386.0 

17.0 
27.3 

1,451.8 
15.0 
67.3 

1,318.2 
17.3 
34.0 

1,369.6 
10.4 
66.7 

1,246.8 
9.2 

36.5 

1,367.6 
9.5 

59.2 
1,254.4 

7.0 
37.5 

959.0 
10.0 
79.1 

800.1 
37.6 
32.2 

Caribbean 
Jamaica 
Former Windward 

469.5 
109.4 
95.7 

484.2 
72.5 

106.9 

440.1 
71.3 
91.8 

500.7 
78.0 

103.5 

519.2 
80.1 

108 n 

580.2 
77.9 

126.0 

395.7 
68.8 
96.0 

230.8 
33.1 
67.8 

396.2 
18.8 

107.4 

401.8 
21.9 

101.0 

400.3 
23.5 

114.0 
Islands 

Dominica 
Grenada 
St. Lucia 
St.Vincent 
Guadeloupea 
Martiniquc' 

28.4 
11.2 
35.7 
20.4 

114.2 
150.2 

31.4 
8.9 

44.8 
21.8 

118.2 
186.6 

27.4 
13.7 
32.1 
18.6 

111.4 
165.6 

29.6 
13.6 
34.6 
25.7 

108.1 
211.1 

29.6 
13.5 
39.8 
25.1 

105.6 
225.5 

32.1 
14.9 
50.5 
28.5 

132.9 
243.4 

15.9 
14.0 
44.0 
22.1 
90.9 

140.0 

7.6 
11.8 
33.4 
15.0 
56.9 
73.0 

27.2 
11.2 
48.0 
21.0 

117.0 
153.0 

25.6 
8.6 

42.1 
24.7 

122.2 
156.7 

-
-

-
-
102.7 
160.1 

continuedon next page 



TABLE A18.5 continued 
Country 1973 1974 1975 1976 i977 1978 1979 198C 1981 1982 1983 
Asia 507.7 714.5 872.9 816.1 886.6 890.0 921.5 970.9 922.1 980.9 662.9 

india 5.0 7.0 0.9 1.0 0.1 0.1 0.2 0.0 0.0 0.0 0.0 
Lebanon 4.3 2.4 Lb 2.2 2.0 1.0 2.0 0.0 0.0 0.0 0.0 
Malaysia 20.0 23.0 23.6 24.0 25.0 27.1 23.9 23.1 27.9 25.9 25.0 
Pakistan 0.6 2.5 3.7 1.5 2.0 8.5 17.6 12.4 9.4 10.0 10.0 
Philippines 465.8 663.0 822.7 764.4 840.9 834.1 858.6 922.7 868.6 926.7 615.9 
Thailand 12.0 16.6 19.5 23.0 16.6 19.2 19.2 12.7 16.2 18.4 12.0 

Africa 411.6 451.3 346.1 315.2 312.6 344.6 308.7 223.9 191.5 187.7 157.1 
Angola 77.1 65.7 35.0 45.0 50.0 50.0 50.0 0.0 0.0 0.0 0.0 
Cameroon 64.5 74.0 74.3 81.3 82.5 83.0 78.3 59.5 54.6 49.1 45.2 
Cape Verde 1.5 0.7 0.0 0.7 0.9 0.7 0.4 0.9 1.7 1.0 1.1 
Ethiopia 9.6 16.6 10.7 11.9 6.9 7.0 5.0 5.0 2.0 2.0 2.0 
Ivory Coast 131.7 174.7 135.5 96.5 112.8 139.8 118.0 121.0 105.1 85.0 73.2 
Madagascar 7.0 6.0 4.5 6.3 4-.7 6.0 5.0 3 5 1.1 0.3 0.6 
Mozambique 5.0 6.6 4.3 1.0 1.0 1.0 2.0 2.0 2.0 2.0 0.0 
Somalia 115.2 107.0 81.8 72.5 53.8 57.1 50.0 32.0 25.0 48.3 35.0 

Oceania 4.9 6.1 4.1 4.7 5.0 4.9 5.0 4.9 8.5 6.1 5.1 
Cook Islands 1.4 2.0 0.7 0.6 0.2 1.0 1.1 2.1 2.5 2.1 2.5 
Samoa 1.0 1.3 0.5 1.3 1.5 1.5 0.9 1.8 3.3 3.4 1.6 
Tonga 2.5 2.8 2.9 2.8 3.2 1.4 2.6 1.0 2.7 0.6 1.0 

Asian CPEsb 255.0 164.9 24.4 117.4 158.5 103.0 128.0 110.0 86.0 102.0 114.0 
China 250.0 160.0 120.0 110.0 150.0 95.0 120.0 102.0 78.0 94.0 106.0 
Vietnam 5.0 4.9 4.4 7.4 8.5 8.0 8.0 8.0 8.0 8.0 8.0 

All others 0.0 0.0 3.6 5.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 

World total 6,777.5 6,585.8 6,431.4 6,411.7 6,788.7 7,147.8 7,142.7 6,853.0 6,953.8 6,972.6 6,194.9 
a. French Overseas Departments whose shipments to France are included here as exports.
b. Asian centrally planned economies. 
SOURCE: UPEB. 
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TABLE A18.6 	 Typical Fort Costs for Banana Shipments in Selected Latin American Countries
 
(US$ p2r shrpment)
 

Costa Rica Colombia Guatemala Honduras
 
Item Lim6n Santa Marta 
 Puerto Barrios Santo Tomis La Ceiba
 
Services to ships 1,875 636 315 
 208 545
 
Wharfage 4,514 2,035 - 410 
 -
Zoning charges 2,775 - 1,463 95 
Stevedore company 4,606 -.. 

fees 
Basic cargo services 5,665 796 - 7,828
Conveyor chaiges 8,881 6,101 	  332 
Demurragea 502 -
Stevedore services 12,9'l 20,533 13,000  13,181 
Total 	 41,742 30,101 14,778 8,540 	 14,058 

Per box 	 0.2940 C.2007 0.1478 0.060 0.0990 
a. Late fees.
SOURCE- Commission of Representatives of JAPDEVA, FECOSA, Camara Nacional de Bananeros, ASBANA, Companfade Estiba, S. A., Companfa de Estibadores Bananeros, S.A., Standard Fruit Company, COBAL, Study ofPortCosts ofLimdn,
1983. 



19 FRANCISCO LEGUIZAMON 

The Agricultural Sector 
of San Marcos 

Early in 1977, the recently named minister of agricul-
ture in the Latin American republic of San Marcos 
evaluated the public sector's capacity to implement 
a series of new policies for the agricultitral sector. In 
the installation ceremony for the minister, the presi-
dent of the Republic had announced: 

The government will initiate a new policy to help 
the small farmer. The policy's objective will be to 
improve the levels of living of the rural popula
tion. There will be efforts to modernize the rural 
sector so that it can make a larger contribution to 
the economic development cf the country. The 
government will attempt to give broader cover-
age and higher quality in the services that it 
provides. It will attempt to develop the organi-
zational skills of both farmers and public-sector 
employees. The government's services will be 
oriented toward agricultural production. Fi-
nally, there will be an organization established to 
guide the rural sector that will direct, plan, coor-
dinate, and allocate resources and that will en-
sure compliance from the public sector. The new 
minister of agriculture will have my unqualified 
support in order to accomplish a restructuring of 
organizations concerned with the rural sector 
and will have from me all of the means necessary 
for accomplishing his objectives, 

During 1977 the government provided 500 mil-
lion pesos for development efforts (one San Marcan 

peso is equivalent to one U.S. dollar). Of this, 103.5 
million was given to rural public-sector institutions 
(see table 19.1). Projections for 1978 revealed that the 
government would provide 8.5 million pesos in ad
ditional external resources if and when the projects 
and programs presented for financing were ap
proved by the international organizations. 

The Rural-Sector Economy of San Marcos 

An examination of a topographical map of San Mar
cos revealed that 40 percent of the territory, espe
cially in the Atlantic region, which occupied 60 
percent of the country, had extremely densely for
ested areas that were practically uninhabitable. 
These areas were extremely rainy during most of the 
year and had little chance of supporting agricultural 
activity. 

The central region of the country, which occu
pied approximately one-third of the total land area, 
included highlands separated by small floodplains 
and valleys. Finally, in the Pacific region, the climate 

was primarily tropical but with prolonged dry sea
sons. This was the part of the Republic in which 57 
percent of the population lived altl ough it occupied 
only 15 percent of the total land area. 

As in the majority of Latin American countries, 
agriculture was the primary productive activity. It 
was the Central Zone of San Marcos that produced 

Francisco Leguizam6n is the academic director of the Central American Institute of Business Administration (INCAE). He gratefully 
acknowledges the supervision of John C. Ickis, assistant professor there.
 
This case is about a real country situation; however, it has been disguised at the request of those interviewed. This chapter was translated
 
from the Spanish by Marc Lindenberg.
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TABLE 19.1 San Marcos: Expenditure and Investment Budget for Rural-Sector Institutions, 1977 
(thousand pesos)


Institutions 
 Total 
Ministry of Agriculture 3,509.9
Development Bank 61,027.4
Institute for Basic Grains 24,875.8 
Agrarian Institute 2,454.5 

Coffee Institute 
 413.8 

National Cotton Institute 830.6 

Development Institute 
 9,310.1
Irrigation Institute 796.1 

National Rural Committee 315.7 


Total 103,533.9 

TABLE 19.2 San Marcos: Value of Agricultural 
Production by Principal Product, 
1976 (million pesos)

Product Value 

Cotton 143.3 

Coffec 
 63.1
Sugar cane 16.0 
Rice 24.1 
Com 47.4 
Beans 19.1 
Sorghum 9.0 

Total 322.0 

about 60 percent of all its agricultural outputs. Cot-
ton, coffee, corn, sugar cane, and beans were the 
principal agricultural products. In 1976 the value of 
production of the principal items cultivated x. as 322 
million pesos (see table 19.2). The agricultural production of the 11 principal crops took place in an 
area equiva!ent to 7 percent of the national territoryand produced around 13 percent of the 2,500-mii-
lion-peso gross national product in 1975. Table 19.3 
shows the principal products in 1975 by area. 

As can be observed in table 19.4, the majority of
the agricultural cultivation could be found in the 
Pacific and Central regions. Cultivated areas of less
than ten manzanas represented 44 percent ofall land 
cultivated and those larger than one thousand 
manzanas represented 1 percert (a manzana is 
slightly less than one hectare).

There was a variety of landholding patterns.
Some 55 percent ofall land in cultivation was farmed 
by producers with land titles. Another 20 percent of
the land in cultivation was farmed by people with-

Expenditures Investments 
3,200.6 309.3 
7,251.5 53,775.9 
2,418.1 22,457.7 
1,936.8 517.7 

413.8 
789.5 41.1 

1,640.7 7,669.4 
457.0 339.1 
315.7 

18,423.7 85,110.2 

out titles (see table 19.5). Other forms of landholding 
for cultivation were renting and leasing.

Almost half of agricultural production was forexport and those exports accounted for about 75 
percent of the total of all exports. Coffee and cottonalone represented 50 percent of all exports in San 
Marcos. 

Agricultural export production took place pri
marily along the Pacific Coast. Production for inter
nal consumption, especially of basic grains, was 
carried out by farmers on small plots situated in the 
center of the country and in a few of the Pacific Coast 
areas as well.The population of San Marcos in 1977 was ap
proximately 3.15 million inhabitants of which 55percent lived in rural areas. The distribution of the
urban and rural populations can be observed in 
table 19.6. 

The Farmer in San Marcos 

The majority of the rural-sector workers were basi
cally subsistence farmers who produced largely for 
their own consumption. Low levels of education 
and poor housing constituted two of the principal
problems for the population of San Marcos. In fact 
two-thirds of the rural population could not read or
write. At the same time, of the 500,000 housing units 
that existed in San Marcos, more than half did not
have indoor plumbing, and most of these were 
found in the rural areas. 

Usually the small farmers constructed theirown 
homes, which consisted of two rooms with dirt 
floors. One of the rooms was used as a bedroom and
the other as a living room. In addition, they gener
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TABLE 19.3 San Marcos: Principal Agricultural Products by Principal Geographic Reglon of 
Production, 1976 (manzanas under production) 

Products for 

Internal consumption Export 

Region Total Rice Corn Beans Sorghum Cotton Sugar cane Coffee 

Atlantic 1.6 1.4 - 0.2 - - -

Central 665.5 25.8 316.5 108.6 37.6 A.3 7.8 164.9 
South Pacific 389.4 4.8 111.7 3.2 29.6 188.0 49.0 3.1 
Central Pacific 264.9 26.9 60.4 14.5 25.2 29.3 14.8 83.8 
North Pacific 35.4 7.6 11.7 5.3 0.7 10.0 7.0 3.1 

Total 1,356.8 66.5 500.3 131.8 93.1 231.6 78.6 254.9 

TABLE 19.4 San Marcos: Number of Farms by Size and Region, 1976 

Pacific 

Manzanas Atlantic Central South Central North Total 

0-10 1,527 29,042 11,713 18,919 4,114 65,315 
10.1 -50 281 31,238 7,602 5,889 1,421 46,431 
50.1-100 75 14,708 1,736 1,168 388 18,075 
100.1-500 97 11,485 1,695 1,425 413 15,115 
500.1 -1,000 26 1,008 258 262 104 1,658 
More than 1,000 7 549 235 245 114 1,200 

Total 2,063 88,030 23,239 27,908 6,554 147,794 

TABLE 19.5 San Marcos: Number of Farms by Region and Form of Ownership, 1976 

Region Total With title Without title Leased Other forms 

Atlantic 2,011 158 1,756 39 58 
Central 87,876 43,557 22,579 13,629 8,111 
South Pacific 23,241 12,216 3,482 5,962 1,581 
Central Pacific 27,907 20,743 1,552 4,835 777 
North Pacific 6,553 4,095 748 1,494 216 

Total 147,588 80,769 30,117 25,959 10,743 

TABLE 19.6 San Marcos: Rural and Urban Population Distribution by Region, 1976 

Population (thousands) 

Density 
Region Size (km.2 ) Rural Urban Total (per km.2 ., 

Atlantic 97,750 281 79 360 3.7 
Pacific 68,425 751 232 983 14.4 
Central 29,325 693 1,107 1,800 61.4 

Total 195,500 1,725 1,418 3,143 16.1 
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ally had a small kitchen attached to the outside of
the building, usually covered with a grass roof. 

0 One of the other characteristics of the rural pop
ulation of San Marcos was its low nutritional state. 

o ~ Corn was the basic item consumed by the ruralpopulation and was usually prepared either as tortillas or tamales or as an alcoholic beverage. Regard
less of the way it was consumed, corn produced a
diet that was poor in calories, proteins, and vita-Z mins. In effect, half the population could be classi0 fied as suffering from malnutrition.

" Zo The most frequent causes of death were infec-U tions and gastrointestinal diseases. Practically halfof all deaths were due to these causes. Simulta
neously, about 90 percent of the population had
intestinal parasites. 

. Modern agricultural practices were practicallyunknown to the small farmer, who largely usedU methods learned from his ancestors. The transfor-
Pmation of agricultural practices was one of the most
rdifficult objectives to achieve because the popula"-0 tion was dispersed and the farmers were very indi

vidualistic, so that their resistance to change was 
quite high. 

U For some of these same reasons, rural smallfarmers' organizations did not exist in San Marcos. 
Only the large agricultural producers had organiza
tions and associations. 

0- Public-Sector Services for Agriculture 

0The organizations that comprised the rural public
sector in 1977 are described in figure 19.1. The gov
ernment coordinating committee wasor "Junta" 

Q) 
considered to be the most important organization

cc for the direction of rural-sector policy. . U) ,.U This organization made the decisions and executive resolutions for the rural sector. One of the staff 
0 organizations for the Junta was COMAC, the Na

. Utional Agricultural Committee. Members of. COMAC included the president of the Central Bank; 
0 the ministers of credit and finance; the minister of£3• U economy, industry, and commerce; and representa-Stives from the government and the Office of the

President; it was presided over by the president of
the Republic. The principal function of this commit
tee was to structure and prepare investment projects 

0in the rural sector and also to give periodic diagno
ses of problems in the sector. 

Table 19.7 presents the distribution of services
and functions of the institutions that make up the
rural sector. The services of agricultural extension 
and investigation, socioeconomic studies, rural 



TABLE 19.7 San Marcos: Rural Public-Sector Agency Services, 1976 

Services provided MAG BAFOM IGB INDES ICA INAG INAL IR Others 
Research and experimentation 0 0 0 0 0 0 
Socioeconomic studies 0 0 0 0 0 0 *00 
Information and statistics 0 0 * 
Training 0 0 0 0 *0 
Extension and tech. asst. 0 0 0 0 0 * 0 
Provision of inputs * * 0 0 0 * 
Finance and credit 0 0 0 
Marketing and pricing * 0 0 0 0 
Agribusiness 0 " 
Animal health 0 * 0 0 
Colonization and land titles 0 
Agrarian reform * 
Irrigation and infrastructure * 0 0 0 ** 
Natural resources 0 0 * 0000 
Farmer's associations * 0 * * 0 0 0* 
Control and regulation 0 0 0 0 * 0 
Weather and climate * ** 

NOTEs: = Authorized services. * = Unauthorized services. 0 = Authorized services actually taking place. 
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TABLE 19.8 San Marcos: Geographic Location of Personnel from Rural-Sector Institutions, 1976 

Institutions Atlantic 
Ministry of Agriculture 51 
National Bank 37 

Basic Grain Institute 0 

Development Institute 
 31 
Coffee Institute 0 
Agricultural Institute 19 

National Cotton Institute 0 

Irrigation Institute 
 0 

National Agrarian 0 


Committee
 

Total 138 

training, extension and technical assistance, the pro-
vision of agricultural inputs, marketing and price
controls, irrigation and infrastructure, natural re-
sources, rural-sector associations, and others were 
presided over by more than three institutions. Other 
services, like health, education, housing, environ-
mental hygiene, nutrition, social organization, pota-
ble water, social security, and employment, were the 
responsibility of institutions that were not consid-
ered to be part of the rural sector alone, 

The geographic distribution of the 3,264 rural-
sector employees in 1976 is presented in table 19.8. 
When the new Minister of Agriculture assumed his 
position in 1977, he decided to study the functions 
and programs of the institutions that made up the 
rural public sector in San Marcos. 

The Ministry of Agriculture. The most important
work to be developed by the Ministry of Agriculture 
was the provision of extension services and techni-
cal assistance to 13,600 agricultural producers. Fur-
thermore, the ministry assigned its resources to
activities such as extension, experimentation, rural 
health, and feasibility studies. The ministry was also 
in charge of providing certain agricultural inputs
and of improving the marketing of various prod-
ucts, although, legally, it lacked responsibility to 
carry out these activities, 

Of all of the employees who worked within the 
ministry, 81 percent could be found within the Pacific 
Zone and 13 percent within the Central Zone. Of the 
889 employees of the ministry, 206 were assigned to 
the programs of extension and technical assistance,
132 worked in agricultural investigation, 92 in animal 
health, and 88 in regulation. The other functionaries 
were distributed among ten additional programs. 

Region 
Central Pacific Total 

116 723 890 
270 916 1,223 

87 258 345 
15 206 252 
3 31 34 

12 230 261 
0 129 129 
0 87 87 
0 44 44 

503 2,624 3,265 

In general, technical assistance functionaries 
preferred to work with medium- and large-sized 
farmers since they were more inclined to receive, 
assimilate, and use the technical assistance that 
could be given. Since ministry officials provided a 
great deal of individual attention to the medium and 
large farmers, they often were able to see the positive
results of the technical assistance. Easy access to 
these producers generally resulted in extended con
tact with them and, at the same time, resulted in 
many opportunities from ministry officials to leave 
thepublicsectorand work directly for medium- and 
large-scale farmers. 

Opportunities to work with the small farmers 
were not very frequent due to the poor quality of 
roads and the great distances between small 
farmers' lands. As a consequence of these difficul
ties, and for reasons of their own, ministry agricul
tural extension agents often said that the small 
farmers were not particularly interested in listening 
to their recommendations or in making changes. 

The Development Bank. The Development Bank 
was the organization in charge of financing and 
credit for the rural sector, although at the same time 
it provided technical assistance and agricultural
input, helped the farmers' organizations, and per
formed occasional work on rural infrastructure. 

The bank had about 10,200 clients in the rural 
sector. Of all the authorized loans, the Pacific region
received about 90 percent. This was the region that 
produced the largest quantities of cotton and coffee 
cultivated for export, and also that received the larg
est amount of banking system resources. Of the 53.7 
million pesos in its portfolio, 47.8 million were dis
tributed to about 45 percent of the bank's clients. 
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TABLE 19.9 	 San Marcos: Distribution of the Development Bank (BAFOM) Portfolio among the 
Principal Geographic Regions, by Principal Crop, 1976 

Sugar 
Region Cotton Coffee cane Rice Corn Beans Sorghum Total 

Atlantic 
Amounta 17 5 9 31 
Areab 328 434 318 1,080 

Central 
Amounta 432 4,474 24 291 439 189 180 6,029 
Areab 2,513 32,050 315 3,640 15,310 4,831 2,411 61,070 

North Pacific 
Amounta 28,856 7 111 461 304 2 26 29,767 
Areab 149,522 230 1,362 2,511 3,223 46 357 157,251 

South and 
Central 
Pacific 
Amounta 9,598 1,520 1,698 3,970 558 92 484 17,920 
Areab 49,668 13,977 13,729 23,503 8,730 1,532 6,465 117,604 

Total 
Amounta 38,886 6,001 1,833 4,739 1,306 292 690 53,747 
Areab 201,703 46,257 15,406 29,982 27,697 6,727 9,233 337,005 
Clients (no.) 2,910 1,583 143 76 2,939 1,676 255 9,582 

a. In thousands of pesos. 
b.In manzanas. 

These clients were largely export producers. Table and sold about 9.6 million pesos' worth. With the 
19.9 presents a distribution of the bank's portfolio by exception of sorghum, the sale prices to the con
agricultural products and by region in 1976. sumer were always lower than the international 

prices for basic grains, and in all cases the price to 
The Institute for Basic Grain Production. The cen- consumers was lower than the price the institute 
tral responsibility for the Institute for Basic Grain Pro- paid the producer. 
duction (IGB) was to improve basic grain cultivation, However, the institute bought only 13.5 percent 
to regulate prices of basic grains for both the producer of the value of production and sold only about 57 
and ihe consumer, and also to fumigate, clean, and dry percent of this amount. Nor did the institute carry 
grains from the central agricultural region. Some of the out some of the functions it was legally atthorized 
institute's other functions were to inspect the insecti- to perform; for instance, it did not engage in rural 
cides and seeds the producers would use. study and experimentation, financing and credit, or 

Table 19.10 reveals that the institute purchased socioeconomic study. Nonetheless, it performed the 
about 16.6 million pesos' worth of grain produced, major function for which it had been given legal 

TABLE 19.10 	 San Marcos: Status of Basic Grain Production, 1976 (millions of U.S. dollars) 

Median pur- Median Median inter-
Basic grains Production Purchases chase price Sales by IGBa sales price national price 

Corn 40.6 3.7 43.9 4.3 53.2 57.2 
Beans 33.8 5.4 135.8 1.0 141.9 183.2 
Rice 36.7 2.2 55.2 1.9 129.0 148.8 
Sorghum 12.4 5.3 38.4 2.4 53.6 49.4 

Total 123.5 16.6 	 9.6 

a. IGB = Institute for Basic Grain Production. 
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TABLE 19.11 San Marcos: Agrarian Reform Program 1966-1976 

Families benefited and area affected 
From June 1966 until 

Change in December 1970 
land tenancy Families Manzanas 
Title confirmationb 9,860 662,861 
Land redistribution 2,839 .. 

Returned to the 1,496 966 
state and 
redistributed 

Purchased from 1,258 30,248 
private sources 
and redistributed 

Redistributed by 85 748 
private indi
viduals on their
 
own initiative
 

Designated collective 5,644 142,402 
plots 

NOTE: NA= not available. 
a. There were no agrarian reform activities during 1976.
b.Or other guaranteed form of possession. 
c. The 1971 data for families are unknown. 

From January 1971 until 
December 1974 1975a 

Families Manzanas Families Manzanas 
17,952 1,842,412 

. 
-

-

184 291 NA 651 

969c 144,116 1,243 20,398 

responsibility. In order to carry out its activities, the 
institute received a budget of 24.8 million pesos and 
employed a staff of about 340. 

The Agrarian Institute. The Agrarian Institute was 
in 	charge of the programs of colonization, rural 
reform, and land title receipt. Activities in the land 
title program included locating the land, describing
its boundaries, classifying its soil, classifying its oc-
cupants, and registering the title. Between 1966 and 
1975, the Agriculturol institute granted titles to 
30,000 families in ani ar.?a of approximately 2.5 mil-
lion hectares. A description of the detailed activities
of the Rural Institute can be found in table 19.11. 

In order to carry out its activities, the Rural 
Institute received a budget of 2.A million pesos and 
had 260 employees. It was possible to find only
13,600 of the titles issued because a fire had de
stroyed the institute's offices. 

The president of the Republic had recentiy made 
the following statement about the Rural Institute: "I 
will be happy when the Rural Institute of San Mar-
cos has provided titles to all of those who have
national land. Furthermore, I will be pleased when 
they are able to give land and titles to those families 
who want land." 

Other institutions. The other institutions that com
prised the rural public sector were the following: 

e 	The Development Institute of San Marcos, in
charge of programs for rural credit and ori
ented toward specific areas and specific
products especially for agri-industries 

e The Coffee Institute, in charge of improving
the commercialization of coffee production 

* 	The Irrigation Institute, in charge of the con
struction and administration of projects to 
improve irrigation 

In addition to the rural-sector organizations,
San Marcos included other organizations whose 
work was especially important to rural 
development: 

* 	The Ministry of Finance and Public Credit,
responsible for investigating and assessing
the value of property and land, participating
in a mapping program, and also for the na
tional budget 

* 	The Ministry of Public Works, in charge of 
construction and maintenance of secondary 
access roads 
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" 	The Ministry of Public Health, responsible 
for operating education programs in health, 
nutrition, and care of livestock 

" 	The Ministry of Education, in charge of 
schools in rural areas at the secondary level 
and also at the primary level 

" 	The Ministry of Economics, responsible for 
the protection and development of natural 
resources 

* The Ministry of Labor, responsible for enforc-
ing the labor code, minimum salary laws, and 
reviewing conditions of employment in rural 
areas 

* 	The Central Bank, responsible for formula-
tion of monetary and fiscal policy, ihe prepa-
ration of national statistics, and various 
research and experimentation programs for 
certain crops 

The Alternatives 

Before the new minister of agriculture made any 
effort to reorganize the rural sector, he wanted to 
consider his alternatives. One of them consisted in 
redistributing the resources of the existing agencies 
in line with the new criteria as to which target 
groups should be receiving services from the public 
sector. He might consider reassigning people within 
the organizations in order to concentrate attention 
on the small farmer. 

At the same time, the minister was not all that 
sure about which employees could actually and ef-
fectively assist in strengthening institutional perfor-
mance. Slightly less than half thle personnel 
employed in the rural sector were less than 30 years 
old, 85 percent of them had not completed second-
ary school, apd half of them had an income of less 
than 150 pesos a month. This situation, the minister 
suspected, might call for training efforts in order to 
provide an education for those who were less corn-
petent or skilled. The minister, however, was not 
sure whether new financial resources could be used 
for such a training program, nor whether it would 
give satisfactory results within such a short time. 

An alternative to reorganizing the ministry had
reorganingrp tihdebendisseintive ly by te

been discussed intensively by a group of outside 
consultants. Their alternative was to create a new 
organization for integral rural development. The 
new institution would be put in the same category 
as the banking and credit institution, and would be 
in charge of giving financing and technical assis-

tance; facilitating the marketing of agricultural 
products; and providing agricultural inputs, tools, 
and the other elements a small farmer would require 
and that were presently not being provided by other 
institutions. This organization might also be in 
charge of infrastructural development and the orga
nization of cooperatives for the small farmer. 

Another alternative the minister wanted to ex
plore was that of reorienting credit programs for the 
small farmer through the existing institutions. The 
existing situation might make it easy to establish this 
focus. In effect, of all the functionaries of the sector, 
about 28 percent provided credit. Furthermore, ofall 
the investment resources of the rural sector, the 
National Bank of San Marcos contributed 63 percent. 
In order to reorient credit to small farmers, it would 
be necessary to change the composition of the rural
sector portfolio. Presently 64.8 million pesos were 
distributed to 19,200 operations. Rural credit repre
sented 79 percent of all operations but occupied a 
volume of only 12 percent of all available credit 
funds. Furthermore, credit was concentrated on ex
port products. 

A group ot economists suggested a different 
perspective to the minister. They recommended es
tablishing a mechanism to improve the prices paid 
to the producers of basic grain, with the double 
of jective of stimulating production and improving 
Froducers' incomes. The minister was concerned 
with the effect of such an activity on the balance of 
payments, and he was also inclined to weigh the 
political feasibility ofsuch an idea. At the same time, 
he thought about exercising stricter control over the 
minimum prices needed by a renewed emphasis on 
the activities of the Institute of Basic Grains, whose 
efficiency up to this point had not been convincingly 
demonstrated. 

Finally, a group of sociologists studying the 
rural situation in San Marcos had suggested that the 
minister concentrate his activities on the area of 
rural-sector reform. 

The government ought to orient itself in an effort 
to resolve social inequalities. The lack of small 
farmer access to land results in an income gap 
between the large and small producers. This gap
increases each year. Although our statistics show 
that rural sector production improves year by 
year, the difference in the quality of life of the 
farmers without land and those of the large farm
ers increases every day. The landless farmers live 
in adverse conditions and without social services. 
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In considering the means to restructure the rural 
sector, the sociologists indicated that 

the government should find a middle ground 
between two often suggested alternatives. One 
alternative was the expropriation of large tracts 
of land which were presently not being farmed,
with the objective of improving income distribu
tion and social justice. The land could be distrib-
uted to small farmers who were able to pay the 
government a small amount of annual interest on 
a long-term loan. The proprietors of the land 
which was expropriated could be paid in long-
term government bonds. 

The other consideration would be to begin a 
process ofcolonization. which would involve the 
movement of families from the Central and Pa
cific zones to uninhabited regions on the Atlantic 
Coast. These programs had been demonstrated 
to have certain difficulties: infrastructural costs 
were great because there were not any secondary 
roads, services, health, or education services. 
Furthermore, it was not considered easy for fam 
ilies to adapt themselves to new living conditions 
or to drastic changes in agricultural production 
required by different quality of soil, rainfall, and
 
other factors.
 

Designing Agricultural Strategy 

In an effort to consider all these alternatives 
carefully, the minister reviewed the documents that 
he had available to him (see tables 19.1-19.11 and 
figure 19.1). 

Study Questions 

1. Describe the rural sector and the distribution of 
production by crop and by type of public-sector 
services. 

2. 	 What is the new mandate for the rural sector, 
and how is ii djgrerent from the old one? 

3. 	 What might be the most effective way to reor

ganize public-sector organizations to make the 
new mandate work? 

4. 	 What problems might you expect and how 
would you manage them? 
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