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Policy Reform and Sustainable Development Workshop
 

Brief for Rapporteurs
 

One participant will act as rapporteur for each session. This
 
fole requires taking notes which outline:
 

main ideas discussed,
 
areas of group agreement and disagreement,
 
decisions taken,
 
follow-up required.
 

The issues/questions listed for each session in the syllabus
 
should provide the framework for note-taking.
 

A second requirement is a brief oral summary at the end of the
 
session to allow other participants to react to the rapporteur's
 
notes.
 

Rapporteurs may use the electronic white board in the conference
 
room for this report. Waiatever is written on the board by the
 
rapporteur can then be reproduced on a paper copy and duplicated
 
for all participants.
 

Fifteen minutes are scheduled at the end of each session for this
 
report. A five minute oral report, followed by discussion allows
 
participants to respond to the summary.
 

On the last day of the workshop, the reporters will meet with the
 
other workshop par'ticipants to prepare a summary statement of the
 
workshop proceedings and findings. This statement will be the
 
basis of the report to the Administrator and the subsequent
 
discussion with him.
 



Policy Refrzn and Sustainable Development Workshop
 

CALENDAR 

Monday, February I 
9:00-9:30 Overview 

9:30-10:00 Introductions 

10:00-10:45 The Relationship Between 


Market-Oriented Policy 

Reform and Davelopment 
Performance 


10:45-11:C0 Coffee Break 

11 :0C-11:45 Discussion 

11:45-12:00 Rapporteur's Summation 

12:00-1:30 Lunch Break 

1:30-2:15 	 Policy Reform and the IMF 

2:15-2:30 Break 

2:30-3:15 Discussion 

3:15-3:30 Rapporteur's Summation 

3:30 	 Close 


Tuesday, Februry 2 
9:00-9:30 	 Structural Adjustaent and 


the World Bank 

9:30-10:00 Discussants 

10:00-10:45 Questions 

10:45-11:00 Rapporteur's Summation 

11:00-11:15 Break 

11:15-12:00 Policy Reform, Stabilization 


and Structural Adjustment in 

Costa Rica 


12:00-1:00 Discussion (Working Lunch)
 
1:00-1:15 Rapporteur's Summation
 
1115-1:30 Break
 
1:30-2:15 The Microeconomics of Policy
 

Reform: The AEPRP in Mhlawi 
2:15-2:30 Break 
2:30-3:15 Discussion 
3:15-3:30 Rapporteur's Summation 
3:30 	 Close
 

Wednesday, February 3
 
9:00-9:30 Agricultural Policy Reform
 

in Asia: Bangladesh 
9:30-10:45 Cowoents
 
10:45-11:00 R,-pporteur's Summation
 
11:00-11:15 Break
 
11:15-12:15 Policy Reform Programs and
 

the Poor
 
12:15-1:00 Roundtable Discussion
 
1:00-1:15 Rapporteur's Summation
 
1:15 	 Close
 

Thursday, February 4 
9:00-10:15 


10:15-10:30 

10:30-10:45 

10:45-11:15 


11:15-12:15 

12:15-12:30 

12:30-1:30 

1:30-3:15 


3:15-3:30 

3:30 


Friday, Februa 5 

Recurrent Obstacles to Policy
 
Reform in Developing Countries
 

Group Discussions
 
Rapporteur's Summatiai
 

Coffee Bresk 
An Alternative Approach tx,the 
Design and Implementation of 
Policy Reform Program 

Discussion
 
Rapporteur's Sumnaticn
 

Lunch Break
 
Alternative Assistance
 
Strategies for Sustainable
 
Development
 

Rapporteur's Summation
 
Close
 

9:00-10:30 


10:30-10:45 

10:45-11:00 

11:00-12:30 


12:30-3:30 

3:30 


Policy Reform and Sustainable
 
Development: Congress, WrOs, 
and A.I.D.
 

Rapporteur's Summation
 
Coffee Break
 
Preparation of Report to the
 
Administrator
 
Lunch and Report
 
Close
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POLICY REFORM AND SUSTAINABLE DEVELOPMENT WORKSHOP
 
February 1-5, 1988
 

This workshop addresses the central question--How can foreign assistance be 
used most effectivel.v to bring about the policy reforms needed for sustained 
development? 

PURPOSE
 

The 	purposes of this workshop' are to-

1. 	 Critically examine A.I.D.'s post 1980 experience with policy reform 
prograns; 

2. 	 Assess the impact of policy reform programs on developing country 
efforts to sustain development; 

3. 	 Identify the distributive impact of stabilization and adjustment programs; 

4. 	 Consider the kinds of policy reform programs which can most effectively 
contribute to sustained development; 

5. 	 Share policy reform experiences with other development organizations; and 

6. 	 Consider foreign assistance legislation and A.I.D.-Congressional relations. 

FORMAT 

The workshop format requires the active participation of those attending in 
all sessions. Participants will make presentations, lead discussions, share insights,
summarize discussions, and assist in the drawing of lessons learned. 

Methudology will vary from session to session in order to actively engage all 
participants. Sess.ons may begin with a critique of the readings, a debate, forum, 
panel discussion or short presentation relevant to the issues to be discussed. 
Where appropriate, outside experts will be ashled to make presentations. Limited 
background reading will be distributed in advance of the workshop. 

Participant rapporteurs will record each day's discussions, noting areas of 
agreement and unresolved issues. These reports will serve as the basis for a 
summary report to be addressed to the Administrator in a final session. 

LOCATION AND SCHEDULE 

The workshop will take place at the offices of the Development Studies 
Program at 1331 H St., N.W. Suite 200, Washington, D.C. The workshop will meet 
daily from 9:00 to 3:30, except on Wednesday, when we will finish at 1:15. 
Tuesday and Friday lunches will be working lunches, provided by the workshop. 
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WORKSHOP SYLLABUS 

Monday, February 1 

9:00-9:30 Overview, Michael Rock, Director, DSP 

9:30-10:00 Introductions, Paula Cruz, DSP Faculty 

10:00-12:00 The Relationship between Market Oriented Policy Reform and 
Developmen ! Performance 

The purpose of this session is to examine the relationship between 
development policies and development performance. The focus is on policy 
reform, whether sponsored by A.I.D., or initiated by the host country. 

Issues/Questions 

1. 	 Why policy reform? 

2. 	 What does the record show regarding policy reform and development 
performance? 

3. 	 When is the measuring and monitoring of development performance 
adequate and what should be measured? 

4. 	 What is the role of government in deregulating, providing needed 
protection to markets, establishing the right climate for private 
investment, and facilitating trade? 

Moderator: 	 James Weaver 

Resource Colin Bradford, Yale University
 
p-rsons: Eliott Berg, Berg Associates
 

Rapporteur: 	 Jerry Wolgin 

Reading: 	 Colin Bradford, "East Asian "Models": Myths and Lessons" in J. 
Lewd., and V. Kallab eds. Development Strategies Reconsidered, 
New Brunswick: Transaction Books, 1986, pp. 119-126. 

"Pricing for Efficiency," World Development Report: 1983, 
Washington D.C.: World Bank, pp. 57-63, "Trade Policy and 
Industl ialization," World Development Report: 1987, Washington, 
!.C.: World Bank, pp.78-94. 

1:30-3:30 Policy Reform and the IMF 

The purpose of this session is to lkarn how IMF stabilization programs work, 
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Issues/Questions 

1. 	 Who determines the content of sta ilization agreements and how is it 

determined? / S('okoee wu~-0J rAA1EWQaV/Mg 	 i /ArCc 
2. 	 How do bund programs affect se tor resource allocations and policies? 

3. 	 What kinds of data are necessary for determining the content and for 
proposing the adoption of policy reforms? 

4. 	 What are the most important problems that arise in the implementation of 
stabilization agreements? 4p/-MEA1T t1446 / f.' /A Nh-3.VC ., 	 hi 

5. 	 What is the record of stabilization agreements with respect to economic 
growth, inflation, balance of payments, and income distributirn? 

Moderator: 	 Michael Rock 

Resource
 
persons: Alan Tait, Fiscal Affairs Division, IMF
 

Rapporteur: 	 Michael Crosswell 

Reeding: 	 W. Cline, "Economic Stabilization in Developing Countries: 
Theory and Stylized Facts," in J. Williamson (ed.), IMF Condi
tionality, Washington, D.C.: Institute for International 
Economics, 1984, pp. 186-200 and 206-208. 

Fund Supported Programs: Fiscal Policy and Income 
Distribution, IMF Occasional Paper No. 46, September 1986, pp. 
11-14 and 21-32. 

TUESDAY, February 2 

9:00-11:00 Structural Adjustment and the World Bank 

The purpose of this session is to review the World Bank's recent experience 
with structural adjustment programs. 

Issues/Questions 

1. 	 Why has the Bank moved to structural adjustment loans (SALs) and what 
are their main features? 

2. 	 Why has the Bank moved to sector adjustment loans (SECALs) and what 
are their characteristics? 

3. 	 What are the main problems associated with implementing SALs and 
SECALs? 

4. 	 What do we know about the impact of SALs and SECALs on development 
to date? 

3 



Moderator: Jim Weaver 

Resource 
persons: 

Vinod Dubey, Director, Economic Advisory Staff, Office 
Senior Vice President for Operations, World Bank 

of 

Discussants: Martin Dagata 
Charles Sykes 

Rapporteur: Dennis Brennan 

Reading: G.K. Helleiner, "Pglicy-Based Lending: A Look at the Bank's 
New Role," in R. Feinberg, (ed.), Between Two Worlds: The 
World Bank's Next Decade, New Brunswick: Transaction Books, 
1986, pp. 52-65. 

Operations Evaluation 
Adjustment Lending: 
ii-viii. 

Department, World Bank "Structural 
A First Review of Experience," 1987, pp. 

V. Dubey, "World Bank Support for Structural Adjustment 
Developing Countries: Structural and Sectoral Adjustment 
Lending," 1987, unpublished manuscript, 9 pp. 

in 

11:15-1:15 WORKING LUNCH: Policy Reform, 
Adjustment in Costa Rica 

Stabilization and Structural 

The purpose Gf this session is to examine the macroeconomic analytics of 
stabilization programs funded by the IMF, the World Bank, and A.I.D. By 
focusing on the A.I.D. policy reform program in Costa Rica, this session will 
demonstrate how A.I.D. worked with these other agencies and the Costa Rican 
government to successfully implement a stabilization and macroeconomic reform 
program.
 

Issues/Questions 

1. How was program content identified? 

2. What problems emerged during negotiation? 

a. What difficulties emerged during implementation? 

4. What was the program's impact on sustainable development? 

Moderator: Jim Weaver 

Resource 	 Jim Fox, LAC/DP 
persons: Hernan Saenz-Jimenez, Executive Secretary, Administrative 

Tribunal InterAmerican Development Bank, Former Minister of 
Finance, Costa Rica 

Rapporteur: Michael Crosswell 
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Reading: 	 H. Saenz-Jimenez, "Notes for a Lecture on Costa Rica's 
Experience with Policy Based Lending, 1978-1981," 18 August, 
1987, unpublished manuscript, 11 pp. 

1:30-3:30 The Microeconomics of Policy Reform: The African Economic 
Policy Reform Program (AEPRP) in Malawi 

The purpose of this session is to examine the microeconomic foundations of 
policy reform programs. By focusing on the Africa Bureau's AEPRP program in 
Malawi, this session will consider tLe role of incentive structures on development 
performance. 

Issues/Questions 

1. 	 How was program content identified? 

2. 	 What problems emerged during negotiation? 

3. 	 What difficultieo emerged during implementation? 

4. What was the program's impact on sustainable development?
 

Moderator: Michael Rock
 

Resource Carol Peasley, AFR/PD
 
persons: Jerry Wolgin, AFR/DP 

Rapporteur: Duane Acker
 

Reading: "The African Economic Policy Reform Program," AFR/AID, pp.
 
1-7.
 

"Malawi Fertilizer Subsidy Removal Program: EPRP I Recap," 
Cable from USAID/Malawi to AID/W, December 1987, pp. 1-6. 

"The Impact of the Fertilizer Subsidy Removal Program on 
Smallholder Agriculture in Malawi," a report by Robert Nathan 
Associates, June 30, 1987, Annex IV, pp. 10-31. 

WEDNESDAY, February 3 

9:00-11:00 Food Aid and Agricultural Policy Reform in Bangladesh 

This session has two purposes. The first is to consider the possible uses of 
food aid in furthering agriculture policy reform. The second is to consider 
A.I.D.'s agricultural policy reform program in Bangladesh. 

Issues/Questions 

1. 	 What is the evidence concerning the impact of food aid on incentive 
structures in LDC agriculture? 
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2. 	 How can food aid be used to support policy reform? 

3. 	 How was the Bangladesh program content identified? 

4. 	 What problems emerged during negotiation? 

5. 	 What difficulties emerged during implementation? 

6. What was 	 the prograrm's impact on sustainable development? 

Moderator: 	 Brandon Robinson 

Resource John Westley, AFR/DP
 
persons: Tom Reese, DAA/FVA/FFP
 

Rapporteur: 	 Charles Costello 

Reading: 	 Edward J. Clay, "Food Assistance: Implications for 
Development and Trade" in U.S. Agriculture & Third World 
Development: The Critical Linkage, R. Purcell and E. Morrison 
(eds.), Boulder: L. Reinner Publishers, 1987. pp. 12S-2n. P7-' 51 
H. Gunther and D. Ferguson, "Title III: Food for Development 
Program, FY 1986 Evaluation of the Bangladesh Program" Oct. 
1986, pp. 7-16. 

1:15-1:15 Policy Reform Programs and the Poor 

The purpose of this session is to examine the distributional impact of 
tabilization and adjustment programs in developing countries. The session will 
[so consider ways of developing programs that more directly enhance the well 
eing of the poor. 

Issues/Questions 

1. 	 What do we know about the impact of stabilization and adjustment
 
programs on the poor?
 

2. 	 What would have been the likely impact on the poor of continuing the
 
status quo (without stabilization and adjustment)?
 

3. 	 Can we develop policy reform programs that more directly enhance the
 
well-being of the poor?
 

Moderator: 	 Paula Cruz 

Resource Paul Altesman, UNICEF
 
persons: Ronald Hood, Center for Development Technology
 

Owen Cylke, Acting AA/FVA
 
Alan Tait, IMF
 

Rapporteur: 	 Terrance Brown 
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Reading: 	 R. Jolly, "A UNICEF Perspective on the Effects of Economic 
Crises and What Can Be Done" in D. Bell and Michael Reich 
(eds.), Health, Nutrition and Economic Crises, Dover: Auburn 
House, 1988, pp. 92-101 and J. Behrman, "The Impact of 
Economic Adjustment Programs," in Bell and Reich (eds.), pp. 
105-6. 

R. Hood, M. Starr, J. McGuire, Draft of "The Socioeconomic 
Impact of Macroeconomic Adjustment," Center for Development 
Technology and International Science and Technology Institute, 
December 1, 1987, pp. 52-64. 

Fund Supported Programs: Fiscal Policy and Income 
Distribution, IMF Occasional Paper No. 46, September 1986, pp. 
5-10 and 36-37. 

THURSDAY, February 4 

9:00-10:30 	 Recurrent Obstacles to Policy Reform in Developing Countries 

The purpose of this session is to identify, based on participants' experience, 
obstacles to policy reform in developing countries and to consider possible donor 
strategies for dealing with these obstacles. 

Issues/Questions 

1. What are the 	major obstacles in LDCs to policy reform? 

2. What donor strategies can contribute to removing these obstacles? 

Moderator: 	 Jim Weaver 

Resource 	 Martin Dagata, DAA/PPC 
persons: 	 Peter Askin, M/PM/EPM
 

Walter Bollinger, DAA/AFR
 
Charles Costello, LAC/CAP
 

Rapporteur: 	 Bob Halligan 

Reading: 	 M. Grindle and J. Thomas, Draft of "The Political Economy of 
Policy Reform in Developing Countries" Harvard Institute for 
International Development, June 1987, pp. 1-24 

10:45-12:30 	 An Alternative Approach to the Design and Implfimentation of 
Policy Reform Programs 

1 The purpose of this session is to examine the design and implementation 
process used by the World Bank in its sector adjustment loan to Colombia as an 
example of one way to address the sustainability issue. 

Issues/Questions: 
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1. 	 How can a collaborative process increase the effectiveness and efficiency 

of sector performance? 

2. How can donors contribute to policy coordination within LDC's? 

Moderator: Paula Cruz 

Resource Turid Sato, former Senior Loan Officer, Colombian Division, 
persons: The World Bank 

William Smith, Wharton School, University of Pennsylvania, 
consultant to The World Bank 

Rapporteur: John Westley 

Reading: W. E. Smith, Organizing for Development, draft manuscript, 
November 1987, pp. 62-68 and 155-172. 

L:30-3:30 Alternative Assistance Strategies for Sustainable Development 

The purpose of this session is to consider alternative ways that A.I.D. 
nissions 	 might assist developing countries to achieve long run development goals. 

Issues/Questions: 

1. 	 New A.I.D. relationships with advanced developing countries. 

2. 	 Collaborative sector analysis: a foreign ass;-tance echnique for
 
improving LDC sector management.
 

3. Beyond stabilization in Central America: the role of sector loans.
 

Moderator: Michael Rock
 

Resource Bob Halligan, M/PM
 
persons: 	 Brandon Robinson, PM/TD
 

Jim Fox, LAC/DR
 

Rapporteur: Carol Peasley
 

Reading: None
 

'RIDAY, February 	5 

:00-10:45 	 Policy Reform and Sustainable Development: Congress, PVO's, 
and A.I.D. 

The purpose of this session is to highlight the issues, problems, and trade
ffs involved in attempts to reform U.S. foreign assistance policy. The session will 
ddress PVO interests, political constraints in Congress, and A.I.D. perspectives. 
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Issues/Questions: 

1. 	 How can Congress, the PVO community, and A.I.D. develop a consensus 
about A.I.D.'s role in policy reform? 

Mode:ator: 	 Michael Rock 

Resource Ray Love, Counselor to the Agency
 
persons: George Ingram, House Foreign Affairs Committee
 

Richard Collins, Senate Appropriations Committee
 
Charles Sykes, CARE
 

Rapperteur: 	 Margaret Goodman 

Reading: 	 "Report Language from Conference Committee on the African 
Development Fund," undated, pp. 14-18 and 6-15 to 6-18. 

11:"-12:30 Preparation of Report to the Administrator 

The purpose of this session is for the participants to prepare a report for the 
meeting with the Administrator. 

12:30-3:30 Lunch and Report to the Administrator 

The purpose of this session is to report workshop results and discuss them 
with the Administrator. 
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POLICY REFORM AND SUSTAINABLE DEVELOPMENT
 
WORKSHOP PARTICIPANTS
 

February 1-5, 1988
 

ADVISORY COMMITTEE 

Martin Dagata, Deputy Assistant Administrator, Bureau for Program and 
Policy Coordination, A.I.D., Rm. 3942 NS, (202) 647-8899. A.B., Trinity College;
M.A., University of Denver, Harvard Fellow, Center for International Affairs. 
Mr. Dagata first served in A.I.D. as Assistant Program Offic3r in Panama in 1968. 
He has worked in the Latin America Bureau, as Deputy Director in Honduras in 
1976, in the Africa Bureau as Director of Southern African Affairs, and as Mission 
Director in Tunisia and El Salvador. He was also Acting Mission Director in 
Jamaica and Director of the Office of Caribbean Affairs, Washington. 

James Fox, Chief, Economic Affairs Division, Bureau for Latin America and
 
the Caribbean, Office of Development Programs, A.I.D., Rm. 2246 NS, (202) 647
5668. Ph.D. in Economics, University of North Carolina. He has worked in
 
Colombia as a Program Economist, and in the Asia Bureau and the Latin America
 
and Caribbean Bureau. He has also served as International Economist, U.S. De
partment of the Treasury, 1977-1982, and has conducted research in the area of
 
Development Finance.
 

Robert Haligan, Director, Office of Personnel Management, Bureau for 
Management, A.I.D., Rm. 1418 SA-1, (202) 663-1309. B.A., Economics, C.W. Post 
College; post graduate, Princeton University. Mr. Halligan has been with A.I.D. 
since 1962 when he was International Relations Officer, Thailand, Asia Bureau. 
He served in Nigeria as Assistant Program Officer and worked in Vietnam, and 
then Thailand, where he was Regional Economic Development Officer. 'He was 
Program Officer in the Philippines and Program Analyst, Office of Development 
Programs, Bureau for Asia. From 1978-81 he was Director of the Office of Devel
opment Planning, Bureau for Asia; 1982-85, Mission Director in Thailand and 
1985-86 Director of Office of Procurement, Bureau for Management. 

Alexander R. Love, Counselor to the Agency, A.I.D., Rm. 5942 NS, (202)
647-8596. BS, University of California, Berkeley; M.B.A., Harvard University. 
Mr. Love served in the Asia Bureau as financial analyst from 1972 to 1978, in 
the REDSO East Africa Regional Development Office from 1978-1981. He was 
Assistant Administrator for Africa from 1982-1987. 

Jerry Wolgin, Chief, Policy Analysis and Research Division, Office of Develop
ment Planning, Bureau for Africa, A.I.D., Rm. 3909 D NS, (202) 647-2994. He 
holds a Ph.D.in economics from Yale University, and has served in A.I.D., in PPC 
and the Africa Bureau. He was also assistant professor of Economics at Wayne
State University, 1973-79 and a Project Specialist at the Ford Foundation, 1974
76, and has conducted research on the political economy of development. 

GUEST PARTICIPANTS/RESOURCES 

Richard Collins, Clerk, Subcommittee on Foreign Operations, Senate Ap
propriations Committee. Rm. S-128, U.S. Capitol, Washington, D.C. 20510, (202) 224
7205. Phi Beta Kappa graduate in Political Science from the University of 



Connecticut; graduate studies, Johns Hopkins School of Advanced International
 
Studies. He joined the Senate staff in 1971 and is presently staff director of
 
the Appropriations Subcommittee on Foreign Operations, with oversight of 
security 
assistance programs. 

Vinod Dubey, Director, Economic Advisory Staff, The World Bank, 1818 H
 
Street, Rm. E3069, (202) 477-8051. Before joining the Ban' , Mr. Dubey taught

economics at the University of Allahabad in India. AHe joined the Bank in 1965
 
as economist in the Creditworthiness Studies Unit. He was chief economist for
 
Europe and the Middle East, and from 84-85 was Director of the Country Policy

Department. Mr. Dubey has addressed the Development 
 Studies Program on the
 
shift to policy based lending in donor organizations.
 

Margaret Goodman, Staff Consultant, House Foreign Affairs Committee,
(202) 225-5021. M.A., Johns Hopkins School of Advanced International Studies.
 
As Foreign Affairs committee consultant, she has had oversight of foreign assis
tance legislation since 1977. In addition, she was President of the Washington

Chapter of the Society for International Development, 1982-84, and Member of
 
the International Governing Committee of SID from 1985 to the present.
 

George Ingram, Senior Staff Consultant, House Foreign Affairs Committee, 
Room 2170 Rayburn Office Building, Washington D.C. 20515. (202) 225-5021. B.A.,

University of Northern California, M.A., Johns Hopkins School of Advanced Inter
national Studies, Ph.D, Economics and Political Science, University of Michigan.

He has worked for the past fifteen years with the Committee on Foreign Affairs,
 
responsible for economic policy and Latin America. 

Charles Sykes, Director, Washington Liaison Office, CARE, 2025 1 Street,
N.W. Suite 1001, Washington, D.C.,20006, (202) 223-2277. Mr. Sykes worked twenty
 
years with CARE overseas in Greece, Poland, Pakistan, India, Egypt, and the
 
Dominican Republic. He opened the Washington Liaison Office in 1980. In addition
 
to his work with CARE, Mr. Sykes is Co-Chair of the Policy Committee of Inter-

Action, a coalition of 112 U.S. PVOs working in the international field. InterAction
 
is intended to provide a focal point for group action on development issues. He
 
has also co-chaired the Coalition on Food Aid Policy and Programs, a group of
 
10 PVOs and Cooperatives with hands-on experience with Food Aid programs in
 
developing countries. He is also a of the Board of themember Washington Chapter
of the Society for International Development. 

Alan Tait, Deputy Director, Fiscal Affalrs Division, International Monetary
Fund, 700 19th Street, N.W., Washington, D.C., (202) 623-8725. Mr. Tait is re
sponsible for Fund programming and fiscal policy. His research interests are in 
the area of tax policy. He has spoken frequ.ently about the impact of fund pro
grams on the distribution of income and wealth. 

A.I.D. PARTICIPANTS/RESOURCES 

Duane Acker, Agency Director for Food and Agriculture, Bureau for Science
and Technology A.I.D., Rm. 311, SA 18, (202) 235-9012. Dr. Acker, a specialist in 
animal science, p:)ined the Agency July 1, 1987. He was for eleven years President 
of Kansas State University and was Vice Chancellor at the University of Nebraska 
and Dean and Director of Agricultural Programs at South Dakota State University. 
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He has worked on agricultural programs in the Philippines, Nigeria, Botswana, 
Argentina, and Swaziland. He just completed service on the Board for Interna
tional Food and Agriculture Development and he Board of the Federal Reserve 
Bank of Kansas City. 

Peter Askin, Chief, Executive Personnel Management Staff, Bureau for Man
agement, Office of Personnel Management, A.I.D., Rm. 1426 SA 1, (202) 663-1308. 
M.A., Montana State University. He joined the Latin America Bureau in 1969, 
served in Vietnam as Deputy Program Officer, as Deputy Assistant Director in El 
Salvador in 1977, as Regional Office Director of ROCAI, 1980, Mission Director, 
El Salvador, 1980, and Regional Development Officer of the Latin America and 
Caribbean Bureau, 1982. 

Walter Bollinger. Deputy Assistant Administrator, Bureau for Africa, A.I.D., 
M.A., Columbia University, has served in the Asia Bureau; in Indonesia; aE Mission 
Director in Jordan, 1981; as Assistant Administrator, Bureau for Food For Peace 
and Voluntary Assistance, 1984. 

Dennis Brennan, Deputy Assistant Administrator for Technical Cooperation, 
Bureau for Science and Technology, A.I.D., Rm. 4942 NS, 647-4871. Law degree, 
Georgetown University. He joined A.I.D. in 1968 in Thailand, served in Indonesia 
as Project Development Officer, 1970; Near East Bureau; Asia Bureau; Nepal 
Foreign Affiars officer, 1981; Mission Director, Nepal, 1983; Senior Assis
tant Administrator, S&T, 1985. 

Terrance Brown, Office Director, Development Resources, Bureau for Latin 
America and the Caribbean, A.I.D., Rm. 2248 NS, 647-9149. M.A., Tufts University.
He joined A.I.D.in 1972 in Nicaragua, was Project Development Officer in El 
Salvador, 1973; LAC Bureau; and Bolivia. 

Charles Costello, Director, Office of Central American Affairs, Bureau for 
Latin America and the Caribbean, A.I.D., Rm. 5258 A, NS, 647-6156. Law degree 
from University of CaliforAia, joined A.I.D. in the Asia Bureau in 1975; served in 
the General Counsel's office, Near East Bureau, 1976; Legal Advisor in Bolivia, 
1976; Assistant Director in Kenya, 1981; Mission Director in Guatemala, 1982; and 
Regional Development Office of Latin America and Caribbean Bureau, 1986. 

Michael J. Crosswell, Economist, Bureau for Asia and the Near East, Devel
opment Program Office, A.I.D., Rm 5258, NS, 647-9246. M.A. and Ph.D. from 
Northwestern University, joined A.I.D. in 1977; has served as a financial economist 
and economist in PPC, IIA/EA, ASIA/DP, ANE/ASIA/DP, and ANE/DP. 

Owen Cylke, Acting Assistant Administrator, Bureau for Food for Peace and 
Voluntary Assistance, A.I.D., Rm. 225 SA-8, 235-9418. Mr. Cylke has worked 
with A.I.D. since 1972 in the Africa Bureau as deputy regional development 
officer, as Deputy Mission Director in Afghanistan in 1977, as Deputy Mission 
Director in Egypt in 1979, as Mission Director in India, 1983. 

Carol Peasley, Director, Office of Project Development, Bureau for Africa, 
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Chapter 5 

East Asian "Models": 
Myths and Lessons 

Reprinted with Permission from
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New Jersey, 1986.
 

Colin I. Bradford, Jr. 

Not long ago, surveys by the "pioneers" of development theory were 
gloomy about the prospects of this subdiscipline of economics. 
W. Arthur Lewis, for example, noted in 1984 that "development 
economics is said to be now in the doldrums."' Some critics even 
have gone so far as to hail the demise of development economics. 2 

It is odd that development economics shou'd be perceived by 
some to be in such dificulty in the wake of a period in which there 
has been remarkable development success. New concepts and ter
minology for categorizing the developing world are required today 
precisely because of the increased differer.tiation among countries 
over the last two decades. The term "Third World" no longer seems 

appropriate. Arthur Lewis has called the rapid growth rate of the 
"success stories" of the developing world an "outcome without pre

cedent."3 Yet, as Albert Hirschman has observed, development eco

nomics seems to have suffered more than profited from development 
success: "The concept of a unified body of analysis and policy recom
mendations for .all underdeveloped countries, which contributed a 

gceat deal to the rise of the subdiscipline, became in a sense a 

victim of the very success of development and its unevenness. 
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The Debate: Theory, )'ofitics, ana. ruiimy 

There has traditionally been a healthy tension between economics 

as a discipline and development economics as a subdiscipline. With 

and with development
economics becoming increasingly formal, 


economics confronting diversity in economic performance and un

derstandably falling short of a single theory to account for differ

entiation, the tensions have grown. The debate has heated up in
 

recent yearb as more theoretically inclined economists have cele

brated the triumph of neoclassical assumptions in the development
 
is the latest man

in East Asia. Thih celebration success stories the viewcalls "monoeconomics"-of what Hirschmanifestation 
that there is only one economics just as there is only one physics. 5 

The rapture with which the East Asian cases are celebrated derives 

from the view that they constitute proofs of the results achieved 

when neoclassical theory, relying on markets and getting prices to 

reflect real scarcities, is put into practice. It is a way for economics 

economics by destroying the sub
to take over development 
discipline's basic underlying premise: th"at developing countries are 

require differentmarket economies andfrom advanceddifferent 
theories and policies to promote development. Not surprisingly, this 

attempted takeover has spurred a lively response.
goes beyondEast Asia-. cases

The highlighting of the the 

boundaries of economics. It is rooted in the larger realm of public 

opinion, where confidence in the market system was shaken in the 

last two decades by stagflation, oil shocks, productivity declines, 

and perceptions of loss of power in the United States and Western 

Europe. In the wake of the crisis of the welfare state in the West and 

the rise of fiscal deficits as a generalized problem, there has been a 

reaction that argues in favor of a reduced role for the state in the 

economy and an enhanced role for market forces. This reaction in 

the West has been given further encouragement by interpretations 

of the success stories of Hong Kong, Singapore, Taiwan, and Korea 

as having been market-driven. Commenting on such explanations, 

Staffan Linder has argued that: "This will yield what may be called 

an ideological effect. Political thought and economic thinking will 

in the old industrial countries, where faith in the 
be influenced 

brought these countries their wealth is again 
system which once 
rising after a long period of erosion."6 

In addition, of course, this trend in public opinion has been 

and reflected in the political thrust of the Reagan,
reinforce' 
Thatcher, and Kohl governments, which have extolled the virtues of 

the marketplace and built their political support on opposing thr 
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governmental structures that they themselves command. The result is that the political mood of our time is to trust most govern
ments that govern least. This political outlook has carried over intoNorth-South relations. Jagdish Bhagwati has commented in a recent lecture that: 

The Reagan administration's revisionist approach to 
North-South relations was twofold. It not merely sought toreverse what it perceived as an ideological surrender to statism
and intervention in the different multilateral agencies via theirvery existence or through their methods of functioning. It also 
proceeded, in consequence, to become intolerant of the pluralistic political and economic approaches to development. 

The conviction with which the advantages of the invisiblehand, and the disadvantages of the visible hand, were propagated and sought to be imposed on the faithless infidels whenever possible tempts one to describe this period as The Age of 
Certainty.7 
A second extension of the debate beyond the confines of economic theory is the convergence of views between the short-runstabilization requirements of the International Monetary Fund(IMF) and the longer-run development policy perspective now predominant in the World Bank. During the 1970s success storiesoccurred not only in East Asia but in many regions: in LatinAmerica (Mexico and Brazil), in Southern Europe (Portugal, Spain,Turkey), and in Eastern Europe (Yugoslavia, Poland, Hungary).However, the greater exposure of Latin America to financialshocks-due to its large variable-interest-rate debt-led to a stylized contrast between the development trajectories of East Asia andLatin America. The stylized version highlights Latin Americas
policies as inward-oriented, interventionist, import-substituting
while the East Asian model is seen as outward-oriented marketdriven export promotion based on internal liberalization.


The stylized version of the East Asian success stories meshes
with the conclusions of the price distortion research presented in
recent annual volumes of the World Bank, World Development Report.8 The research concluded that high price distortion was associated with low growth; and, conversely, low price distortion wasassociated with high economic growth.s Further World Bank research showed "that big distortions also lead to slower growth ofexports and a greater likelihood of debt-servicing difficulties."1oIf the commitment to an outward-oriented growth strategy isconstrued to mean internal liberalization, then adopting the styl



ized version of the East Asian model will achieve high economic 

growth through both efficiency gains and increased exports."' In 

explaining why the economic growth of the Asian-Pacific countries 

has outpaced that of other countries, Helen Hughes has observed 

that: "The only hypothesis that explains why some developing coun

tries have grown rapidly, while others have not, links the adoption 

of a positive development philosophy with a policy framework that 

leads through market mechanisms to efficient resource allocation 

and utilization."'12 

fits well with the IMF's short-runThis stereotyped contrast 
demand management stabilization policy outlook. In the late 

1970s, there had been greater flexibility in the policy approach of 
1979 Executive Director's

the Fund, most notably in the March 

conditionality guidelines, which embodied not only the possibility 

of medium-run stand-by arrangements, but also more sensitivity to 

social and political constraints and more openness toward supply

side dimensions of policy emphasizing additional investment and 

economic growth. The recent predominance of the more orthodox 

for price stability and balance-of-payments equilibriumconcerns 
has overshadowed the structural elements in the 1980s. 

The idealization of the East Asian model as having succeeded 

in development through getting prices right for resource allocation 

and the shift toward demand-management stabilization reasons 
policies that emphasize getting prices right to achieve balance-of

payments equilibrium constitute a consistent policy package. Both 

emphasize the need to give priority to removing import controls and 

adjusting the exchange rate to bring internal prices into alignment 

with world market prices. Both emphasize price stability and open 

markets prior to economic growth and export promotion. Both ar

gue that the costs of the new orthodoxy of liberalization and conven

tional stabilization will be compensated for by balance-of-payments 

equilibrium and efficiency gains in the short run and by export-led 

growth in the longer run. 
The short-run requirements of conventional stabilization are 

with the policy reforms-based on the East Asian
consistent 

in the long run. It could be arguedmodel-necessary for success 
conventional wisdom about stabilizationthat this signals a new 

that gives the Fund and theand development-a new consensus 
a single, uniform policy approach-one that spells the tri-

Bank 
umph of neoclassical economics over development economics. If one 

believes the orthodoxy, "monoeconomics" prevails in both theory 
and practice. 



. ne L ast Asian Experience: Another Look 

Closer study of the East Asian economies reveals a different expla
nation of their success. The story is more complex, and not so easily
told or summarized, as is necessary here; but it is precisely this 
complexity that creates some doubt about the advisability of con
struing the East Asian cases as a singular model for economic 
policy. First, there are differences among the four principal success 
stories-Hong Kong, Singapore, Taiwan, and Korea. Of the four, 
Hong Kong is thc; closest to the stylized version; Korea is probably
the furthest reroved. 

Second, there are different phases in the development experi
ence of these four countries in which the mix of factors has shifted 
over time; what is true in one period gives way to a different 
configuration in the next. This problem is exacerbated today by the 
lags necessarily involved in publishing results of major research 
projects. Three major studies of development policy became avail
able in the late 1970s, when attention was being focused on success 
of the East Asian success stories and other newly industrializing
countries (NICs).13 These research endeavors mainly focused on 
experience through the mid-1970s. This appeared largely to fit the 
stylized version: a shift from import-substitution industrialization 
to export-led growth seemingly coinciding with a shift from govern
ment intervention to internal liberalization. Studies published in 
the 1980s, focusing on the experience of the 1970s, generally reveal 
a more complex story, involving a mix of private market forces and 
public sector actions that overall yields a more dirigistecast to the 
success story. This general conclusion, too, is out of phase, because 
in the mid-1980s-as the more balanced story of the 1970s is only 
now being highlighted-a shift toward more reliance on markets is 
in fact occurring in several countries. 

Let me illustrate briefly. Wontack Hong estimates that "the 
annual provision of credit subsidies in the Republic of Korea 
amounted to at least 10 per cent of GNP each year on average in the 
1970s."14 He concludes that "the increasing exports of highly
capital-intensive goods may only be explained by the extensive 
subsidies on capital use in Korea in the 1970s."15 Credit rationing
to preferred sectors accompanied this subsidization. Targeting sec
tors and establishing export targets for specific industries played a 
significant role.' 6 Hong finds that the nine largest general trading 
groups increased their share of total commodity exports from 15 per 
cent to nearly 50 per cent from the beginning of the 1970s to the 
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early 1980s and that this increased concentration was "at the ex
pense of the share of small- and medium-size exporting firms."17 
This is not exactly an Adam Smith world of an invisible hand 
operating in an atomistic marketplace of small firms. Although 
these policies had a major effect on Korean economic performanc
in the 1970s, they also had some negative effects that are bein 
corrected in the 1980s.18 

The Brazilian development story, which is not dissimilar from 
that of Korea, also relied heavily on the involvement of the govern
ment in achieving an export boom that began in 1967 and entailed 
a major expansion in the export of manufactured goods in the 
1970s. There is now movement in Brazil toward a more realistic 
exchange rate, a higher real rate of interest, cutting subsidies, 
reducing the public-sector deficit, mobilizing internal savings, and 
providing incentives for private-sector innovation and investment. 
Brazil is trying to continue export promotion and at the same time 
is seeking new opportunities for import substitution. 19 The Korean 
case was also characterized by import-substitution industrializa
tion along with export promotion. A French study comparing Mex
ico and Korea shows that in both countries import substitution took 
place in sectors that were initially protected and then in later 
phases moved toward production for the export market; thus initial
stage industries spurred upstream industries such as steel that 
eventually produced for export.20 The dichotomy between expe 
promotion and import substitution is overdrawn in descriptions 
the experiences of both Brazil and Korea in both the 1970s and in 
the 1980s. 

Taiwan is also interesting from the perspective of the my
thology of East Asian development success. Its trade regime has 
involved very selective management of both the volume and the 
composition of imports to boost the technological capability of the 
economy. Fiscal incentives were highly selective by product, reflect
ing the government's clear sectoral strategy to change the structure 
of the economy. Even though the country's banking system was 
government-owned, credit allocations were less prevalent in Taiwan 
than in Korea. On the other hand, public-sector enterprises con
stituted almost a third of fixed-capital formation in Taiwan in 
contrast to slightly more than a fifth in Korea. In comparison to 
Japan, government expenditures in Taiwan accounted for 30 per 
cent of GNP in contrast to Japan's 19 per cent in the mid-1970s. 
Taiwan also made a strong effort to keep macro policies in balance, 
keeping the exchange and interest rates realistic and inflation low. 
Along with other measures, this helped to keep the prices of laL, 
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capital, and other factors of production close to their scarcity
value.21 

In the Taiwan case, import substitution was also found toaccompany, rather than simply precede, export promotion. As ChiSchive puts it: "During the last two decades, the great success ofexport-led economies in East Asia, in particular Taiwan and SouthKorea, has led critics to label import substitution as inefficient,unnecessary, and even a sin." The results of Schive's analysis ofTaiwan from 1966 to 1976 show that "secondary import substitution is clearly present at the industrial level during the pF:riod whenTaiwan's exports increased rapidly." Schive goes on to say that"secondary import substitution industries in Taiwan seem to havebeen developed with little policy intervention"-.he suggests a fullinvestigation of this question-and that "the sequence of importsubstitution in Taiwan is directly in line with the backward linkagehypothesis," whereby downstream industries are spurred by dy
namic final-goods sectors.22

The Taiwan development experience, then, is very difficult tostereotype either as a market-oriented success story or as an illustration of the triumph of dirigisme and policy intervention.
Instead, its success is due to a mixture of both elements in effective
and powerful interaction-and to a mixture, rather than sequencing, of import substitution and export promotion.

Singapore seems to be another case of development mix rather
than dichotomous choice. Chung M. Wong points out that althoughSingapore has relied mainly on private enterprise, its governmenthas tried to influence resource allocation in various ways, includingincentives to industries regarded as desirable for the country. Hecites the findings of Pang and Tan as having singled out the government as the most important factor behind Singapore's economic 

success. Wong goes on to argue that: 

At present the "pioneer status" (with relief of five to ten yearsfrom the 40 per cent tax on profits arising from an approvedpioneer activity) and the investment allowance incentive (withtax deduction equal to up to 50 per cent of new fixed investmentin plant, machinery, and factory buildings) are the main incentives used in investment promotion. Pioneer certificates arenow mainly awarded to projects manufacturing new and hightechnology products, while the investment allowance incentiveis increasingly being used to promote the upgrading and mechanization of existing operations. Tax incentives are also givento encourage manufhcturers to undertake research and devel
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opment activities. Projects believed to be of strategic impor
tance to Singapore's industrial development can obtain long
term fixed-rate loans at favorable interest rates under the Cap
ital Assistance Scheme (CAS) administered by the Economic 
Development Board.23 

Ralph C. Bryant describes a similar set of circumstances-"the 
gradual extension of incentives and dismantling of constraints"-as 
part of Singapore's "aggressive," "conscious and active" policy to"create an environment for financial activity to flourish."24 This 
priority to the development of the financial sector included favored 
regulatory and tax conditions. Here also, Singapore's emergence 
both as a major exporter of manufactures and as an international 
financial center relied heavily on supportive policies, some of which 
may have temporarily "distorted" prices in favor of priority sectors. 
Markets and private enterprises were also important. Pragmatism, 
rather than ideology or a single-formula model, seems to have been 
crucial to Singapore's success. 

Against this background, it seems a bit overdrawn to conclude 
that "in South Korea and Taiwan, growth did not really start until 
around 1960 when, in both countries, there was a far-reaching 
redirection of economic policies away from regulation and interven
tionism over to a reliance on market mechanisms"25-or that "the 
East and Southeast Asian experience suggests that if the basic 
policy framework is appropriate, only limited sectoral policies are 
required to stimulate areas of actual and potential comparative 
advantage."26 

Conclusions and Implications 
Instead of providing a sound basis for the new conventional wisdom 
on development policy, the experience of the East Asian newly
industrializing countries is at odds with this view. The real story of 
what constitutes successful development is more subtle and indeed 
quite different from what the stereotypes suggest. In the end, effec
tive development relies on both market forces and public policies, 
and even on government intervention; it rests on both import sub
stitution and export promotion. Credit and interest-rate subsidies, 
tax preferences, differential exchange rates, preferential treatment 
of capital goods imports, and other deviations from unfettered mar
ket signals have been integral parts of development policy. As 
Albert Fishlow has pointed out, "the more fundamental proposition 
is that the correctness of the prices must be decided by reference to 
a comprehensive development strategy, not adependently of it."27 
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Sectoral priorities and industrial policies have been essential 
ingredients in the East Asian success stories. In Korea, Taiwan, and 
Singapore, the evolution of the production structure and the com
position of exports was not left to the market but was the result of 
deliberate government design. On balance, the exchange rate, the 
interest rate, the tax system, and public-sector investment were not 
neutral factors subordinate to market forces in these cases; rather, 
they were leading indicators and important instruments of develop
ment strategy. What seems to distinguish the East Asian develop
ment experiences is not the dominance of market forces, free enter
prise, and internal liberalization, but effective, highly interactive 
relationsl.ips between the public and private sectors characterized 
by shared goals and commitments embodied in the development 
strategy and economic policy of the government. The dichotomy
between market forces and government intervention is not only 
overdrawn; it misconceives the fundamental dynamic at work. It is 
the degree of consistency between the two sectors-rather than the 
extent of implicit or explicit conflict-that has been important in 
the successful development cases. A coherent development strategy 
was not only formulated but followed by both the government and 
the private sector in providing an unusual degree of common direc
tion to national energies in these cases. 

The implications of this reality for development theory and 
policy thinking are far-reaching. As uncomfortable as it is for the 
social sciences in U.S. academic institutions to recognize the limita
tions of increased insights through specialization, understanding 
the fundamental courses of development success requires an inter
disciplinary approach. The East Asian cases reviewed here clearly 
suggest this. Arthur Lewis asserts that "the wide range of perform
ance of underdeveloped countries today, of whom one-third have 
been growing continually at more than 5 per cent a year. . . [is the]
kind of question [that] belongs as much to history as it does to 
economic analysis."28 It is interesting to realize that Albert 
Hirschman, whose intellectual role in political economy is seminal, 
views himself as a "dissenter" and that his intellectual framework 
was set inductively through his early experience (1952-56) in Co
lombia. Of that period, he writes that "my instinct was to try and 
understand better theirpatterns of action, rather than assume from 
the outset that they could be 'developed' by importing a set of 
techniques they knew nothing about."29 Lloyd Reynolds, in his 
survey of the spread of economic growth to the Third World, com
ments that the explanation of differences in economic growth "does 
not seem to be mainly in the realm of factor endowments. . . . At 
this point, as a properly modest economist, I disclaim further re



sponsibility and pass the problem to my political science col

leagues."30 

Far from a triumph of "monoeconomics," differential growth in 

the Third World highlights the limitation of explanations derived 

from economic theory alone. The success stories of East Asia poinA 
to a messier realm of interdisciplinary, political-economy research 
with strong historical and inductive methodologies. 

The implications for policy practices in the World Bank and the 

IMF are also important. The eclectic reality of the East Asian cases 

contradicts the conventional wisdom. The consensus in which sta
bilization and development policy paradigms have become fused is 
brought into question. In the name of evenhandedness, it is not a 
helpful circumstance to have our premier international financial 
institutions wedded to a single model of a successful development 
policy or to a narrow definition of an effective stabilization pro
gram. The present convergence of paradigms seriously undermines 
the role of the Fund and the Bank in the world economy by restrict
ing their scope and their effectiveness. It politicizes them by having 
them represent what Staffan Linder has rightly pointed out is an 
ideology, when their role is to be responsive to a variety of types of 
governments and economic systems. 

The most serious result of the formation of the new conven
tional wisdom and the degree to which it has either been impose 
on or embraced by the Fund and the Bank is the degree to which 
this set of ideas, and the molding of Fund-Bank instrumentalities 
in accordance with them, restricts the freedom of national govern
ments around the world to determine their own policies and shape 
their societies in keeping with their distinct values and traditions. 
Lost in the trumpeting of the East Asian success stories are the 
views of others who recognize the excesses of interverdton, who are 
concerned by overburdening the role of the state, who believe that 
getting prices right is an important part of development, but who 
nevertheless see national economic policy and the state as crucial 
instruments for shaping the destiny of their countries according to 
national norms."' 

Given entrenched interests, structural problems, and a highly 
fluid international environment, the state and its economic policies 
can be vehicles for enhancing freedom, self-determination, and 
democratic values. Single-formula solutions are confining at best 
and undermining at worst to policy makers who are seeking to 
balance short-run and long-term requirements, stability and 
growth, real and financial dimensions in defining their nation 
futures and their roles in the world economy. 



The World Bank and the IMF need to exercise more flexibilityand diversity-both in their instrumentalities and in their policyoutlooks-in dealing with the world economy of the mid-1980s andwith the variety of policy mixes that can, in complex and variedcircumstances, be effcctive in coping with the economic challengescurrently facing national leaders. 
The East Asian success stories do indeed provide a model fordevelopment strategies, but one that is different from the stylizedversion. More than this, they illustrate the joining of short- andlong-run policy problems, macro-economic and structural forces, inwhat could be characterized as the new policy nexus.Economic stabilization has been a global problem for nearlytwo decades.32 Between the 1970s and 1980s, however, there was ashift in emphasis. Whereas in the stabilization policies and programs of the 1970s were driven more by inflation, the principaldriving forces in the 1980s are balance-of-payments disequilibriaand debt. The inflation-driven stabilization problems of the 1970sraised an issue of the degree of internal determination versus theextent of external transmission.;: In contrast, economic stabilization issues in the mid-1980s, seem clearly linked with the degree ofopenness of national economies; the degree of interaction betweentrade, macro policy, and financial patterns; and the degree of interdependence among major nations in the world economy, now including new powers from the developing and socialist worlds.34 Thisopen-economy dimension is a major distinguishing characteristic ofthe stabilization problems in the mid-1980s.

A second major characteristic is the degree to which stabilization problems and policies are now embedded with structural issuesrelated to growth, industrial policy, and the international divisionof labor and are not limited, as in the past, to short-run demandmanagement policies. The short-run tensions and t-adeoffs between growth and stabilization are well known in policy experience
and in the literature. In the 1980s, the new element of restructuring has become 
a matter of equal policy priority. The pressure onindustrial structures due to rapid technological change and diffusion and to the transnationalization of both production and financing is now global. France and the United States, Poland and Brazil,Korea and Japan are struggling in different ways and in distinctcircumstances to find their niches in the international division of
labor. 

The embedding of the restructuring issue within theconventional macro-economic more 
framework gives economic policy adecidedly medium-run horizon. For many developing countries, this 

http:worlds.34
http:decades.32


is largerly attributable to the pressures of the debt burden that 
force a longer-term framework for scheduling debt payments and 
projecting export earnings. The need to export in order to finance 
debt adds to the structural pressures to find a niche in the woI 
economy. The design of sectoral development strategies that a. 
consistent not only with internal endowments and capabilities but 
also with the rapidly changing structure of trade re!ations has 
become a more pressing policy imperative. 

Therefore, longer-term financial planning, sectoral develop
ment strategies, and export requirements play a more decisive role 
in shaping short-run macro-economic policies. In turn, macro pol
icies have a crucial bearing on the realization of the longer-term 
goals. The sustainability of short-run macro policies is critical to 
the viability of the longer-run trajectory, just as the long-run trade 
and financial requirements shape short-run policies. Hence, achiev
ing a sustainable balance between growth and stabilization in the 
short run becomes inseparable from the longer-term structural 
dimensions. The policy nexus of growth, stabilization, and restruc
turing now poses the central challenge for economic policy makers. 

If there is a "new synthesis" of development strategies, it is that 
the confluence of these formerly separate forces and perspectives 
defining the policy nexus of the 1980s requires a new fusion of 
structurally oriented development and macro-economic polici I 
The East Asian success storierj provide models of this new syn
thesis, integrating the multifacet,,,d elements of policy into an effec
tive strategy, eschewing one-dimensional solutions rather than en
shrining them. 
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In the industrial market economies prices play a 
pivotal role in the allocation of resources. The cen
trally planned economies have also started to move 
in that direction, and in developing countries there 
is a growing body of evidence on the benefits of 
using prices to reflect scarcities and encourage 
growth. Remunerative prices helped foster South 
Asia's agricultural development in the 1960s, and 
competitive exchange rates contributed to the ex-
port successes of several East Asian countries in 
the 1970s. 

Yet government development programs often 
still concentrate more on the quantity of saving, 
investment, and output than on prices. Where 
governments have intervened directly in prices, 
they have often proauced unintended results. Price 
controls to improve income distribution, for ex-
ample, have sometimes ended up hurting the 
poorest-as when loiv food prices, intended to 
benefit the urban poor, reduce the incomes of the 
(more nu.imerous) rural poor. Similarly, import 
controls designed to save imports and improve the 
balance of trade have often harmed exports and 
home production and ended up worsening the 
trade balance. Controlled low interest rates in-
tended to help investors and farmers often ended 
up reducing the pool of savings available and forc-
ing small investors and farmers to rely on high 
interest rates in black or informal markets. Pricing 
policy became increasingly critical in the 1970s be-
cause of the international upheavals in energy 
prices, interest rates, and exchange rates. 

This chapter reviews the extent of price distor-
tions in developing countries in the 1970s and 
assesses their impact on growth. The main con-
clusion is that during the 1970s price distortions 
were serious in many developing countries. Those 
countries with the worst distortions experienced 
Pignificantly lower domestic saving and lower out-
put per unit of investment, thus leading to slower 
growth. 

Price distortions 

The issue of price distortions has been widely re
searched and debated in recent years and has been 
reviewed in several earlier World Development Re
ports. Distortions exist when the prices of goods 
and services, as well as of capital and labor, do 
not correctly reflect their scarcity. For goods that 
are internationally traded, scarcity is generally in
dicated by international prices (a fuller discussion 
is given in Box 4.1). 

Price distortions may be caused by monopolistic 
bendencies in the private sector or by government 
intervention. It is possible for government inter
ventions, if properly designed, to correct distor
tions. In most instances, however, price distor
tions are introduced by government directly or 
indirectly in pursuit of some social or economic 
objective, sometimes deliberately, sometimes in
cidentally. 

In most cases, these price-distori,.g policies have 
their origin in a complex set of political and eco
nomic factors. In the 1950s the dominant theories 
of economic development played down the power 
of prices and the degree of flexibility in resource 
allocation. Instead, inward-looking trade policies 
were favored by governments in many newly in
dependent countries, partly in reaction to the co
lonial power's keenness to export their agricultural 
products and to import industrial products from 
the metropolitan country. In other countries, par
ticularly in Latin America, governments wanted 
to be less dependent economically on the domi
nant industrial powers. Many of the controls lead
ing to distortions were imposed in response to 
scarcities of foreign exchange, or capital, or certain 
goods (particularly during and after World War 
II); but the controls were often continued even 
after their rationale had vanished. Often distor
tions have arisen as the unintended by-product of 
inflation under a regime of fixed exchange rates. 
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As background research for this Report, the 
available facts on price disortions have been col-
lated for thirty-one developing countries, repre-
senting more than 75 percent of the population of 
the developing world excluding China. The analy-
sis concentrates on distortions in the prices of for-
eign exchange, capital, labor, and infrastructure 
services (particularly power). Distortions are not 
measured against some theoretical ideal, but are 
practical approximations commonly used in policy 
analysis. For example, to measure distortions in 
the pricing of foreign exchange, one should ideally 
measure the effective exchange rates for imports 
and exports as they deviate from the "equilib-
rium" rate. In practice, it is difficult to calculate 
equilibrium exchange rates; policy discussions 
generally focus on changes in real effective ex-
change rates from a base period, together with the 
effective protection or taxation of traded goods. 
Similarly, distortions in interest rates are judged 
by how far interest rates were negative in real 
terms; in wages, by movements in real wages rel-
ative to productivity adjusted for changes in the 
terms of trade; in the value of money, by high 
and accelerating inflation; and in infrastructure 
prices, by the rates of return in utilities. The es-
timated price distortions are found to be inversely 
related to growth and efficiency, but there is no 
strong evidence of such distortions leading to any 
gain in equity. 

Exchange rates 

Changing the real exchange rate can be a powerful 
tool for balancing trade without burdening the ad-
ministrative system and without distorting do-
mestic incentives. Yet in the 1970s in many coun-
tries with a large balance of payments deficit, the 
exchange rate was allowed to become overvalued 
in relation to the purchasing power of the cur
rency. This lack of competitiveness became par-
ticularly serious in sub-Saharan Africa, where the 
average real effective exchange rate appreciated by 
44 percent between 1973 and 1981. (The real ef-
fective exchange rate is here defined as the import-
weighted exchange rate adjusted by the ratio of 
the domestic consumer price index to the import-
weighted combination of consumer price indices 
in the trading partners.) Several African countries 
now find that producers of traditional export crops 
cannot be paid enough to cover their costs of pro-
dution, even though these are the crops for which 
they have a strong comparative advantage. (Cocoa 
in Ghana is an obvious example and is discussed 

in Chapter 8, Box 8.1.) While the problem was 
generally less severe for other regions, in several 
countries an overvalued exchange rate harmed not 
only the balance of payments but also their growth. 
Even in such countries as Argentina, Chile, Sri 
Lanka, ani Uruguay, which initiated programs of 
economic reform during the 1970s, the real ex
change rate was subsequently allowed to appre
ciate and thus weakened their reform programs. 

Trade restrictions 

Trade restrictions have often led to high and var
iable rates of protection between different manu
facturing industries. By contributing to an over
valued exchange rate, such restrictions have 
inadvertently discriminated against both exports 
and agriculture. In several countries (such as Cam
eroon, Ghana, Senegal, Tanzania, and Turkey), 
this bias against exports has been supplemented 
by export taxes or even outright restrictions, some
times leading to increased agricultural imports at 
the expense of domestic production. 

When import controls are intended to protect 
infant industries, they are rarely geared to pro
mote an industry's long-run growth potential; nor 
are they reduced even after the industry has reached 
adolescence. The loss of efficiency resulting from 
such policies can be considerable. In extreme 
cases-steel in Bangladesh, tin cans in Kenya, and 
cars in Thailand-the foreign exchange cost of im
porting raw materials and capital significantly ex
ceeds the foreign exchange cost of importing the 
finished products. Apart from these losses, the 
system of protection in many developing countries 
has become a serious administrative burden and, 
by giving windfall gains to those who obtain im
port licenses, often makes the distribution of in
come more unequal as well. 

Interest rates 

Overvalued exchange rates and low tariffs on im
ported capital goods encourage capital-intensive 
techniques at the expense of creating jobs. These 
tendencies are strengthened when interest rates 
charged to borrowers (and paid to savers) fall short 
of the inflation rate. At various times in the 1970s, 
negative real interest rates were almost a world
wide phenomenon. But they were particularly se
vere and persistent in countries such as Argentina, 
Brazil, Ghana, Jamaica, Nigeria, Peru, and Turkey, 
frequently reaching double figures. Such negative 
real interest rates not only penalize savers and 



stimulate capital outflows but also encourage ex-
cess demand for credit-which is then suppressed 
by rationing loans, causing more administrative 
burdens. 

Costs of labor 

Capital-intensive investment has also been en-
couraged where the price of labor has been in-
creased by unrealistic minimum wage laws and 
social security taxes. In many mineral-based 
economies, especially in Africa and Latin America, 
the drive for higher mining wages has spread to 
other sectors. This has pushed labor costs far above 
those of competitors, and encouraged rural people 
to leave the land in pursuit of the high wages paid 
to those lucky enough to find jobs in the urban 
sector. In some Latin American countries in the 
1970s, social security contributions have added up 
to 20 percent to the cost of labor. In the 1970s 
wage negotiations in several countries (such as 
Ivory Coast and Sri Lanka) failed to allow for de
terioration in the country's terms of trade. As a 
result, real wages grew significantly faster than 
productivity adjusted for changes in terms o, trade. 

Infrastructuralservices 

The rapid increases in international costs of energy 
and capital in the 1970s required correspondingly 
higher prices for infrastructural services, which are 
generally both energy and capital intensive. With 
the exception of some oil-exporting countries and 
some energy products, most developing countries 
have adjusted domestic energy prices to interna-
tional levels. However, infrastructure prices have 
been raised too slowly to judge by the low rate of 
return on capital achieved by power utilities. A 
review of sixty countries conducted by the World 
Bank in 1980 showed that about half had low (less 
than 4 percent) rates of return, whiile several in-
curred losses. In transport and water supply, rates 
of return are not available for any sizable sample 
of countries, but the indications are that most 
countries fail to recover the full costs of these 
services. Such underpricing not only increases 
demand for these capital- and energy-intensive 
services but also undermines the financiai viability 
of the agencies supplying them. 

Inflation 

The 1970s was a decade of rising inflation the world 
over, with most developing countries experiencing 

double-digit rates. Nearly all the countries that 
had high-15 percent a year or more-inflation in 
the 1960s (such as Brazil, Chile, Republic of Korea, 
and Uruguay) continued in that category in the 
1970s, and many others joined their ranks. In sev
eral countries (such as Argentina, Bolivia, Chile, 
Ghana, Mexico, Nigeria, and Turkey), the rate of 
inflation in the 1970s was high, and several times 
that in the 1960s. Rapid and accelerating inflation 
undermines allocative efficiency because it in
creases uncertainty and induces savers to invest 
in unproductive "inflation hedges" such as real 
estate, consumer durables, gems, and foreign cur
rency deposits. Some countries have developed 
complex systems for indexing wages and prices to 
compensate for inflation, though this is adminis
tratively costly and tends to penalize those (mostly 
poor) people outside the indexation system. Where 
indexation does not exist, the "inflation tax" con
tributes to a growing sense of social and economic 
injustice. 

Linkages among distortions 

Most price distortions are connected: some coun
teract each other, others are reinforcing. For ex
ample, an overvalued exchange rate tends to offset 
the degree of protection given by tariffs, but it 
increases the bias against exports caused by export 
taxes. Consumer subsidies may moderate the 
pressures for raising wages but exacerbate infla
tionary pressures through increa,,.ing budgetary 
deficits. Low interest rates and transport prices for 
farmers, along with subsidized inputs, may coun
terbalance the losses they suffer from an overval
ued exchange rate. Similarly, agricultural protec
tion works not only through its effects on agriculture 
but also through its effects on wages and industrial 
efficiency. 

It is therefore not enough to judge the efficiency 
of allocation on the basis of individual distor
tions-as is done, for example, when growth is 
related just to inflation or just to interest rates. 
Some composite measure of price distortions is 
needed. Nor is it enough to analyze only static 
efficiency. Price distortions that produce a loss of 
static effiiency might nevertheless increase dy
namic efiiciency, or they might produce cumula
tive dynamic losses. Finally, it is hard to know at 
what point investment encouraged by protection 
or subsidized interest rates becomes profligate. The 
answers to these questions must be sought from 
empirical evidence. 

That evidence is set out in Figure 6.1. For each 
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TABLE 6.1 
Indices of price distortions and various components of growth in the 1970s 

Domestic 
Simple Annual GDP Simple savings Simple

Distortion group growth rate group income ratio group
Country index average (percent) average (percent) average 

Malawi 1.14 6.3 14 
Thailand 1.43 7.2 21
Cameroon 1.57 5.6 18 
Korea, Rep. of 1.57 9.5 22
Malaysia 1.57 1.56 7.8 6.8 20 21.4 
Philippines 1.57 6.3 24 
Tunisia 1.57 7.5 27 
Kenya 1.71 6.5 19 
Yugoslavia 1.71 5.8 27 
Colombia 1.71 5.9 22 

Ethiopia 1.86 2.0 8 
Indonesia 1.86 7.6 22 
India 1.86 3.6 20 
Sri Lanka 1.86 4.1 13 
Brazil 1.86 1.95 8.4 5.7 22 17.8 
Mexico 1.86 5.2 22 
Ivory Coast 2.14 6.7 24 
Egypt 2.14 7.4 12 
Turkey 2.14 5.9 17 

Senegal 2.29 2.5 8 
Pakistan 2.29 4.7 7 
Jamaica 2.29 -1.1 16 
Uruguay 2.29 3.5 14 
Bolivia 2.29 4.8 20 
Peru 2.29 2.44 3.0 3.1 21 13.8 
Argentina 2.43 2.2 22 
Chile 2.43 2.4 14 
Tanzania 2.57 4.9 12 
Bangladesh 2.57 3.9 2 
Nigeria 2.71 6.5 21 
Ghana 2.86 -0.1 9. 

Overall average 2.01 5.0 17.4 

Not available. 
a. Increase in real GDP valued at current prices divided by investment at current prices. This is the reciprocal of the incremental-capital-output
ratio, adjusted for differential rates of inflation in investment goods and GDP. It is thus equivalent to incore rate of return on revalued 
capital. 
b. GDP growth rates were negative. 
Source: World Development Report 1982. 

of the major prices, distortions are classified as 
high, medium, or low on the basis of available 
figures and the qualitative judgments of Bank staff, 
For a particular country the degree of distortion 
may be widely different for different prices. A 
composite index was therefore obtained by cal-
culating an average of price distortions (see Box 
6.1). Figure 6.1 ranks countries in order of increas-
ing distortion in the 1970s: Malawi, Thailand, 
Cameroon, the Republic of Korea, and Malaysia 
have the lowest distortion, while Argentina, Chile, 
Tanzania, Bangladesh, Nigeria, and Ghana are in 

the "high" category. It is interesting to note that 
these groups contain a mixture of countries, un
connected by geography, natural resources, or de
gree of government activism. 

Price distortions and growth 

A large body of theoretical literature has demon
strated how price distortions result in a loss of 
efficiency. At an empirical level, studies of Brazil, 
Chile, Pakistan, Philippines, and Turkey relating 
to the 1960s estimated that the costs of distorted 



Additional output Annual growth 
per unit of Simple rate Of Simple 
investment" group agriculture group 

(percent) average (percent) average 

25.3 	 4.1 
27.6 	 4.7 
26.3 	 3.8 
31.1 	 3.2 
32.6 27.6 5.1 4.4 
23.1 	 4.9 
31.4 	 4.9 
32.7 	 5.4 
18.4 	 2.8 
27.4 	 4.9 

30.7 	 0.7 
40.1 	 3.8 
15.6 	 1.9 
22.2 	 2.8 
35.5 26.9 4.9 2.9 
23.4 	 2.3 
25.5 	 3.4 
24.2 	 2.7 
24.5 	 3.4 

12.8 	 3.7 
28.1 	 2.3 

. .b 0.7 


20.9 	 0.2 
22.7 	 3.1 
21.5 16.8 0.0 1.8 
10.7 	 2.6 
15.1 	 2.3 
23.9 	 4.9 
22.3 	 2.2 
23.8 	 0.8 
. b 	 -1.2 

23.2 	 3.0 

prices due to trade restrictions alone could have 
amounted to 4 to 10 percent of their GNP. Those 
countries that embarked on programs of correcting 
prices in the 1960s (for example, Brazil, Colombia, 
and the Republic of Korea) also showed significant 
gains in output (and employment) resulting from 
these liberalization efforts. More recently, as re-
counted in the 1981 World Development Report, it 
has been found that countries which avoided dis-
torting trade policies were typically more success-
ful in adjusting to external shocks in the 1970s 
than those with distorted prices. 

Annual growth Annual growth 
rate of Simple rate of Simple 

industry group export volume group 
(percent) average (percent) average 

7.0 	 5.7 
10.0 	 11.8 
8.6 	 2.5 

15.4 	 23.0 
9.7 9.1 7.4 6.7 
8.7 	 7.0 
9.0 	 4.8 

10.2 	 -1.0 
7.1 	 3.9 
4.9 	 1.9 

1.4 	 -1.7 
11.1 	 8.7 
4.5 	 3.7 
4.0 	 -2.4 
9.3 6.8 7.5 3.9 
6.6 	 13.4 

10.5 	 4.6 
6.8 	 -0.7 
6.6 	 1.7 

3.7 	 1.2 
5.2 	 1.2

-3.5 	 -6.8 
5.2 	 4.8 
4.3 	 -1.6 
3.7 3.2 3.9 0.7 
1.8 	 9.3 
0.2 	 10.9 
1.9 	 -7.3 
9.5 	 -1.9 
8.1 	 2.6 

-1.2 	 -8.4 , 

6.1 	 3.5 

Statistical analysis of the relationship between 
the price distortion index and growth in the 1970s 
confirms these earlier findings. The average growth 
rate of those developing countries with low dis
tortions in the 1970s was about 7 percent a year
2 percentage points higher than the overall aver
age. Countries with high distortions averaged 
growth of about 3 percent a year, 2 percentage 
points lower than the overall average. 

The relation between price distortions and the 
various components of growth is presented in Table 
6.1. High distortions are associated with low do
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FIGURE 6.1 

Price distortions and growth in the 1970s 
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In this figure countries are listed in order of increasing degree 
of distortion in prices. In the first section, the color of the 
squares indicates the degree of dlistortion in the principal cat-
egories of prices. *Uhe middle section is a composite index of 
price distortion for each country: as aicountry's distortion index 

increases, the color of the circle changes from yellow to red. In 
the right hand section, the blue circles show the actual annual 
rate of growth of GDP; the green circles are estimates of GDP 
growth obtained by a regression relating growth to the distor
tion index. 



Box 6.1 Price distortions and growth: a statistical analysis
 

In Figure 6.1 the distortion indices in ma- these circumstances the composite dis- sidered in a more complete explanation 
jor prices are classified as low, medium, tortion index in Figure 6.1 is obtained as to account fully for the variation in growth 
and high. For statistical analysis, these a simple unweighted average of the in- rates. Thus as shown in Figure 6.1, Bra
categories were replaced by numbers 1, dividual distortions. zil, Egypt, Indonesia, Nigeria, Republic 
2, and 3 respectively. For the panel of The figures on growth rates and dis- of Korea, and Ivory Coast did much bet
thirty-one countries, the degree of dis- tortion indices show that the relatively ter than would have been predicted by 
tortion in each price, thus defined, was high (top one-third) distortion countries the regression equation, and Ethiopia, 
found to be negatively correlated with had growth rates about 2 percentage Ghana, and Jamaica considerably worse. 
the GDP growth rates during the 1970s, points lower than the average (which is While the degree of distortions in prices 
with the exchange rate distortion being about 5 percent a year) and the low (bot- has a significant association with growth, 
the most significant. tom one-third) distortion countries, were the analysis indicated virtually no cor-

These distortions are interrelated about 2 percentage points higher than relation with the distribution of income. 
among themselves and each distortion average. For twenty-seven countries for which 
affects growth through a complicated set The regression equation relating growth figures are available on income distri
of interactions on various elements of the to the composite distortion index shows bution, the analysis shows that the dis
economy. There are therefore major con- that price distortions can explain about tortion index explains hardly 3 percent 
ceptual and statistical problems in any one-third of the variation in growth per- of the variation in equity, when the latter 
attempt to Identify simultaneously the formance. Many other elements, not least is measured by the proportion of income 
effects of individual distortions on over- natural resource endowment as well as going to the bottom 40 percent of the 
all growths or the relative importance of other economic, social, political, and in- population. 
different distortlons In the total mkx. In stitutlonal factors, would need to be con..- , . .. '. .... . 

mestic savings in relation to GDP and with low the rest is the result of other economic, social, 
value added per unit of investment (this latter political, and institutional factors. So a country 
association being statistically stronger). Distor- well endowed with natural resources (such as 
tions also affect growth rates in agriculture and Nigeria) or with an active and mobilized labor force 
industry, with a marked influence on exports. In (such as China) could still grow relatively fast even 
short, the statistical analysis clearly suggests that if its price structure is distorted. With fewer price 
prices do matter for growth. distortions, however, its growth would be signif-

However, price distortions alone can explain less icantly faster. 
than half the variation in growth among countries; 
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In October of 1979 the Brookings Institution held 
a conference on economic stabilization in developing countries. IThat 
conference focused on the theory and practice of economic stabili
zation (defined broadly as correcting inflation and balarce of pay
ments deficits) rather than on the issue of International Monetary 
Fund (IMF) conditionality, although analysis of IMF practices arose 
in the context of country studies. The purpose of this paper is to 
recapitulate the principal findings of the Brookings conference in both 
theory and stylized facts. Rather than repeat a paper-by-paper ov
erview of the Brookings conference, this essay sets forth the issues 
thematically, drawing upon common strands in several of the con
ference papers to examine each issue and add the findings of more 
recent research where appropriate. As will become apparent, the 
state of the art as reflected in the Brookings conference contains 
considerable debate about the theory and policy strategy for stabi
lization. 

The Orthodox Model 

Orthodox stabilization theory focuses on excessive money creation 
and overvaluation of the exchange rate as the sources of inflation 

' William R. Cline and Sidney Weintraub, eds., Economic Stabilizationin 

Developing Countries (Washington: Brookings Institution, 1981). 
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and balance of payments deficits. The principal orthodox policy meas
ures for achieving economic stabilization are reduction in the rate of 
growth of domestic credit and devaluation of the exchange rate. An 
influential formulation of the orthodox theory is that by Jacques 
Polak. 2 In the Polak model, income equals money supply times ve
locity (by the quantity theory); money supply equals domestic credit 
plus international reserves. In equilibrium, this year's income equals 
last year's. Therefore, this year's money supply must equal last year's. 
Any growth in domestic credit must therefore be offset by a reduction 
in reserves to hold money supply constant. Reduction in reserves 
means a balance of payments deficit. There is thus a monetary theory 
of the balance of payments: deficits exist because the rise in domestic 
credit must be offset by decreased reserves to maintain monetary and 
income equilibrium. Essentially, any expansion of domestic credit 
leaks abroad through balance of payments deficit and reserve loss. 
Accordingly, a balance of payments deficit may be corrected by re
ducing domestic credit. The model transposes to a growth basis as 
follows: if domestic credit is growing too fast for consistency with 
real output growth (and velocity trend), reserve losses will result, 
and stabilization can be attained by a reduction in the growth rate 
(rather than the absolute level) of domestic credit. This basic mon
etary model of the balance of payments has influenced .IMF stabili
zation programs for years; typically these programs contain clauses 
specifying limits for expansion of domestic credit. 

A more general version of the orthodox model of stabilization 
involves a package of three instruments: exchange rate, money supply 
growth, and government spending deficits. The package is designed 
to reduce inflation and the balance of payments (current account) 
deficit. For stabilization, the fiscal deficit is reduced following the 
absorption approach. From national accounts, M - X = (I - S) + 
(G - 7). The trade deficit (imports M less exports X) equals the 
investment-savings gap (I - S) plus the fiscal deficit (government 
spending G minus taxes 7). To the extent that the trade deficit cor
responds to an investment-savings gap, there is no particular problem 
if foreign capital can be mobilized. But if the origin of the trade 
deficit is in excess government spending (G - 7"), domestic absorp
tion exceeds domestic output for reasons of excess current consump
tion, not capital formation, and the situation is remedied by reducing 
government spending (G) or by raising taxes (7). 

2 J. J. Polak, "Monetary Analysis of Income Formation and Payments 
Problems," IMF Staff Papers, vol. 6 (November 1957), pp. 1-50. 
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Figure 9.1 Markets for tradables and nontradablesinthe orthodox sta
bilization model 

Price A. Tradables Price B. Nontradables 
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The monetary part of the general stabilization package stems from
 
the quantity equation, HV = PT (where H = money supply, V 
= 
velocity, P = price level, and T = transactions or real activity). To 
reduce inflation, money supply growth is decelerated. (R- P 4 
where the overdot indicates percentage change.) 

The exchange rate component of the package is designed to address 
the trade deficit. Devaluation of the exchange rate should increase 
exports (as domestic producers receive more domestic currency per
unit exported) and reduce imports (as consumers must pay higher 
prices for imports in domestic currency). 

The three traditional elements of the policy package are comple
mentary. Any recessionary impact of reduced fiscal deficits, and of 
a reduction in activity rather than price in response to monetary 
deceleration, tends to be offset by the stimulative effect of deval
uation's impact on the trade balance. That is, in the national accounts 
the drag of imports is reduced, and the contribution of exports is 
increased, under the orthodox response of trade to devaluation. 

Two of the more subtle aspects of the orthodox package concern 
reallocation of resources and induced inflation. To reduce the external 
deficit, resources must be shifted out of production of nontradables 
and into production of tradables, while consumption must be shifted 
out of tradables and into nontradables, so that the net exports of 
tradables may rise. This process requires a change in the price signals 
between the two groups: the price of tradables must rise relative to 
that of nontradables, to induce producers to shift resources into trad
ables and to induce consumers to shift consumption to nontradables. 
In Figure 9.1, panel A shows that, at the initial price of tradables 
por, the quantity of domestic demand exceeds that of supply (with 
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tne supply curve including foreign supply), and a trade deficit of Alexists. To eliminate the deficit, the price is raised to P, , where exces:demand for tradables disappears. The price of tradables rises frorrpoT to pi Tas the direct consequence of devaluation.
Panel B of figure 9.1 shows the indirect consequences for the non.tradable sector. Its initial equilibrium is at output X and price Po'T.As resources shift out of the sector because of reallocation to tradables, the supply curve shifts upward (to SIN). Meanwhile, consumers discouraged by higher prices of tradables shift their consumption to nontradables, raising the demand curve (to DIN). Thenew equilibrium is at a higher price (but lower quantity, becausesome resources have exited from the sector).

Taken together, the two panels of Figure 9.1 show the well-behavedcase where devaluation raises the relative price of tradables (P, T/p)T> PNT/PNO). The figure illustrates the problem of induced inflationeven in the nontradable sector as a consequence of devaluation; thatis, the equiiibrium price in the nontradable sector rises.3 Harbergerprovided a classic early statement of the potential importance ofinduced inflation of this sort from devaluation in developing countries.' The problem of inflation induced from devaluation shows onceagain why the policy package has complementary co'ponents: ifmonetary restraint is missing, the effects of devaluation are likely tobe inflationary, especially if supply and demand elasticities are lowin the sector of nontraded goods and services.
Before turning to critiques of the orthodox model, it is importantto consider the relationship of orthodox "stabilization" to the problemof "structural adjustment." In its simplest form, the orthodox policypackage for stabilization is designed to correct short-term departuresfrom equilibrium, usually departures precipitated by internal imbalances such as temporary loss of budgetary control. In the 1970s theproblem was often the need for longer term structural adjustment to
changes in the economic environment and, in particular, to terms of
trade losses imposed by higher oil prices. While 
some elemems ofthe orthodox stabilization package remain appropriate for such adjustment (especially devaluation), it has been increasingly recognized 

3 Technically, the rise in PT will in turn shift the demand and supplycurves in the tradable sector once again, leading to asuccessive approximationof equilibrium but no change in the basic conclusion." Arnold C. Harberger, "Some Notes on Inflation," in Werner Baer andIsa ic Kerstenetsky, eds., Inflation and Growth in Latin America (Homewood, Ill.: Richard D. Irwin, 1964). 



that longer term development measures (such as development of 
alternat,,ve energy sources) are an important additional element in 
longer term adjustment as opposed to short-term stabilization.5 The 
new orthodoxy (for example, the standard IMF approach in recent 
years) embraces the need for special developmental measures in 
achieving structural adjustment, as the lengthening of IMF lending 
maturities (and entrance of the World Bank into program lending for 
this purpose) testify. 

A final element'in the orthodox theory concerns the behavior of 
real wages under successful devaluation.6 There is a tendency to 
assume that the orthodox model requires a decline in real wages for 
devaluation to be effective. However, a more careful reading of the 
standard analysis suggests that this rule need not apply generally.
Indeed, in the case of the developing economy it might more often 
be the case that external stabilization through devaluation is possible
without a decline in real wages (although a decline in wages relative 
to the price of traded goods would be required). 

Following the absorption approach, lower real wages would facil
itate external stabilization by reducing consumption, if consumption
is wholly or primarily out of wages (the Cambridge assumption). The 
corresponding rise in saving would reduce the absorption-output gap 
represented by (I - S) in the national accounts equation. Alterna
tively, if the economy were at below full employment because of 
excessive real wages and were operating inside its production pos
sibility curve between traded and nontraded goods, devaluation to
gether with a decrease in the real wage could raise activity to the 
production frontier, with the bulk of the rise in output coming in 

- See Andrew Crockett, "Stabilization Policies in Developing Countries: 
Some Policy Considerations," IMF Staff Papers28(1) (March 1981). Balassa 
has proposed an accounting decomposition of external adjustment in the 
1970s into conponents: import substitutiorn, export expansion, deceleration 
of domestic growth, and increase in external borrowing. Conceptually, to 
the extent that import, substitution and export expansion result from deval
uation, they lie within the more traditional stabilization approach; to the 
extent that they result from special developmental investments, they lie within 
the orthodoxy expanded to include structural adjustment; and to the extent 
that they result from new import barriers or export subsidies, they go beyond 
the expanded orthodoxy and enter into the area of trade distortions. Bela 
Balassa, "The Newly Industrializing Developing Countries after the Oil Cri
sis," Weltwirtschaftliches Archiv, Band 117, Heft 1 (1981), pp. 141-94. 

6 I am indebted to Rudiger Dornbusch and Jeffrey Sachs for comments 
prompting the discussion of real wages. 

At



,,uau guuus so nat external balance (as well as internal) could bc
achieved.
 

In Meade's early formulation, if money wages were 
flexible down.ward, the gold standard could achieve external (and internal) balance.If money wages were fixed, devaluation would accomplish the samegoal, but only with "sufficient divorce between movements in thecost of living and movements in money wage rate." In Meade's terms,"this decline in real wages . . . must be accepted. Any offsetting risein money wages . . . would prevent the terms of international tradefrom moving against [country] B and would therefore remove thewhole inducement to shift demand back again from [country] A'smore expensive products to B's relatively cheaper products." ' 7 
But Meade's specification of adjustment in the form of a declinein the terms of trade is a clue to the possible irrelevance of thisapproach to the developing country. For most developing countries,especially small exporters of raw materials, external terms of tradeare set exogenously by the world market. External adjustment occursnot through orchestrating a decline in the terms of trade by devaluation, but through shifting the focus of activity from nontraded totraded goods. Similarly, the typical developing country is not operating inside its production possibility frontier because of excessivereal wages, but is operating on that frontier, and needs to move awayfrom nontraded and toward traded goods to achieve external balance.The more recent orthodox literature focusing. on the distinctionbetween traded and nontraded sectors establishes the framework inwhich devaluation can correct external imbalances with or without adecline in real wages, depending on the circumstances. Essentially,prices and profitability of traded goods must rise relative to pricesand profitability of nontraded goods. For profitability of traded goodsto rise (inducing resources to shift to traded goods), nominal wages
should lag behind devaluation (where tradable goods prices rise by
the amount of the devaluation). That is, the ratio of wages to prices
of traded goods must fall. However, prices of nontraded goods shouldnot rise as much as nominal wages (assuming the country is on theproduction possibility frontier). Indeed, if resources are to be movedout of nontradables, profitability will have to decline in the sector,

and the ratio of wage to price must rise.' 

"James E. Meade, The Theory of InternationalEconomic Policy, vol. 1:The Balanceof Payments (London: Oxford University Press, 1951), pp. 202-3.aAs Dornbusch puts it, "Corresponding to that equilibrium we have areduction in the real wage in terms of traded goods and an increase in the 
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In this two-sector approach, the final outcome for real wages de
pends on the relative weights of tradables and nontradables in the 
consumption basket of workers and on the extent of induced price 
increases in nontradables. In particular, if d is the percentage de
valuation, ii,is the percentage rise in nominal wages that accompanies 
devaluation (as the result of union pressures or indexing), 4bT the 
share of traaables and bNT the share of nontradables in worker con
sumption, and PNT the induced price rise in nontradables (depending 
on elasticities as shown in Figure 9.1), then the percentage change 
in real wage w* is: 

0 = 0 -4 6d - PV...,T 


Thus, if nontradables and tradables each account for half of the 
consumption basket (for example), and a 15 percent devaluation 
induces a 5 percent increase in prices of nontradables, a nominal 
wage increase of 10 percent will fulfill the condition that wages fal1 
relative to prices of traded goods while holding real wages constant 
[W = 10 - (0.5)15 - (0.5)5= 01. The smaller the induced price rise 
for nontradables, and the larger the share of nontradables in con
sumption, the easier it will be to hold real wages constant (or even 
to raise them) while achieving the necessary reduction of wages rel
ative tc prices of tradables. 

In the developing country context it is unclear how large the role 
of tradables in consumption will be. While food is often traded, some 
forms of subsistence foods (such as manioc) may not be. Housing 
expenditures are in the nontradable sector. The broad point is that 
it may be possible to achieve external stabilization through deval
uation without reducing real wages. And it should certainly be pos
sible to achieve stabilization without a reduction of real wages by the 
full extent of the devaluation. This conclusion has major policy im
plications. Draconian reductions in real wages art not necessarily 
required for external stabilization, and the standard theory does not 
provide an automatic justification for the extent of real wage reduc
tions that have often bcen observed in some of the more politically 
conservative stabilization efforts. 

real wage in terms of nontraded goods, so that money wages rise relative to 
the price of home goods." Rudiger Dornbusch, "Real and Monetary Aspects 
of th,. Effects of Exchange Rate Changes," in Robert Z. Aliber, ed., National 
Monetary Policiesand the InternationalFinancialSystem (Chicago: University 
of Chicago Press, 1974), pp. 77-78. 



iNeo- tructuraist Critiques
 

The old structuralist critique of orthodox stabilization is well known 
and need not detain the discussion here. Inflation was viewed as 
structural, not monetary; it was considered to be caused by structural 
phenomena such as rigid agricultural supply (attributable to archaic 
agrarian structures) and weakness of the tax system; monetary ex
pansion was considered accommodative rather than causal in the 
inflationary process; and corrective measures were envisioned as ac
tive (increased investment to break structural bottlenecks) rather than 
passive (reduced investment to cut back the fiscal deficit). Neither 
side convinced the other in the structuralist-monetarist debate of the 
early 1960s. But the monetarists claimed that theory was on their 
side, and that the structuralists' arguments were ad hoc, lacking in 
any underlying theory comparable to the quantity equation of the 
monetarists.
 

Now neo-structuralism 
has struck back. Some of its practitioners
employ sophisticated mathematical methods and forthrightly an
nounce their intention to show that the theories of the earlier struc
turalists were right after all, even though they had not yet been 
rigorously formulated. Two neo-structuralist critiques were empha
sized at the Brookings conference: (1) devaluation can be recessionary
instead of expansionary; (2) monetary and credit restraint can cause 
more inflation rather than less. Thus, two fundamental components
of the orthodox stabilization policy are called into question. 

Devaluation may be recessionary for at least three reasons: (a)
higher import (and export) prices may mean decreased consumption
through the real balance effect (Pigou); (b) failure of export and 
import quantities to respond sufficiently to devaluation will mean that 
higher local currency prices of both will widen the trade deficit ex
pressed in domestic currency, causing a recessionary increase in the 
net imports component of GNP; and (c) under plausible conditions 
devaluation may redistribute income from workers to owners, causing
consumption to fall relative to savings (under the assumption that 
savings are mainly out of profits, not wages). 9 The greatest emphasis 

9.Recessionary devaluation is discussed in detail in Montek S. Ahluwalia
and Frank J. Lysy, "Employment, Income Distribution, and Programs to 
Remedy Balance-of-Payments Difficulties," in Cline and Weintraub, Eco
nomic Stabilization,pp. 149-88. Ahluwalia and Lysy cite the earlier V'ork of
Richard Cooper and Carlos Diaz-Alejandro (with respect to the dcmestic 
currency value of the trade deficit) and Taylor and Krugman (with respect 
to possible income distributional effects). 



in the neo-structuralist critique is on the perverse trade-balance effect. 
To see this effect more clearly, consider an initial trade deficit of 

"Pox X0 - Po" Mo = - 100, where Pd and Po" are the initial peso
prices of exports and imports, and X 0 and Mo are export and import 
quantities. In the extreme case, trade quantities do not respond at 
all to devaluation. Doubling the peso price of the dollar causes P 
and P" to double, so that P1x X 0 - Pjr-' Mo = - 200. Devaluation 
has unambiguously caused a greater drain of net exports in the na
tional accounts equation, Y = C + I + G + X - M (in domestic 
currency). 

Ahluwalia and Lysy develop a one-sector model that yields an 
equation showing the critical elasticity of demand for exports at which 
devaluation changes from being contractionary to expansionary: 

e- = mCIE (1 - m), 

where e = export demand elasticity, m = the (fixed coefficient) ratio 
of imported inputs to production, and E = a term involving a scaling 
factor and the ratio of the (peso-dollar) exchange rate to the (peso)
price of domestic output. The authors maintain that, under Malaysian
conditions, the equation means that the elasticity of demand for ex
ports must be at least 0.5 to avoid contractionary effects of deval
uation. 10 

The Ahluv'alia-Lysy model makes no allowance for substitution of 
imports by domestic supply (although in a subsequent five-sector 
model, substitution is permitted). Moreover, the authors' view that 
an export demand elasticity of 0.5 might not be unusual stands in 
question. In the traditional small country model, the elasticity is 
infinite. 

In a less simple model the elasticities of export suDply, import
demand, and import supply all matter. The more dominant view at 
the Brookings conference (including that of Carlos Diaz-Alejandro, 
a charter member of the neo-structuralist school) was that experience 
had shown that trade-elasticity pessimism had been exaggerated; trade 
response to devaluation had typically been sufficient for the normal 
expansionary case to apply. Although there is a need for more em
pirical work on this point, numerous recent studies have tended to 
confirm that trade is relatively responsive to the exchange rate in 

10 E = A(rlPx), where A is a scale factor, r is the exchange rate, and Px 
is output price; Px = vPv + mPm, where v is the ratio of value added to 
gross output and Pv is the price of value added, which depends on capital
and labor prices. Ibid., pp. 158-63. 



developing countries. 1I In short, the first plank of the neo-structuralist 
platform is a theoretically useful insight but one of dubious empirical
relevance. Low elasticities combined with a prestabilization trade 
deficit may make devaluation contractionary, but (notwithstanding 
Ahluwalia and Lysy) in practice the trade elasticities are likely to be 
sufficient that this perverse effect of the orthodox stabilization pack
age will not occur. 

The second neo-structuralist plank is considerably more heterodox. 
Lance Taylor has developed a model concluding that monetary re
straint causes more inflation, not less.' 2 The heart of Taylor's analysis
is the postulate that, because interest payments on borrowed working
capital are typically a high component of production costs in devel
oping countries, tighter money tends to raise prices by raising the 
interest rate and thereby raising production costs, which are passed 
on to product price on a mark-up basis. In particular, 

P = 11(1 + i)w, (1 + i)ePo, rP], 

where P = product price, i = the interest rate, w = the wage rate, 
e = the exchange rate, Po = the external price of imported inputs, 
and r = the profit rate. The term (1 + i) enters product cost (and
price) because working capital is borrowed to cover operating costs 
of labor and imported inputs. 

Taylor develops a series of IS-LM diagrams to analyze this system,
although instead of the conventional interest rate-output labels the 
axes show price and output (because of the assumption that price
varies positively with the interest rate). But the central idea is not 
complicated; in the United States, it has been called the "Wright-
Patman effect" in honor of the congressmen who tirelessly com
plained that the Federal Reserve's tight money caused inflation by
raising interest rates and, therefore, interest-sensitive prices such as 
mortgage costs. 

" See Donal J.Donovan, "Real Responses Associated with Exchange
Rate Action in Selected Upper Credit Tranche Stabilization Programs," IMF 
Staff Papers28(4) (December 1981), pp. 698-727, and the reference therein 
to studies by Khan, Brillembourg, Teigeiro and Elson, Singh, and Okonkwo. 
In the Brookings Conference, Alejandro Foxley also maintained that export
pessimism is unwarranted, based on recent experience in Uruguay, Brazil,
and Chile. Alejandro Foxley, "Stabilization Policies and Their Effects on 
Employment and Income Distribution: A Latin American Perspective," in 
Cline and Weintraub, Economic Stabilization, p. 218. 

12 Lance Taylor, "IS/LM in the Tropics: Dagrammatics of the New Struc
turaist Critique," in Cline and Weintraub, Economic Stabilization, pp. 465
503. 



Several participants in the Brookings conference criticized the Tay
lor model for capturing only the short-run effect of monetary re
straint. Discussant Kemal Dervis noted that over a longer period the 
more conventional anti-inflationary effects of monetary restraint could 
take hold, but that before that time was reached political disruption 
in response to the short-run inflation could well scuttle the program. 

It would appear that a major problem with Taylor's analysis is that 
it contradicts a large body of empirical evidence. Many studies have 
shown that money growth is positively, not negatively, associated 
with inflation in developing countries. 11 And it is insufficient to re
spond, as neo-structuralists tend to do, that the standard empirical 
studies misconstrue causation, that rising prices cause accommodative 
money expansion and not vice versa. That response is methodolog
icaUy inadmissable because in the neo-structuralist formulation money 
supply is causal, so a fair test must allow a causal role in both cases. 
The only question is: is the sign relating (induced) prices to (causal) 
money positive or negative.' 4 Although there are some isolated in
stances where empirical results purport to find a negative relation 
between money and prices, 5 the vast bulk of evidence supports the 
conventional (quantity theory) positive relationship. Moreover, where 
causality tests (of the Granger-Sims variety) have been conducted, 
they have tended to confirm causation from money to prices rather 
than vice versa.' 6 

An important implication of the Taylor analysis, nonetheless, may 
be that the timing and severity of monetary restraint are crucial. 

'U See Robert Vogel, "The Dynamics of Inflation in Latin America," 
American Economic Review (March 1974). 

14 If the causation from prices to money is accepted, the neostructuralist 
model becomes garbled indeed. With P = prices and M = money, the 
following dynamics would result: (1) M P (Taylor-Patman); (2) P M (the
"prices induce money" response to empirical correlations; (3) M P (by the 
logic of Taylor-Patman); and (4) P M (price induces money); at this point 
return to (1) and recycle. Any shock to money would cause an oscillating 
sequence of cycles, with money and prices rising and falling. 

1-S. van Wijnbergen, "Stagflationary Effects of Monetary Stabilization 
Policies: A Quantitative Analysis of South Korea," Washington: World Bank, 
1981; restricted circulation). However, Wijnbergen's simulations show that 
the perverse inflationary effects of tighter credit dominate only in the first 
two quarters, lending support to the critique (by others) that Taylor's analysis 
focuses excessively on the short run. 

16 See Surjit S. Bhalla, "India's Closed Economy and World Inflation," 
in William R. Cline and associates, World Inflationand the DevelopingCoun
tries (Washington: Brookings Institution, 1981), pp. 161-65. 



Taylor himself does not conclude that the best solution to inflation 
is to increase the money supply (despite the logic of the model); 
instead, his main policy thrust is that the conventional IMF stabili
zation package can cause severe stagflationary results. Devaluation 
can cause recession, while monetary restraint can cause both recession 
and inflation. Broadly, Taylor prefers gradualism to shock treatment 
because of the danger of overkill from the orthodox policy package. 
But to reach this policy conclusion more rigorously, it would be 
necessary to develop a time sequence analysis, presumably one that 
would show the negative causal relationship (Taylor-Patman) causing 
higher inflation as the result of tighter money in the first quarter or 
two, followed by the conventional anti-inflationary consequences later. 
Analysis with specific time dimensions would be extremely helpful 
for policy formulation, especially in the choice between shock treat
ment (e.g., a massive initial reduction in money growth) and grad
ualism (e.g., a more moderate phasing-in of slower money growth). 

17Stabilization and Growth 

A central issue in stabilization policy is the extent to which real 
growth must be sacrificed to reduce inflation to acceptable levels and 
to correct external disequilibrium. A related issue is whether any 
growth effects are likely to be transitory or extend to the medium
and long-run period. Anne Krueger has emphasized the long-run 
growth benefits from stabilization packages that correct previous dis
tortions between the domestic and external sectors.' 7 She identifies 
two dimensions of trade distortion: bias in the price ratio of tradables 
to nontradables, and bias in the price ratio of import substituies to 
exports. An open trade deficit involves too low a price for tradables; 
an external imbalance with the deficit suppressed by import quotas 
or tariffs also involves bias toward import substitution and against 
exports. Krueger notes that the inflationary consequences of deval
uation will depend on whether the external influence was open or 
suppressed. If it was open, devaluation will mean higher prices for 
imports and inflationary pressure; but if the influence had been sup
pressed by protection, higher import prices will already have affected 
the economy, and a package devaluing the currency while jointly 

' Anne 0. Krueger, "Interactions between Inflation and Trade Regime 
Objectives in Stabilization Programs," in Cline and Weintraub, Economic 
Stabilization, pp. 83-114. 
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removing protection need not worsen inflation. One might add, how
ever, that, in the more severe cases where stabilization is required,
there are open trade deficits that urgently require correction even 
though protection is also high. 

Krueger also notes that inflation may be viewed as essentially sep
arate from trade bias; indeed, the crawling peg exchange rate can be 
used to neutralize the external sector from domestic inflation and to 
ensure that trade bias does not arise solely because domestic inflation
 
exists.
 

Eliminating trade bias in the application of a stabilization package

has large benefits, according to Krueger. However, because 
correc
tion of the bias alters resource allocation, it may also cause some
 
temporary growth loss. Output will fall in the sectors formerly favored
 
by the bias, while it may take some time for investment and activity 
to respond in the newly favored sectors, especially if economic agents
do not consider the government's program to be credible. Neverthe
less, Krueger holds that such growth losses are usually much smaller 
than the longer-run growth gains achievable by eliminating trade bias. 
Based on National Bureau of Economic Research studies, stabili
zation packages that include correction of trade bias can raise long
term growth rates by two or three percentage points annually, while 
reducing short-run growth by perhaps only one to two percentage
points over 18 months. Moreover, the short-run losses may be ame
liorated by special stimulus. 

Considering anti-inflationary measures per se, Krueger maintains 
that, outside of a 'few exceptional cases, there typically has been some 
recessionary cost of reducing inflation. However, if external finance 
can be arranged, increased imports can help reduce inflation while 
reducing the trade bias at the same time. 

Carlos Diaz-Alejandro presents a more adverse account of the 
growth effects of stabilization. 8 As applied in the Southern Cone of 
Latin America, past stabilization programs have often been so neg
ative in their growth impact that, according to Diaz, one may ask 
whether the cure was worse than the disease. His stylized facts depict 
a sequence in which a populist government embarks on social and 
developmental spending that outstrips the tax base, while raising 
wages. The initial effects are a deceivingly buoyant economy, as the 
distortions only gradually wreak their eventual havoc. At that time 
increasingly harsh populist rhetoric alarms the private sector, and the 

8Carlos Diaz-Alejandro, "Southern Cone Stabilization Plans," in Cline 
and Weintraub, Economic Stabilization, pp. 119-141. 
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military intervenes. The orthodox stabilization measures that then 
typically follow involve severe monetary contraction, devaluation, 
and sharp reductions in real wages. The results usually involve serious 
loss of production, and little progress against inflation; although the 
balance of payments improves, it does so mainly because of reduced 
income and import demand (although Diaz-Alejandro judges that 
trade elasticities typically have been adequate for devaluation to be 
effective). Contrasting the more favorable growth results during sta
bilization in Brazil with experience in Argentina and Chile, Diaz-
Alejandro broadly favors an approach of gradualism rather than shock 
treatment. He favors price guidelines; less credit restriction with lower 
interest rates and less capital inflow; and greater use of taxes for 
equity. He also notes that the growth costs of stabilization will be 
smaller if the goverament's measures are credible; the worst stagfla
tions tend to occur when, because of repeated failure to stick to 
stabilization programs in the past, new stabilization efforts lack cred
ibility. Despite his general critique of the radical free-market stabi
lization strategy in the Southern Cone, Diaz-Alejandro applauds the 
long-overdue liberalization of trade. 

Other participants in the Brookings conference more familiar with 
the Asian experience argued that there was scope for expansionary
stabilization. Papanek cited the examples of Indonesia (.1967-70) and 
Bangladesh (1974-76). In Indonesia, a shock treatment reduced 
inflation from 1,000 percent to 10 percent. Output expanded as a 
result of improved efficiency in macroeconomic management, in
creased double-shift operation of industry, iesponse of exports to 
devaluation, increased saving and reduced capital flight, and im
proved use of fertilizer and irrigation. Increased foreign aid, especially
in food aid, was an important factor contributing to expansionary
stabilization. Similarly, in his analysis of the case of Pakistan, Guis
inger emphasizes the expansionary impact of government policy.
However, for Pakistan in the mid-1970s the problem was not a classic 
stabilization problem but instead one of stagnation in the face of 
declining exports and investment, and Guisinger maintains that the 
stimulative government policy adopted was appropriate even though
it had some cost in terms of inflation and balance of payments de
terioration. 20 

19 Gustav F. Papanek, "Comments," in Cline and Weintraub, Economic 
Stabilization, pp. 399-405; p. 233. 

2'Stephen E. Guisinger, "Stabilization Policies in Pakistan: The 1970-77 
Experience," in Cline and Weintraub, Economic Stabilization, pp. 375-99. 



Harberger and Edwards have recently conducted research indi
cating that substantial disinflation can be accomplished without cost 
in real growth rates (and, indeed, often in conjunction with accel
erated growth). Using a selection criterion of initial inflation of 50 
percent or more followed by a cut in inflation of at least one-half 
within seven years, the authors identified 10 disinflation episodes in 
seven countries and found that in the great majority of cases growth
held steady or accelerated during the disinflation period. 2' The mone
tarist inference would be that monetary restraint can reduce inflation 
without loss of real output (a proposition put to test by the hybrid 
of rational expectations and supply-side economics dominating US 
policy in 1981 and, at least by the early election returns, found want
ing). It is worth noting that the Harberger-Edwards sample is almost 
entirely composed of Latin American countries, suggesting that the 
contrasting views of Diaz-Alejandro and Papanek are not necessarily 
attributable to their respective focuses on Latin America and Asia. 
However, the Harberger-Edwards study makes no attempt to relate 
the disinflation experiences to actual monetary policy, and even if it 
did so the experience of seven countries would be a rather limited 
basis for concluding that monetarist stabilization is painless. More
over, as Williamson has pointed out, by the nature of its selection 
the sample is likely to be biased toward cases where there were 
favorable exogenous supply developments; such exogenous factors 
would contribute to observed declines in inflation while biasing the 
test of the influences of monetary restraint on output. 22 

The stabilization-growth trade-off became more complicated in the 
1970s because of the need for long-run adjustment to a changed 
external environment (the oil shock and slower growth in industrial 
country markets), as opposed to simple correction of internal dis
equilibria. At the aggregate level, the 1970s experience showed sur

21 Arnold C. Harberger and Sebastian Edwards, "International Evidence 
on the Sources of Inflation," paper presented at the Conference on Inflation,
Rio de Janeiro, December 15-16, 1980, Getulio Vargas Foundation (Rio de 
Janeiro: Getulio Vargas Foundation, 1980).

22See Chapter 7, this volume. The logical implication of Williamson's 
critique isthat not only should a proper test use a random sample to compare, 
among countries with high inflation, one group that imposed monetary re
straint against another group that did not; but in addition, in evaluating the 
growth difference between the two groups, growth should be normalized to 
remove the influence of exogenous factors (weather, abrupt changes in in
ternational markets, etc.). 



prisingly little growth cost of stabilization (and/or adjustment). While
the average growth rate of industrial countries fell from 5.1 percent
in 1960-70 to 3.2 percent in 1971-80, that of oil-importing developing
countries only fell from 5.7 to 5.1 percent. 23 To the extent that de
veloping countries did not adjust but merely borrowed abroad, this
performance would not be particularly relevant to the growth costs 
of adjustment and stabilization. However, considerable adjustment
and stabilization did take place. From 1974 to 1977 the real volume 
of imports of non-oil developing countries rose by only 2 percent
while the real volume of exports rose by 23 percent.24 There was less 
progress on stabilization of inflation: non-oil developing countries 
reduced average inflation only from 25 percent to 22 percent from 
1974 to 1977 (although in Asia the re;duction was from 28 percent to
9 percent).2 5 Broadly, however, considerable adjustment cum sta
bilization appears to have taken place. Combined with the fact that 
growth fell very little, the aggregate experience of the 1970s suggests
that the growth costs of stabilization need not be high.

In sum, the currently available analysis and evidence on the trade
off between stabilization and growth suggest the following: (a) In the
short run, growth losse- are likely to accompany stabilization, as the 
newly favored sectors take time to respond while newly disfavored 
sectors contract; (b) longer-run benefits of stabilization are likely to
outweigh these costs, especially where trade-regime bias is elimi
nated; (c) despite this dominant pattern (and evidence of serious
growth loss in some Southern Cone cases), a surprising amount of 
country-specific evidence seems to be emerging suggesting that the
"exceptional" cases of stabilization without growth loss may not be 
so rare; and (d) at the aggregate level, the non-oil developing coun
tries appear to have accomplished considerable adjustment in the 
1970s at little cost in terms of growth. There is a need for more 
empirical work on the stabilization-growth trade-cff, merely to clarify
the stylized facts. Moreover, little work has been done on a broad 
empirical basis distinguishing between the growth effects of gradualist
and shock-treatment strategies. 

2 World Bank, World Development Report 1981 (New York: Oxford Uni
versity Press, August 1981), pp. 15, 137. 

24 David P. Dod, "Bank Lending to Developing Countries: Recent De
velopments in Historical Perspective," FederalReserve Bulletin (September 
1981), p. 648. 

2- Excluding Argentina, Chile, and Uruguay. Cline and associates, World 
Inflation, p. 3. 
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Stabilization and Income Distribution 

An important policy issue is whether stabilization measures as com
monly practiced tend to cause a disproportionately heavy burden of 
adjustment on the poor, concentrating the distribution of income. 
The related theoretical issue is whether adverse distributional effects 
are necessary. 

In the model developed by Ahluwalia and Lysy, income distribution 
depends on the elasticity of substitution and the direction of change 
of output. If the elasticity of substitution is less than unity, increased 
output (with capital fixed and labor variable) raises the share of 
capital, and reduced output lowers it; if the elasticity of substitution 
exceeds unity, the reverse occurs in each case (a standard neo-classical 
conclusion). The distribution thus depends on the direction of sta
bilization's impact on output, although the authors have no particular 
opinion on the likely size of the elasticity. They emphasize that factor 
shares are not likely to change much and that the important question 
is the absolute level of output (and therefore absolute income of the 
poor) .26 

Alejandro Foxley describes a more pervasive process of concen
tration of income during stabilization on the basis of Latin American 
experience." He emphasizes that stabilization programs in Brazil in 
the 1960s-and in Argentina, Chile, and Uruguay in the 1970s
tended to reduce real wages (by 20 percent to as much as 40 percent 
in Chile in 1975) and the share of wages in GNP. Unemployment 
rose in at least two of the four cases. Where data are available, they 
show a decline in the share of low-income groups in the family dis
tribution of income and a rise in the share of the top 20 percent of 
families. 

The forces Foxley identifies as leading to income co,,centration are 
the following. 

(1) Corrective price policies allow sharp price increases following 
repressed inflation, while controls are kept on wages. Nor do wages 
keep pace with inflation induced by devaluation. (However, in his 
comment on Foxley's paper, Fishlow noted that, although the critics 
have chronicled the adverse distributional consequences of stabili

26 Ahluwalia and Lysy, "Employment, Income Distribution," p. 169.
 
27 Alejandro Foxley, "Stabilization Policies," pp. 191-225.
 



zation, they have not dealt with the question of whether the prestabilization wage level was unsustainably high.) 28 
(2) Financial reforms free interest rates, which reach high level!(40 percent in real terms over a three-year period in Chile). Return.to capital rise, along with its share in income. Assets tend to con.centrate in large firms with access to foreign capital, which are wellpositioned to buy up undervalued assets of financially stressed me

dium-size firms. 
(3) Reduction of the fiscal deficit through cuts in government spendingcan cut back labor-intensive public works and housing construction(as in Chile), contributing to unemployment. Spending cuts inevitablyhit social programs: health, education, housing, sociai security. Taxincreases can be either regressive or progressi-,e; in the Chilean case,uniform value-added taxes imposed while wealth and capitalwere 

gains taxes were eliminated. 
Adverse distributional consequences of stabilization may occur inpractice but need not occur on the basis of theory, and even theirpredominance as a stylized fact is subject to dispute. My study onPeru for the Brookings conference suggested that the stereotype ofstabilization on the backs of the poor had been overdrawn in the caseof Peru.29 Attention has focused on sharp decreases in real wages,but a closer examination showed that the most severe declines werefor white collar workers well above the median income; higher foodprices may have helped low-income farmers, and reduction of gasolinesubsidies was almost certainly borne by the upper portion of theincome distribution. In his study of Mexico, Sidney Weintraub emphasized that it is the poor who tend to be hurt by inflation, so thatthe alternative to a stabilization program may be even more inequitable. Moreover, income distribution data from Mexico indicatethat the expansive government programs under Echeverria that eventually destabilized the economy did not achieve a more equal income
 

distribution. 0
 
There appears 
to be considerable scope for taking distributionalconsiderations into account in stabilization programs. The extent towhich distribution is considered depends fundamentally on the po-

Is Albert Fishlow, "Comments," in Cline and Weintraub, Economic Sta
bilization, p. 232.

"Cline, "Economic Stabilization in Peru, 1975-78," in Cline and Weintraub, Economic Stabilization, pp. 271-326.30 Weintraub, "Case Study of Economic Stabilization: Mexico," in Clineand Weintraub, Economic Stabilization, pp. 271-92. 
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litical forces dominating government. In Malaysia, where the indig
enous Malays have a majority population, dominate the government, 
but have relatively low income compared with the Chinese and In
dians, policy response to external inflationary shocks in the mid-1970s 
was consciously tailored to achieve stabilization on an equitable basis 
that would not forfeit the socioeconomic goals of the New Economic 
Policy formulated in response to race riots in the late 1960s. 31 

Both internal and external factors caused Malaysia's inflation to 
surge from 4.3 percent at the end of 1972 to 21.4 percent in early 
1974 before it was brought down again to 4!5 percent in 1975. The 
government employed severe monetary restraint as one measure, but 
it exempted loans to small borrowers and to the Malay community 
from ceilings on credit growth. Export taxes were increased, but 
through an increase in progressivity rather than on a neutral basis. 
At the same time, fiscal policy was designed to relieve the impact of 
price increases on the poor. Government subsidies were provided for 
rice, fertilizer, flour, milk, and school textbooks-belying the axiom 
that social spending is inevitably the first to be cut in fiscal restraint. 
To be sure, a relatively favorable external balance (given improved 
prices for rubber and other exports) facilitated the stabilization ex
ercise. Terms of trade rose by 6 percent from 1972 to 1974, and 
Malaysia was actually able to obtain an anti-inflationary boost through 
floating and appreciating the exchange rate by approximately 20 per
cent. Nevertheless, the policy orientation toward "progressive" sta
bilization would probably have been followed even if external de
velopments had been neutral or even unfavorable. 

The sharp contrast between equity-oriented stabilization in Ma
laysia and the portrait of inequitable stabilization drawn by Foxley 
for Argentina, Brazil, Chile, and Uruguay suggests the dominance 
of the political orientation of the regime in determining the, distri
butional consequences of stabilization programs (although the eco
nomic failure of the reformist variant of military rule in Latin Amer
ica, the Velasco regime in Peru, and the economic mishaps of populist 
regimes described by Diaz-Alejandro, suggest that equitable orien
tation may be accompanied by technically unviable policies). Never
theless, there are purely economic factors that also determine the 
distributional impact of stabilization. 

11 R. Chander, C. L. Robless, and K. P. Teh, "Malaysian Growth and 
Price Stabilization," in Cline, World Inflation, pp. 208-27. 



Jotnson and Salop have attempted to set forth the major economicforces determining distributional effects. 2 They note that direct effects of fiscal measures (such as a reduction in food subsidies) willbe influenced by the political power of different groups. However,indirect effects associated with the transition to external balance willdepend on economic structure. The authors stress the key role ofraising relative prices of traded to nontraded goods. Factor rewardsin the export sectors (and, by implication, import substitutes) willtend to rise at the expense of those in nontraded goods. The resultingdistributional effect will depend on whether the export (and importcompeting) sectors are dominated by upper or lower income groups(relative to the nontraded sectors). They note that, with capital fixedbut labor mobile, these distributional effects through sectoral shift indemand are especially concentrated in capital income, so that thedifference between concentrated capital income in some sectors anddispersed capital in others (for example, smallholder export crops)affects the distributiona! ':.npact. They are relatively optimistic aboutdistributional consequences of a market-oriented stabilization package. The alternative of controls invites allocation of windfall gains tothe (rich and) powerful; export expansion often provides opportunities for employment growth; and reduction of inflation will tend tobenefit the poor, whose assets are most likely to be in money ratherthan in other assets that keep pace with inflation. 
To recapitulate, stabilization (including that along orthodox lines)does tend to affect the distribution of inccme, but not inevitably inthe direction of concentration. In the range of discretionary measures,especially fiscal, stabilization can be progressive or regressive, depending on political choice of the regime. The more structural forces
will be driven mainly by the distributional consequences of raising
prices and activity in tradable goods relative to those in nontradable
goods. To be sure, the overall level of economic activity 
 will beimportant: if the stabilization package reduces output and employ

ment (as the neo-structuralists fear, under the orthodox package) real
income of the poor will 
 decline, although it may be argued that,because profit share tends to be procyclical, the distribution of incomewill become more equitable during recession. As for the distributionaloutcome in practice, the variety of experience suggests that (ortho-

Omotunde Johnson and Joanne Salop, "Distributional Aspects of Sta
bilization Programs in Developing Countries," IMF Staff Papers,vol. 27(1)
(March 1980), pp. 1-23. 
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dox) stabilization can either concentrate or equalize the income dis
tribution, for the reasons enumerated above. 

Capital Flows and Exchange Rates 

In addition to providing an update on new theories about old prob
lems, the Brookings conference drew attention to new problems in 
stabilization. A broad new problem is the more hostile international 
economic environmet that began in the 1970s (discussed in the next 
section). A more specific new development concerns interaction of 
the exchange rate and capital flows. Diaz-Alejandro notes that in the 
Southern Cone the new emphasis on liberalization of trade and ex
change regimes and of domestic financial markets, combined with 
domesic credit restraint, has meant that large capital inflows have 
occurred in response to high domestic interest rates.33 These inflows 
have caused appreciation of the real exchange rate, working at cross
purposes to the need to stimulate exports and adversely - ffecting the 
import-competing sector, already hard pressed by the dismantling of 
protection. In the process, large foreign debt is accumulated. Capital 
inflows also engorge reserves and expand the domestic money supply. 

Diaz-Alejandro also criticizes the reliance on preannounced and 
decelerating exchange rate devaluations as the key instrument for 
reducing inflation. The logic behind the strategy is that preannouncing 
will reduce inflationary expectations. Moreover. domestic producers 
will be forced to reduce price increases in the face of foreign com
petition, and domestic inflation will necessarily fall to the interna
tional rate plus the (preannounced) rate of devaluation. But, as Diaz-
Alejandro notes, persistent inflation in nontraded goods can lead to 
overvaluation. In his comment, McKinncn agrees with Diaz-Alejan
dro on the problem of excessive capital inflow in response to high 
domestic interest rates, and on the. danger of overvaluation in the 
strategy of preannounced devaluation as an anti-inflationary device. 34 

But McKinnon maintains that there is an unavoidable dilemma be
cause the alternative of setting a crawling peg that wholly neutralizes 
domestic inflation destabilizes the monetary system if trade liberal
ization is complete; variations in the crawl induce fluctuations in the 
demand for money, causing inward and outward surges of capital. 

1 Carlos Diaz-Alejandro, "Comments," Chapters 11-14, this volume. 
- Ronald McKinnon, "Comment" in Cline and Weintraub, Economic 

Stabilization, pp. 141-46. 

http:rates.33


McKinnon suggests that the complete liberalization of exchange ratesshould come last in the sequence of liberalization, and that trade anddomestic financial liberalization should come first.
Blejer and Mathieson have analyzed the strategy of preannounceddevaluation as an anti-inflationary device that was adopted by Argentina, Chile, and Uruguay beginning in 1978." - To the extent thatthe measure reduces inflationary expectations, it increases demandfor real money balances, relieving inflationary pressure (reducing the excess of money supply over money demand). However, the gain inexpectations occurs only if the preannounced schedule of devaluationsis credible. On the side of product markets, the authors note thattrade liberalization does not guarantee equalization of domestic andinternational prices (for traded goods) because of initial costs of organization and marketing in entering external trade. On capital flows,they note that, by reducing exchange rate uncertainty, preannounce

ment induces a once-for-all capital inflow until the previous divergence between domestic and external interest rates declines to reflectthe now lower uncertainty. But after a long period of capital control,the domestic capital market is unlikely to achieve immediate integration with the world capital market (keeping the domestic interestrate premium relatively high). At the same time, the increased capitalinflow puts pressure on money supply. Indeed, in so doing, it undermines the credibility of the preannounced schedule of devalua
tions. More generally, the authors conclude that preannouncementcan be destabilizing when the other elements of the stabilization
package, especially fiscal policy, are inconsistent with the decelerationof inflation implied by the preannounced crawl. Preannounced schedules that involve growing departure from purchasing power parity are
 
destabilizing.
 

In practice, the instrument of preannounced devaluation led to a
dramatic exchange rate collapse in Argentina in 1981, when therewere three successive devaluations of 30 percent within three monthsfollowing a break in confidence and large reserve losses. The mechanism had led to a wildly overvalued peso, sustained solely by theforeign capital inflow in response to high domestic interest rates andby mushrooming external debt. The same phenomenon appeared tobe taking place in slow motion in Chile in 1981 under a fixed-rateversion (fixed rates are a preannounced crawl at zero rate) as declining 

31 Mario I. Blejer and Donald J. Mathieson. "The Preannouncement ofExchange Rates as a Stabilization Instrument," IMF Staff Papers, 28(4)
(December 1981), pp. 760-42. 



copper prices and an overvalued exchange rate led to a current ac
count deficit larger than exports, sustained only by large borrowing 
induced at the expense of real interest rates of 40 percent. The recent 
record on preannounced crawling for stabilization bears out the mis
givings expressed by Diaz-Alejandro (and McKinnon) two years earlier. 

The International Environment 

The Brookings conference addressed the question of the role of 
external shocks in causing balance of payments and inflationary prob
lems in the 1970s. Stanley Black has analyzed the relative weight of 
external and internal disturbances using discriminant analysis. 36 He 
classifies developing countries into five groups, from the most stable 
externally to the least, based on criteria such as their ability to issue 
international bonds or borrow abroad commercially, on the one hand, 
or their need to resort to IMF drawings, stand-by arrangements, or 
even default (debt rescheduling), on the other. By its nature, Black's 
classification scheme focuses on the external dimension of stabi'i
zation, omitting domestic price stability. Black identifies three sets 
of factors determining a country's classification: country character
istics (size, development, openness, concentration of trade); external 
factors (import prices, terms of trade, changes in reserves, export
volume, oil prices, wheat prices); and internally determined factors 
(controls, debt service and maturity, consumer prices, reserves rel
ative to imports, money growth, real interest rate, and real exchange 
rate). 

Black's fivefold discriminant classification achieves good statistical 
explanation using these variables. Of the total distance separating the 
country groupings, 47 percent is explained by the country character
istics (especially development and trade concentration), and 35 per
cent is explained by the internal variables (the highest weight being 
on inflation). Only 17 percent is explained by external variables, of 
which terms of trade and exports are the most important. Black 
concludes that, although external factors have been important, in
ternal factors have been dominant in causing stabilization problems. 
Accordingly, he advocates retention of meaningful conditionality in 
IMF lending, to ensure satisfactory domestic policies. 

31 Stanley W. Black, "The Impact of Changes in the World Econor on 
Stabilization Policies in the 1970s," in Cline and Weintraub, Economic Sta
bilization, pp. 43-77. 



In his comment on Black's study, Sidney Dell draws upon his cross
country analysis for the United Nations' Development Program and 
Conference on Trade and Development in emphasizing that the bulk 
of stabilization problems in the 1970s were caused by external shocks: 
inflationary impulses from the industrial countries, followed by oil 
shock, followed by recession in industrial countries and contracting 
export markets. a7 Accordingly, Dell advocates much greater inter
national financing to facilitate developing country adjustment, and 
less conditionality of this financing. Dell notes the precedent of the 
IMF's compensatory financing facility (CFF) for fluctuation in export 
prices. 

Analysis of transmission of inflation into developing economies in 
the 1970s confirms the point made by both Black and Dell that in
ternational developments played a substantial role in the stabilization 
problems of this period. Cross-country regression analysis by Bhalla,
using a basic monetarist model enhanced by variables for import
prices and food supply, confirms the systematic process of inflationary
transmission. 38 The transmission worked mainly through the mone
tary channel of reserve inflows (corresponding to US dollar outflows 
in the early 1970s) and expansion of the domestic monetary base 
(with a widespread and sharp acceleration in 1972), and through the 
channel of prices of imported goods (especially in the commodity
price boom of 1973-74 and in the oil shock of 1974). A case study
of Guatemala and El Salvador (by Gabriel Siri and Luis Raul Domin
guez) illustrates the disruptive effect of world inflation on a tradi
tionally price-stable country. 39 A case study of Brazil indicates that, 
even in a country with an inflationary tradition, the external shocks 
of the mid-1970s precipitated a reacceleration of inflation (in a three
stage sequence: reserve and money expansion; import price shock,
especially oil; and price-push from Brazil's own increases in protection
induced by balance of payments stress), and the world recession 
depressed export earnings. Both cross-country and case-study anal
yses thus support the common sense proposition that it was inter
national transmission of inflation (not a simultaneous spree of fiscal 
irresponsibility) that swept developing country inflation from an av

37 Sidney Dell, "Comment," in Cline and Weintraub, Economic Stabili
zation, pp. 77-81. 

18 Bhalla, "The Transmission of Inflation into Developing Economies," in 
Cline, World inflation. 

39 Gabriel Siri and Lewis Raul Dominquez, 'Central American Accom
modation to External Disruptions," in Cline, World Inflation. 
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erage of 10 percent in 1967-72 to 22 percent in 1973 and to 25 percent 
in 1974.40 

Even though the external sources of instability confronted a wide 
array of developing countries, internal policies were important, even 
dominant, in many cases. The choice of higher protection in Brazil 
probably heightened inflation (compared with the alternative of de
valuation) by increasing distortions in resource allocation. In the case 
studies of Mexico and Peru for the Brookings conference, 4' Wein
traub and I found domestic disequilibria to be considerably more 
important than external shocks in explaining inflationary and balance 
of payments problems in the mid-1970s. 

Furthermore, even though the external shocks were common to 
many developing countries in the mid-1970s (at least those importing 
oil), the policy responses to them differed. Some developing countries 
succeeded in stabilization and adjustment, and others did not. A 
striking pattern of the subsequent policy response is that in Asia most 
countries succeeded in bringing inflation back down from its 1974 
peak (from an average of 27.8 percent in 1974 to 8.8 percent in 1977) 
while those in Africa (18.6 percent in 1974 versus 25 percent in 1977), 
Latin America (25 percent versus 34 percent, excluding Argentina, 
Chile and Uruguay), and the Middle East (21.8 percent versus 24.2 
percent) did not. A stylized fact from the 1970s is that Asia achieved 
price stabilization after external shock while other regions did not. 

Given the differences in stabilization performance despite common 
external shocks, the implication is that different degrees of effec
tiveness in policy response were crucial in determining the outcome. 
Although it is a good debating point to cite the external shocks of 
recent years as grounds for increased unconditional financing from 
the industrial countries and the Organization of Petroleum Exporting 
Countries (OPEC), the logic of the recommendation of reduced con
ditionality depends on one's views of its effect on domestic policies. 
If conditionality is viewed as improving the chances that the right 
domestic policies will be adopted, it is a disservice to the developing 
countries themselves to couple a recommendation for increased fi
nancing with a recommendation for decreased conditionality. Re
moving conditionality will tend to cause a run-up in debt to sustain 

Cline, "'Brazil's Aggressive Response to External Shocks," in Cline, 
World Inflation. 

" Cline, -Economic Stabilization in Peru," and Weintraub, "Case Study 
of Economic Stabilization: Mexico," in Cline and Weintraub, Economic 
Stabilization. 



poor policies. If conditionality is viewed as a nuisance that causeshardship for borrowing countries and that serves primarily to sootheinternational bureaucrats and bankers, then it makes sense to attachnonconditionality to the plea for more international financing based on the allocation of much of the responsibility for instability in the
1970s to international forces. 

Another feature of the international economy in the 1970s represented an impressive response of market institutions to the new external shocks: private banks greatly increased their lending to developing countries. Irving Friedman has examined the role of private
banks in international financial recycling. - 2 Friedman emphasizes thatbanks consider the long-term development prospects of countries,
not just short-term circumstances; that their portfolios are diversified among many borrowing countries; that indicators such as debt relative 
to exports or GNP do not show widespread deterioration, despitelarge growth in nominal debt; and that the IMF "seal of approval"
for countries in difficult circumstances is an important signal for banks,
magnifying the IMF's role far beyond provision of its own resources.
Friedman contends that banks have seldom lent where the IMF wouldhave preferred a prior agreement with the country (a view some IMFstaff would probably dispute: "Why do countries wait so long beforecoming to the Fund?" is usually answered, "Because the banks letthem.") He also urges that banks receive first priority in repayment.
Yet the moral hazard problem suggests that this rule would be undesirable, and the experience of Peru and some other countries seemsto show that the banks have sometimes exercised insufficient cautionbecause they already assume they will be bailed out by the interna
ional community. 

IMF Programs in Operation 

The Brookings conference examined the theory and experience of
stabilization rather than policies of the IMF. Nevertheless, 
 the appropriateness of IMF conditionality practices is an issue implicit inseveral of the conference studies and in other recent literature on
 
stabilization.
 

The Brookings conference included three case studies on countries
where IMF programs had been applied (Mexico, Peru, and Tanzania), 

42 Irving S. Friedman, "The Role of Private Banks in Stabilization Pro
grams," in Cline and Weintraub, Economic Stabilization, pp. 235-65. 



as well as judgments by some of the other authors on the theory and 
practice of IMF conditionality. 

Sidney Weintraub has examined Mexico's stabilization in the period 
1977-79, which involved the IMF extended Fund facility (EFF) and 

3conditionality. " Under Echeverria, expansive government spending 
unmatched by tax increases caused an average fiscal deficit of 5.7 
percent of GDP (1971-76), rising to 9.5 percent in 1976. Money 
supply grew at an average of 19 percent annually in 1971-76, and 
wholesale prices rose at 14.5 percent compared with 2.9 percent in 
1965-70. The fixed peso-dollar exchange rate-a fetish in Mexico, 
where the United States accounts for about two-thirds of trade and 
tourism earnings-meant that the peso became increasingly overvJ
ued. In August 1976, massive capital flight precipitated a devaluation 
from 12.5 to 23 pesos to the dollar. 

The IMF agreement involved a three-year program from 1977-79. 
Its conditions included a cutback on external borrowing from $4 
billion to $3 billion yearly, reduction of the public sector deficit and 
targets for increased reserves, and limits to increases in the net do
mestic assets of the Bank of Mexico. Mexico was also committed to 
reducing import-licensing requirements and some tariffs. Thus, the 
package was conventional (considering that devaluations had already 
occurred), except that it covered three years rather than the more 
traditional one-year period. 

Mexico achieved the various targets of the agreement. Economic 
performance was favorable except in inflation. Real output rose by 
3.2 percent in 1977 and by 6.6 percent in 1978; the current account 
deficit fell from $4 billion in 1975 to $1.8 billion in 1977 (even though 
oil exports were still small); and the public sector deficit fell from 9.5 
to 7.5 percent of GDP by 1978. However, inflation surged from 15.8 
percent in 1976 to 28.9 percent in 1977 and remained at 17.5 percent 
in 1978; the sharp devaluation played a substantial role in the tem
porary acceleration of inflation. 

Weintraub concludes that the IMF agreement was broadly suc
cessful except in its anti-inflationary objectives. It did involve a re
duction in real wages, but the burden of stabilization was probably 
not greater than that of the destabilization period for the unemployed 
and underemployed. In his comment, Saul Trejo Reyes emphasizes 
the difficulty of achieving distributional objectives, rather than eco
nomic management, as the key to understanding the Echeverria pe-

Weintraub, "Case Study of Economic Stabilization: Mexico," in Cline 
and Weintraub, Economic Stabilization. 
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riod." He also suggests that the arrival of oil is the single most
important factor in Mexico's economic turnaround. While this caveat
is surely relevant in explaining the sharp improvement in growth in
1978, it does not explain the largely pre-oil recovery on the external 
current account, and it should not take away credit for a largely
successful stabilization program with IMF participation.

The case of Peruvian stabilization in 1975-78 is one of the most
controversial episodes of IMF involvement. My review of the case 
recounts the policy distortions LAder the military government that 
led to economic crisis: neglect of exports, growing overvaluation of
the sol, mismanagement in state enterprises, increased government
investment unmatched by taxes (leading to a fiscal deficit at 10 percent
of GNP by 1975), and high expenditures on military imports.45 Bad
luck made matters worse: the anchovies disappeared off the coast,
the price of copper plummeted in 1975, and expected oil discoveries 
failed to materialize. The current account deficit reached 123 percent
of exports in 1975, and Peru rapidly accumulated external debt as
private banks lent munificently in the expectation of bright oil pros
pects. 

Sporadic stabilization attempts began in 1976 after an intramilitary
coup, but the political onus of going to the IMF led Peru to conclude 
an unusual stabilization package with a syndicate of international
private banks, on terms not very different from what the IMF might
have advocated. The bank package failed within the year as Peru
missed the targets, and the banks then insisted on IMF participation.
Negotiations with the IMF from March to May 1977, and a false start 
at an actual agreement in November 1977, repeatedly failed for the
essential reason that important segments of the government were
unwilling to accept budgetary restraints. But by the second quarter
of 1978 the country was near external bankruptcy, imports were freez
ing up for lack of trade credit, and there was little alternative to a
firm stabilization program. The new economic team devalued the sol
by 15 percent, imposed increases in prices of fuel and bread, elimi
nated most subsidies, raised interest rates, and restricted government
spending. The measures precipitated strikes, riots, and some deaths. 

The targets of a new IMF agreement negotiated in July 1978 were
substantially met by Peru. Debt was successfully rescheduled. For
1978 as a whole the external deficit was down to only 10 percent of 

U Saul Trejo Reyos, "Comment," Cline and Weintraub, pp. 292-95. 
45 Cline, "Economic Stabilization in Peru, 1975-78," in Cline and Wein

traub, Economic Stabilization, pp. 297-334. 
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exports (although severe restrictions on imports early in the year 
played a role in the turnaround). However, inflation accelerated from 
approximately 35 percent in 1975-76 to nearly 60 percent in 1978. 
Strong export prices caused a large external surplus in 1979, and real 
growth averaged 3.5 percent in 1979-80 after a 1.8 percent decline 
in 1978, although inflation remained in the range of 60 percent.46 

Regression analysis for Peru shows responsiveness of both exports 
and imports to the real exchange rate, contrary to the fears of some 
structuralists. And although Schydlowsky's comment criticized the 
IMF's (and government's) diagnosis of excess demand and recom
mended double shifting and export incentives as an alternative to 
demand restraint and devaluation, further examination tends to con
firm the view that large fiscal deficits reflected excess demand, and 
a socioeconomic change in shifting patterns seems dubious as a fea
sible measure for cyclical adjustment.4 7 The discussion earlier in this 
essay has addressed the common critique that the IMF package was 
disproportionately hard on the poor. 

The Peruvian case illustrates the problems caused by excessive 
private bank lending followed by the wrenching outflows once banks 
lose confidence. It illustrates paradigmatically a widely recognized 
problem: countries that wait too long before reaching a stabilization 
agreement with the IMF typically reach a crisis of such proportions 
that there is little alternative to seemingly draconian measures. And 
the Peruvian case may aio illustrate a political learning process by 
the IMF: the terms of the July 1978 package appear to have been 
more gradualist than those of the November 1977 package and those 
the IMF urged in March 1977. Broadly, however, the Peruvian case 
represents the more or less effective workings of the normal IMF 
stabilization package (once adopted) rather than a proof of structur
alist criticisms of such programs, although (as in the case of Mexico) 
success on the external account and in growth was not matched by 
the results on inflation. 

The case of Tanzania has also raised controversy about IMF pol
icies; moreover, it raises questions about IMF policy approaches in 
socialist countries. Weaver and Anderson describe Tanzania's ex
perience of relatively steady growth (5 to 6 percent) but intermittent 

"16 IMF, International FinancialStatistics, (Washington: January 1982). 
'7 See the comment by Daniel M. Schydlowsky and my reply in Cline and 
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balance of payments crises in the 1970s.48 The current account deficit 
reached 50 percent of exports in 1971, over 70 percent in 1974-75,
and 99 percent in 1978 (recovering between each episode). The study
focuses on the 1974-75 crisis. Drought, the oil price shock, and world 
recession played an important role in that crisis. In addition, the 
Ujamaa process of villagization had disrupted food production, caus
ing heavy imports of food. 

The government's response to the crisis managed to reduce the 
external deficit wnile provoking critiques from right and left. Imports 
were strictly controlled. The government rejected devaluation on 
grounds of inelastic trade response. It abandoned communal farming
efforts, raised agricultural prices, and carried out an ideological cam
paign to produce more food. It raised minimum wages by 40 percent
but held higher wages to smaller increases. It increased prices on 
state services, raised taxes on cigarettes and beer, and tried to cut 
back government spending. Altogether, then, Tanzania's package
wat, one of compromises that might be called socialist realism. 

The package did not suit the IMF. Although the IMF responded
to the 1974 crisis with loans averaging 10 percent of exports during
1974-76, these were in re' 'ively unconditional programs: oil facility,
first credit tranche, CFF. ne IMF did not make disbursements of 
conditional second tranche funds, because the government failed to 
reduce government spending and money growth. For its part, the
World Bank extended program loans in 1974 and 1977 amounting to 
1 percent and 0.4 percent of exports, respectively. 

Weaver and Anderson indicate that Tanzania overcame the balance 
of payments crisis in an equitable, if unorthodox, way. The rural
urban differential was probably reduced. The authors ask whether 
the multilateral institutions are sufficiently flexible to deal with so
cialist countries. 

In his comment, Helleiner emphasized that, if the Tanzanian gov
ernment did achieve equitable stabilization and the IMF did refuse 
to extend conditional support, the case would be an important in
stance where the IMF was proved wrong. 49 He highlights the point
by citing the seeming conflict between the IMF and the World Bank;
representatives of the latter reportedly were more favorable to the 

41James H. Weaver and Arne Anderson, "Stabilization and Development 
of the Tanzanian Economy in the 1970s," in Cline and Weintraub, Economic 
Stabilization, pp. 335-69. 
"9Gerald K. Helleiner, "Comment," in Cline and Weintraub, Economic 
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government's strategy. But Helleiner raises doubts about the conclu

sion that stabilization was equitable and nonrecessionary. Stephen 

O'Brien of the World Bank clarified in the discussion that there was 

no disagreement between the Bank and the Fund; both had responded 

to Tanzania's needs in 1974, and the absence of second tranche IMF 

lending in 1975 was the result of Tanzania's failure to meet targets 

that the government itself had accepted. 50 

In view of the widespread documentation of the inefficiencies caused 

by import controls as a basic development strategy,51 it would seem 
case shows the merits ofpremature to conclude that the Tanzanian 

controls over devaluation and other market-oriented mechanisms of 

accepting for the moment that Tanzanian resultsadjustment, even 
were at least temporarily successful (although that assessment is am

biguous). As a lender of revolving funds rather than grant aid, the 

IMF must calculate the likelihood of repayment in its decisions. In 

instances where the policy package involves import controls, a large 

minimum wage increase, and minimal exchange rate correction and 

spending cuts, there is a reasonable question whether the IMF would 

be meeting its fiduciary responsibility to the international community 

in making a loan, given the likelihood of future repayment difficulty. 

Indeed, many questions whether the much accelerated lending pro

gram of the IMF in 1980-81 did not involve several cases where the 

policy conditions were so weak and the underlying development strat

that the loans could de facto be turned intoegies so questionable 
grant aid by the inability of borrowing countries to repay and by the 

lack of any alternatives to rolling over loans. 

Two other authors in the Brookings conference had express views 

on IMF lending practices. While Diaz-Alejandro notes "modest" 

movement of IMF analysis "beyond the simplest versions of the mon

etary approach to the balance of payments," he indicates that the 

IMF still appears to favor outdated ideas (such as a preference for 

large, once-for-all devaluation rather than the crawling peg found 

effective in South America), and he criticizes IMF secrecy, pleading 
10 years be open to scholarlythat at least documents older than 

event the large countries (Argenexamination. He adds that in any 
tina, Brazil) are unlikely to place themselves at the mercy of IMF 

o Cline and Weintraub, Economic Stabilization, p. 374. 

5' The extensive studies by the Organization for Economic Cooperation 

and Development, the World Bank, and the National Bureau of Economic 

Research have amply demonstrated the point. See Anne 0. Krueger, Lib

eralizationAttempts and Consequences (Cambridge, Mass.: Ballinger, 1978). 



recommendations, however much modified (r7,sumably, though not
explicitly, because the game is not worth the candle in terms ofavailable lending magnitudes, a view possibly now bypassed by thelarger IMF quotas and higher multiples of quota for lending limits). 52 
Lance Taylor is more abrupt, merely appending to his theoretical
analysis a summary critique of the IMF's "draconian measures," "the
fiscal stringency/credit contraction/devaluation/wage repression pack
ages so beloved of orthodoxy and the IMF. ' '53 

Popular attacks on the IMF from the left are well known; theanalytical critiques of the neo-structuralists have added a more so
phisticated dimension to the attacks. However, two of the three ':duntry tudies in the Brookings conference suggest that the IMF is m.,cast 
as the villain, and that the underlying ills of the patient have oftenbeen confused with the ministerings of the doctor. These case studies
(Mexico and Peru) suggest that the IMF has not been guilty of violating the Hippocratic oath that the physician not make his patientworse off than he would othervise be. It is worth adding, finally,
that the most recent phase of the policy cycle has been toward
attack on an

the IMF from the right (in particular, from the Reagan
administration) as being too soft in its lending conditions. 54 

Conclusion 

It is evident from this survey that controversy remains abundant 
on the issue of stabilization. Several stylized facts have emerged,
however. Balance of payments stabilization has proved easier than

reducing inflation. Country experience in reducing inflation (after the

shocks of the 1970s) has been considerably more favorable in Asia
than in other regions. External forces caused considerable destabi
lization in the 1970s, but so did internal policies, and domestic policies
were important in determining the degree of success in response 
to
international shock. Countries have often waited too long before

adopting stabilization measures, making adjustment 
more severe. 

The perimeter around theoretical consensus would probably include the need to raise prices of tradables relative to nontradables inachieving external stabilization, with resulting resource shifts and 

2Diaz-Alejandro, "Southern Cone Stabilization Plans," in Cline and 
Weintraub, Economic Stabilization, p. 140.

5 Taylor, 'IS/LM in the Tropics: Diagrammatics of the New StructuralistMacro Critique," in Cline and Weinraub, Economic Stabilization, p. 502.
Washington Post, 28 September 1981. 



income distributional consequences. Trade regime bias imposes heavy 
long-run costs, and its correction is usually a bargain despite transi
tional costs. Many income distributional effects of stabilization are 
determined more by the political choice of the regime than by any 
inevitable dynamic of stabilization. 

The salient areas of dispute include whether trade elasticities are 
sufficiently robust to enable devaluation to work or whether they are 
so low that devaluation will have perverse contractionary effects. The 
mounting evidence is that the elasticities are sufficiently high for the 
standard case to hold. Also in dispute is the impact of monetary 
restraint on in Iation, although the neo-structuralist assault on the 
issue seems chiefly relevant in the short run and consideration of 
longer run effects seems to vindicate the more traditional causal di
rection (from monetary restraint to reduction, rather than an increase, 
in inflation). Also in dispute is whether the IMF in practice has been 
overly rigid in the application of orthodox measures. New areas of 
analytical dispute include the relative merits of the crawling peg to 
offset domestic inflation as opposed to those of a preannounced, 
decelerating schedule of devaluations as an anti-inflationary device. 

An area with high priority for more research is the time path of 
optimal stabilization policies. Despite the long-standing issue of the 
relative merits of gradualism versus shock treatment, and notwith
standing the modeling efforts of neo-structuralists, we have yet to 
see a carefully designed analysis of the alternative time paths of 
output, inflation, and external balance (for example, quarter by quarter) 
under alternative policy strategies (in particular, abrupt and severe 
credit restraint and devaluation as opposed to a gradual phasing-in 
of such measures). More generally, the neo-structuralists have yet to 
propose a viable alternative to the more traditional policy package. 
Although the logic of at least one version of their critique implies 
that in the face of stabilization problems governments should not 
devalue and should increase credit (and money expansion) rather 
than reduce it, they have (wisely) refrained from drawing the policy 
conclusion explicitly And have limited their policy conclusions to the 
negative stance that traditional policies have involved overkill. The 
less extreme among the neo-structuralists merely advocate more grad
ual doses of traditional medicine, but this approach implies again the 
need for analysis of the time paths of results under such policies. 
Similarly, some have advocated export subsidies as the alternative to 
devaluation, but, in view of the costs of trLie regime bias and budg
etary constraints, it is unclear how effective this alternative can be. 
(Moreover, if exporters will not respond to devaluation, why should 
they respond to subsidies?) 
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A new area of consensus on policy appears to be emerging. In the 
face of external shocks such as those of the 1970s, developmental 
adjustment may be more appropriate than short-term stabilization. 
New investment may be needed to expand production of exports and 
import substitutes. In this area the policy community has more than 
kept pace with the academic community. Without the aid of new 
theoretical models, the international financial institutions have sen
sibly extended the terms of IMF lending (up to five years for credit 
tranche borrowing and 10 years for the EFF), while the World Bank 
has introduced a modest amount of program lending for structural 
adjustment. Because developing country debt is high, external deficits 
are likely to remain high even if the OPEC surplus declines," and 
because prospects seem likely for continued slow growth and high 
interest rates in the international economy, the need for these facil
ities is likely to increase over the medium term. Analytical under
standing of stabilization policy is essential to the proper implemen
tation of these international instruments. The extensive riethodological 
work on stabilization issues in recent years. and the growing body of 
case studies, have done much to improve that understanding, but the 
task is far from complete. 

"Ali
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Short-term demand-oriented approaches to resolving balance-ofpayments difficulties, such as are typically recommended by theIMF, have been reasonably successful when applied to short-term
problems originating in over-expansion of domestic demand. Theyhave been noticeably less effective, howeve, in dealing with prolonged and continuing difficulties- largely external in origin
facing many developing countries in the 1980s. The Baker planappears to signal a new perception on the part of the U.S. government that longer-run supply-side approaches are now required in
the major debtor developing countries and in the low-income countries of Sub-Saharan Africa. To this end, many suggest 
a newleading role for the World Bank in stabilization and adjustment 
programs.

The International Monetary Fund (IMF) has seen its function as assisting countries to achieve "sustainable growth,"' leaving tothe World Bank and to aid donors the pursuit of rates of growth that are "desirable" or at least "adequate." Now, however, the IMF saysthat, for the major debtor countries and Sub-Saharan Africa, "anappropriate adjustment strategy must pay attention to the form aswell as the size of external adjustment so that growth-which is sovital to the stamina needed for adjustment-does not suffer."2 The
Fund agrees that this will require, among other things, an "enhanced role for the World Bank and other multilateral development
banks reflected in increased and more effective structural adjust
ment lending."3 Ak 



Those now advocating an expanded World Bank role in pro
gram lending include some who have always seen program support 
as particularly productive for developing-country borrowers and/or 
as providing useful opportunities for external policy leverage. Most 
of those currently favoring relative expansion of medium- and long
term program lending do not, however, see this as a permanent shift 
in the Bank's approach to development lending as much as a tempo
rary response to unusually severe balance-of-payments pressures.
The period during which this temporary shift is required will vary
from country to country, but it is likely to range from five years in 
Latin America to ten years in Africa. 

Sustained restoration of external balance at acceptable levels 
and rates of growth of domestic output requires restructuring of 
production-toward tradables and away from non-tradables. Such 
restructuring requires not only appropriate domestic incentives but 
also sector-specific investment. The costs of too short-term an ap
proach and inadequate external financing have been shortfalls in 
the investment required for such medium-term adjustment. De
mand restraint has hit investment particularly hard, both because 
the import content of investment spending is typically higher than 
that of consumption and because government recurrent expendi
tures and private consumption are inherently difficult to cut. Addi
tionally, in many cases, particularly in Sub-Saharan Africa, cut
backs have meant import-strangled economies operating well below 
existing capacity. In Sub-Saharan African countries, where both 
human and physical capital stocks are depreciating under the cur
rent severe foreign-exchange constraints, high immediate returns 
are obtainable from the provision of foreign exchange for the re
habilitation and full utilization of efficient existing capital, prior to 
any prospect of fresh net investment. 

Growth requires increased investment and/or increased pro
ductivity. The Baker plan provides for increased conditional pro
gram lending by the World Bank, with conditionality associated 
with growth objectives as well as short-term stabilization. Unfortu
nately, IMF a~id World Bank experiences with longer-term policy
based program lending-notably through the Extended Fund Facility
(EFF) and the Structural Adjustment Loan (SAL) experiments
have been mixed at best. The IMF has been unable to shift signifi
cantly from its traditional demand-oriented and short-term 
modalities. A recent study of EFF lending found that over half 
these loans were cancelled for non-compliance with IMF conditions,
while several more haelotherwise unsatisfactory outcomes.4 The 
World Bank's SAL prog.'am has had fewer cancellations, at least in 
part because the performance conditions are more ambivalent; but 



the countries covered and the record of fostering appropriate policy 
reform have been limited. 

It is not evident that the Bank's resources, knowledge, or lend
ing procedures are any better suited to overcoming today's deep
seated adjustment problems than those of the IMF have been in the 
past. It looks as if adjustment finance will continue to fall short of 
the required amounts. There is still only limited professional un
derstanding of adjustment processes and of the interactions be
tween short-term and longer-term objectives-either in terms of 
theory or in terms of available evidence. 5 Optimal policies for 
growth have long been a matter for particularly vigorous profes
sional disagreement, whatever the apparent self-assurance of some 
economists within the Bank. 

This chapter explores the outlook and possibilities for an ex
panded World Bank role in policy-based program lending. It re
views the principal instruments of such lending and their pros
pects. It addresses the substantive issues in medium-term 
adjustment policy formation and seeks to identify what is and is not 
agreed among professionals. Some of the institutional aspects of an 
expanded Bank role in policy-ba~ed program lending are consid
ered, as are some of the implications for the Bank's research pro
gram. 

Instruments of Policy-Based Program Lending 

Although structural adjustment loans (SALs) have received the 
most attention since their inception in 1980, "sector adjustment 
loans" have been more important over the past two years (see Table 
1). In fiscal 1985, thirteen sector adjustment loans made up 10.3 per 
cent of total World Bank/IDA commitments, while three structural 
adjustment loans accounted for less than 2 per cent of the total 
(down from an average of 8 per cent in the 1980-84 period). The 
Bank's current three-year projections suggest that, in the 1985-87 
period, sector adjustment loans will account for 10-15 per cent of 
commitments, whereas SALs will account for only about 4 per cent. 

The distinction between SALs and sector loans is not always 
clear. Both seek major reforms in policies and institutions,6 with 
the latter typically, but not always, more narrowly focused upon 
specific sectors. Issue coverage in sector adjustment lending has 
been extremely broad in some instances, for example, in reconstruc
tion in Ghana and Guinea-Bissau, or in trade policy in Colombia 
and Morocco. More usually, however, it is related to more narrowly 
defined areas, such as export development, agriculture, industry, 
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Table 1. World Bank/IDA Commitments by Major Category of 
Lending Instrument FY1980-85 
(percentages) 

1980 1981 1984 1985 

Specific Investment 60.5 49.3 41.3 49.6 

Sector Operations 

Sector investment and maintenance 16.9 20.6 26.5 24.9 
Financial intermediaries 15.4 18.8 13.2 11.1 
Sector adjustment 0.6 1.1 8.5 10.3 

Structural Adjustment and
 
Program Loans 
 2.7 7.1 8.2 1.6 

Technical Assistance 1.1 2.3 2.1 1.4 

Emergency Reconstruction 2.3 0.6 0.3 1.0 

Total 100.0 100.0 100.0 100.0 

Source: World Bank and author's calculations. 

energy, fertilizer, or public enterprises. Policy reforms required
under the conditions of these loans typically relate to liberalization,
rationaliged pricing, and other efficiency-raising measures. 

Sector adjustment loans are generally seen as both less com
plex and less intrusive than structural adjustment loans. A compre
hensive SAL simply may be too complicated to negotiate in a 
country like Brazil, but quite feasible in Ghana or Niger. Moreover,
the degree of intrusion in domestic policies that a SAL implies may
be politically intolerable today for larger and more powerful coun
tries, particularly those with major debt "leverage." It is notewor
thy that, although there have been no SALs in major Latin Ameri
can countries, there have been large sector adjustment loans to 
Brazil, Colombia, and Mexico, among others. The Bank has thus 
been quite pragmatic and flexible in its utilization of these alterna
tive lending instruments in its various member countries. 

Other, even larger "2;ector operations" include "sector invest
ment and maintenance" loans, and loans to local financial inter
mediaries. Non-project loans are also available for technical as
sistance and for emergency reconstruction after disasters. In all,
lending for specific projects now accounts for less than half of total 
World Bank/IDA commitments, as against 60 per cent in 1980. 

The Bank has also proven adept at modifying its usual project ./ 
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and sector lending procedures in response to its members' changing 

needs. Under the fast-disbursing Special Action Program that oper

ated from 1983 to 1985, for instance, the Bank altered the time 

profile of its normal lending for forty-four countries facing particu

larly severe balance-of-payments adjustment pressures; some of 

these procedures subsequently have been incorporated into regular 

Bank lending practices. Not all of the Bank's program finance is 

appropriately described as "policy-based lending"; at the same time, 

both program andproject loans can be consciously directed at policy 

change in support of structural adjustment. Categorizations such as 

those of Table 1 therefore can be misleading, and the data based on 

them should not be taken too literally. 
areSince non-SAL forms of policy-based non-project finance 

now of greater significance, formal, self-imposed constraints upon 

the proportion of Bank lending devoted to SALs (10 per cent of total 
one country) no longer serve anylending, 30-40 per cent to any 

purpose. The need for rehabilitative and adjustment-oriented pro

gram lending relative to the funding of traditional development 

projects varies across countries and over time. At present and for 

the next five to ten years, program loans are likely to be particu

larly productive in Latin America and Sub-Saharan Africa. Unless 

are made in the character of the remainder ofmajor modifications 
the Bank's lending program, it is difficult to see how, in current 

circumstances, SAL and sector adjustment lending can sensibly be 

projected at only 15-20 per cent of total lending over the next few 

years. One could easily imagine structural adjustment and sector 

adjustment loans together making up 75 per cent of Bank lending 

in countries severely constrained by scarcity of foreign exchange. 

Assuming that the geographic composition of its lending remains 

roughly the same, this would imply that program lending of these 

two types alone would rise to roughly 40-45 per cent. Relaxation of 

limits on the extent of local-cost financing permitted in the Bank's 

project loans is another device that could be employed more liber

ally to meet the current need for more balance-of-payments finance. 

At the same time, the Bank should be exercising maximum influ

ence on commercial banks, bilateral aid donors, and other sources 

of external finance to provide credit or assistance in programform. 

As current adjustment difficulties and debt pressures ease, the 

relative importance of program finance can return to more normal 

levels. 
Overall country-level needs for external resources for medium

term adjustment programs must be assessed in a holistic fashion. 

Debt-servicing obligations to all creditors, including the IMF and 

World Bank, must be considered in their entirety and in the context 
reof the anticipated overall balance-of-payments position. Debt 
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are treated equitablystructuring and relief in which all creditors 

(though not necessarily uniformly), should continue to be elements 

in the external financing programs of individual countries. Indeed, 

debt restructuring and relief, which in effect provides immediate 

programsupport, should be considered as just another instrument 

of program lending. There is no logic in the separate convocation of 

Paris Club meetings and aid donor consultations. Aid agencies 

should meet together with Paris Club creditors, the Fund, and the 
programs and their financingBank to consider jointly country 

requirements. 

Policies for Medium-Term Adjustment and 
Development: How Much is Agreed? 

Unlike IMF lending, the inter-country distribution of World Bank 

lending is not governed by rules or quotas. Whereas not all coun

tries have a short-term balance-of-payments 'need,' presumably all 

could claim that tley deserve and require development finance. 

How inter-country distribution is decided within the Bank is not 

obvious; and perhaps it should be made obvious. 

It is possible that the Bank's shift from traditional project 

lending toward policy-based program lending serves to rationalize a 

toward major debtors and/or others ofredistribution of resources 
whose policies the Bank approves. If such countries are to receive a 
'premium,' so to speak, above the resources that they would other

wise obtain from the Bank, then such a policy should be embarked 

upon deliberately and openly rather than slipped in under the guise 
to reof a new approach to lending. Undoubtedly it makes sense 

Bank resources to those in particular balance-of-paydirect some 
ments difficulties. But if resources are also to be redirected toward 

those pursuing what the Bank considers to be appropriate adjust

ment policies, it will be crucial to ensure that the Bank's assess

ments of local policies are soundly based and do not appear to be 

politically or ideologically biased. Policy-based program lending 

will ultimately stand or fall on the credibility and effectiveness of 

the Bank's conditions. 
What are the key elements of a sound macro-economic frame

work for structural adjustment and development? There can be 

general agreement on the desirability of maintaining an appropri

ate real exchange rate, appropriate incentive structures more gen

erally, adequate rates of domestic savings and productive invest

ment, and responsible fiscal and monetary policies. Typically it is 

not as easy, however, to achieve agreement on how best to move from 

disequilibrium situations to those of greater internal and external 



balance-and, therefore, on the precise meaning of "appropriate,"
"adequate," and "responsible" policies. 

The economics profession is much more comfortable with the 
analysis of alternative equilibrium or steady states than it is with 
analysis of transitions between them. The dynamics of change
within which market imbalances and alterations of behavior are of 
the essence-are extremely difficult to model. In fact, there is no 
agreed methodological framework for analyzing the medium-term 
macro-economic adjustment process that is now the prime object of 

policy.7 Nor is there complete understanding of the complex interac
tions between financial and real variables in different kinds of 
countries-particularly not in the current confused circumstances 
of rampant inflation, debt crisis, and capital flight. In short, while 
macro and development economists know and agree on the sorts of 
macro-economic conditions at which they would like to arrive-that 
is, sustainable external balance with reasonably stable prices and 
growth-they have no agreed route for getting there. 

At least as important to the longer-run restoration of external 
(and internal) balance is the ongoing process of economic growth 
and development. Countries that have pursued less-than-perfect 
development policies (and presumably all have some room for im
provement) may be able to "tighten up" under the current pressure. 
Imprevements in allocative efficiency and x-efficiency (better man
agement), utilization of previously underutilized resources, and 
encouragements to longer-run savings and productive investment 
may all increase medium-term and longer-term growth. Unless 
there are reasons for believing that previous constraints on policy 
have been eased, however, there may not be room for much maneu
ver in these respects. 

Beyond these generalities concerning the requirements for 
structural adjustment and more rapid growth, matters become con
siderably more controversial. While there can still be widespread 
agreement on the need for greater selectivity and care in public 
investment and for greater efficiency and consistency in economic 
management in general, there are major debates about strategy 
and tactics in particular country cases. And both in general and in 

the case of particular countries, there is fundamental political as 
well as professional disagreement on matters such as the appropri
ate overall role of the state, the scope for private enterprise, the 
degree of "outward orientation," and the distribution of income. The 
heart of the problem lies in the fact that the quasi-technical (though 
quite difficult enough) issues relating to medium-term balance-of
payments adjustment inevitably overlap in the Bank's policy-based 
program lending with much more controversial and highly political 
issues of development strategy. 



Despite these complexities, the World Bank possesses a fairly
 
consistent approach to policy-based lending. Like the IMF, it
 
stresses monetary and fiscal orthodoxy, appropriate real exchange
 
rates, positive real interest rates, and avoidance of administrative
 
controls on ex'ternal transactions. As far as longer-term develop
ment strategy is concerned, the Bank urges export expansion and
 
overall outward orientation as against import substitution; liber
alization of import barriers and movement toward unified import
 
incentives; and maximum reliance upon markets rather than gov
ernment ownership or direction in the domestic economy. The
 
Bank's primary emphasis is on price incentives and "getting the
 
prices right," and its obvious presumption is that, even in a world of
 
pervasive imperfections, markets can normally be trusted to
 
achieve that objective better than governments. Even in the world
 
of the second-best, its approach is consistently to liberalize that
 
which can be liberalized.
 

Just as the IMF has been criticized for the oversimplicity and 
inflexibility of its short-term models and approaches, the Bank now 
attracts criticism for the generalized character of the development 
policies it recommends. Certainly its general approaches can be 
defended only if they are flexibly applied; as universal rules they 
are neither economically sound nor politically acceptable. Improved 
incentive systems, for instance, generate the desired responses only 
in an appropriate overall context. Non-price impediments may se
verely constrain performance whatever the incentive structure. In 
African agriculture, short-run improvements in performance are 
limited by inadequate marketing systems, inability to obtain key 
inputs or sufficient credit, abse, tce of consumer goods on which to 
spend earnings, and deficient transport and storage arrange
ments-while inadequate land and technology frequently set 
bounds to longer-run prospects. 8 Where total agricultural supply 
response is small, as is frequently the case, the main impact of food 
price increases may simply be to increase poverty.9 In any case, it is 
not always easy to engineer or sustain real price changes through 
changes in nominal variables. Price inflation can be expected to 
offset nominal exchange-rate dcvaluation substantially, and the 
most cost-effective route to a sustainable new real exchange rate 
may not be to seek to reach it in one fell swoop. 

The role of interest rates also remains uncertain. Increased 
real rates may improve the allocative efficiency of investment, 
reduce capital flight, and even attract savings from abroad in econo
mies with relatively developed financial markets. The IMF re
search department itself concludes, however, that: "Despite the 
amount of research expended on the interest responsiveness of 
savings in general, and in developing countries in particular, it is 
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still uncertain whether an increase in interest rates will, on bal
ance, raise the savings rate."' 0 Nor are the advantages of full 
financial liberalization over "financial repression" unambiguously 
favorable."I 

Few would quarrel with the aspiration to remove or reduce 
import controls wherever possible. They tend to introduce ineffi
ciency and corrupt practices when they are long maintained. But 
the timing of their removal and/or rationalization must be deter
mined in the overall context of the economy's circumstances. To 
advocate liberalization during periods of foreign-exchange crisis is 
to risk the imposition of even greater economic costs upon an 
economy already operating under stress and below capacity. Pre
mature and ill-timed liberalization episodes will set back the pros
pect for greater efficiency and improved overall economic perform
ance in the longer run. 

Similarly, few would quarrel with the aim of expanding exports 
from foreign-exchange-constrained economies. But the prospect of 
all developing countries simultaneously expanding export volume 
in similar products, whether primary or manufactured, is one that 
must be analyzed in detail. Primary-product prices are likely to 
suffer and protectionist barriers to manufactures to increase as a 
result of concerted efforts at export growth. Export strategy must 
therefore be quite carefully constructed, and information about 
market prospects coordinated and made more widely available. 
(However difficult such contingent projections may be, the Bank 
has a special obligation to offer holistic assessments of market 
prospects under various stipulated supply-side as well as demand 
scenarios.) It is not good enough to argue, as some do, that only a 
relatively few countries will actually act on the advice to expand 
exports, and that the adding-up problem therefore can be ignored. 
Nor is it sufficient to argue, as do others, that since world prices are 
'given' for small countries, they can do nothing about them and 
should respond to current prices as best they can. Nor does the 
much-cited correlation between export growth and GNP growth
never applicable to the poorest countries anyway 2-tell very much 
about the direction of causation or appropriate policies for countries 
that seek both.'3 

The role of foreign direct investment is another source of con
troversy. Increased incentives and receptivity to foreign investors 
may simply generate quasi-rent from them if, as much of the recent 
evidence suggests, their investment decisions are based primarily 
on more fundamental locational characteristics and long-run fac
tors.14 In recent years, direct investment in developing countries, 
which has always been highly concentrated in the same countries 
that attracted commercial bank lending, has dropped just as far and 



as fast as commercial lending, and it is unlikely to resume until the 
overall economic outlook in these countries improves. Quite apart 
from the sensitivities of many countries regarding foreign 
ownership and control of domestic industries--and however desir
able increased equity, or equity-like, finance might be-the elas
ticity of response by direct foreign investors to improved invest
ment incentives in developing countries is, for the present, likely to 
be low. 

The relative roles of prices, markets, and governments in devel
opment are particularly controversial and politically sensitive. To 
acknowledge the importance of prices and incentive structures is 
certainly not the same as to advocate the universal use of markets. 
In a second-best world, there can be no theoretical presumption 
that even "well-functioning" markets will render signals conducive 
to the achievement of static efficiency, let alone developmental 
efficiency. There can certainly be wide agreement that govern
ments should be selective in their activities and, where possible, 
more efficient in managing their own enterprises. Divestment is 
undoubtedly appropriate in many cases; as a universal prescription, 
however, it is of dubious merit. Market imperfections and failures, 
distributional and "non-economic" objectives, and political pres
sures of various kinds are likely to continue to generate significant 
government intervention in developing-country economies; indeed, 
contrary to Bank orthodoxy, there is some evidence that govern
ment participation is associated with more rapid growth.'5 The 
political and economic efficacy of markets and governments varies 
across countries and in individual countries over time. Policy gen
eralizations based on ideologically or experientially rooted percep
tions can only be viewed with skepticism. 

By far the most pervasive and consistent conclusion in the 
increasingly sophisticated economic analyses of adjustment policy 
alternatives is the impossibility of offering generalized prescrip
tions to fit all country circumstances. A recent survey of World 
Bank macro-economic models of developing countries sought to 
explore the consistency of thei: policy implications with the Bank's 
own fconventional wisdom' regarding appropriate adjustment pol
icies. 16 Many of the most important policies typically advocated
such as nominal devaluation and monetary and interest-rate pol
icies-could not be analyzed at all because most of the models dealt 
only in real variables. That in itself reflects the relatively un
developed state of the macro-economic modeling art in the countries 
in question. More striking still, however, is the inconclusiveness of 
many of the results. 

Trade and exchange-rate policies generally "perform" as ex
pected, although the dynamics of transitions-for example, the 



efficacy of nominal devaluations of various dimensions to achieve a 
desired real devaluation-are not addressed. "Getting prices right" 
(that is, in accordance with world prices) in the energy and agri
cultural sectors, on the other hand, may or may not be sensible 
structural adjustment policy. Thus in one model, of an oil-exporting 
country (Nigeria), Bank advice on energy prices seemed appropri
ate. But in another model, of a different oil-exporting country with 
severe absorptive capacity problems and an imperfect public invest
ment expenditure system (indonesia), it appeared preferable not to 
raise domestic energy prices with world price increases; the al
locative losses deriving from energy subsidies to the private sector 
were less than those resulting from the inefficient public invest
ment that would otherwise result. And in one oil-importing country 
(Thailand), adjusting domestic energy prices so as to 'track' interna
tional prices also seemed unhelpful because of its indirect effects 
upon domestic savings rates and external borrowing. Similarly,
"getting prices right" for rice seemed appropriate adjustment policy 

in rice-exporting Thailand but exacerbated adjustment difficulties 
in rice-importing Korea (where domestic rice prices were above 
world prices). 

Inconclusive results were also found in the case of fiscal policy: 
"Is fiscal austerity a good structural adjustment policy? It de
pends."17 In one case where real/financial interactions were ana
lyzed and the distinction between "curb" and regulated financial 
markets was explicitly provided for-the case of Korea--the model
ing of monetary and interest-rate policies generated "unconven
tional" results. In combination, higher (regulated) interest rates 
and monetary restraint led to a serious slowdown in investment 
and growth, the effects of which exceeded any positive effects for 
household savings. 

How much improved economic performance-measured in 
terms of growth or broader measures of development-can reasona
bly be expected from policy reforms alone, assuming that they are 
in the right direction? Much of the international rhetoric and re
cent World Bank writing suggests that it would be great.I8 In fact, 
there is very little evidence to support such a presumption. A recent 
study of thirty-one developing countries found that growth experi
ence in the recent past can be significantly related to only two 
major categories of price "distortion"-exchange rates and real 
wages-with some limited further relationship to the degree of 
protection of manufacturing.' 9 No association was found between 
growth and the degree of taxation (or protection) of agriculture, the 
pricing of capital (interest rates), the rate of price inflation, or 
energy pricing.20 Evidently not all pricing-policy changes are likely 
to be equally productive. Wages are self-evidently among the most 
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"political" of prices, and policies relating to them are likely to be 
part of a broader political-economic strategy. In short, "the cor
rectness of the prices must be decided by reference to a comprehen
sive development strategy, and not independently of it .... Getting 
policies right is more than a matter of getting prices right."21 

In its recent emphasis on improved policies for efficiency, the 
Bank has noticeably downgraded its previous concern for equity 
and the alleviation of poverty, as Sheldon Annis shows in this 
volume. Lip service is still paid to the social impact ot adjustment 
programs, but in the Bank's own ex post country-level assessments 
of their effects, details have been conspicuously missing. Difficul
ties in agreeing upon appropriate approaches and finding reliable 
data may explain some of the failures in this area; but if there had 
been more will, more progress undoubtedly would have been made. 
UNICEF has expressed serious concern about these issues; in only 
one case--that of Ghana, and then only to a limited extent-has 
the Bank thus far availed itself of UNICEF offers of assistance, in 
association with interested governments, in the development of 
adjustment programs emphasizing both growth and a more "human 
face." 

John P. Lewis's recent survey of the state of development eco
nomics notes that there is a "new orthodoxy" about, composed of 
what is probably a minority of "mainstream" development econo
mists "headquartered at the World Bank." Lewis notes that "Their 
'orthodoxy' is, as to economics, neoclassical. It carries forward with 
redoubled vigor the liberalizing, pro-market strains of the thinking 
of the 1960s and 1970s. It is very mindful of the limits of govern
ments. It is emphatic in advocating export-oriented growth to vir
tually all comers. And it places heavier-than-ever reliance on policy 
dialoguing, especially between aid donors and recipients." 22 Mem
bers of the more eclectic majority are typically much more con
cerned to differentiate approaches between different countries and 
circumstances; many retain interest in distributional equity and 
the alleviation of poverty as important conscious policy objectives; 
most are also more interested in and concerned with political proc
esses and constraints on policy action.23 

A "pragmatic neo-structuralism" (the phrase is Albert Fish
low's24) seems to be gaining ascendancy not only in Latin America, 
but also in Sub-Saharan Africa. Recognition of the inadequacy of 
overly aggregative approaches to macro-economic analysis is cou
pled with that of the need to differentiate carefully among countries 
with different structural characteristics. The important role of mar
kets and incentives is accepted; and there is a new skepticism about 
the capabilities and interests of governments. At the same time, 
however, the potential for a prGductive-if more carefully selec
tive-role for the state is recognized. Simplistic recommendations 
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for reiance upon the 'magic of the marketplace' are seen as ide
ology rather than analysis. 

There are no 'quick-fixes' or easy answers to the current debt 
and financial problems of Latin America and Africa. To play to the 
gallery that suggests that there are quick solutions would risk later 
disillusion and discredit. The World Bank must foster an image and 
role of continuing and flexible support for economic development in 
whatever ways are appropriate and politically acceptable in partic
ular countries, periods, and circumstances. Increased program 
lending should be directed to countries making serious efforts to 
restructure their production for the purpose of medium-term exter
nal balance- regardless of whether their overall development 
strategies accord closely with the professionally controversial pref
erences of some of the Bank's major member governments and some 
of its staff. 

Institutional Aspects of Policy-Based Lending 

Development-oriented conditions are not only more complex and 
more intrusive than IMF-style demand management conditions; 
they are also much more time-consuming to develop, achieve agree
ment on, and eventually monitor. It is in the nature of the funds at 
present available from the Bank in the form of program loans that 
they cannot be disbursed as quickly as IMF funds. (Table 1 shows 
the fall in the share of program loans in Bank lending in 1985, 
despite the obviously increased need for them.) Nor can perform
ance be monitored as effectively and quickly. The data required for 
reliable assessment of real development performance typically take 
much longer to assemble than do the Fund's financial variables, if 
they are available at all; and tradeoffs among the various elements 
of developmental performance must somehow be considered in an 
agreed manner. Consequently Bank-style (SAL) conditionality has 
often engendered more delay and controversy than IMF condi
tionality, both at the outset of a Bank-backed adjustment program 
and subsequently. Therefore, conditioning the disbursement of in
stallments on structural adjustment and sector adjustment loans 
("tranching") would normally be most efficient if based upon a 
relatively few indicators--ones relating, above all, to balance-of
payments management and/or sector-specific objectives rather than 
to controversial overall objectives on matters such as the size of 
government or market liberalization. 

Developing countries have long argued for longer-term and 
more supply-oriented approaches to current adjustment problems
and hence, implicitly, for a greater role for the World Bank relative 
to the IMF-but many are now having second thoughts. Concern 



about the Bank's inappropriate mixing together of temporary ad
justment issues with more controversial matters of long-term devel
opment strategy have led to nervousness about an expanded Bank 
role in program lending. IMF conditionality, however imperfect and 
inappropriate, ),nay be seen as less intrusive and less potentially
damaging to development than that imposed by a World Bank with 
convictions of its own as to a universal recipe for growth. IMF 
conditionality also tends to be more consistent and predictable in 
its country-level application. 

A significant Bank shift from project to program lending raises 
fundamental questions about the appropriate relationship between 
the IMF and the World Bank. The Bank's developmental concern 
obviously involves a longer time horizon than does the Fund's 
stabilization mandate; on the other hand, there is bound to be some 
overlap-and therefore some ,otential for mutually inconsistent 
approaches. At present, country-level consistency is achieved on an 
ad hoc basis. The World Bank is being brought into the picture 
more centrally in those cases where the Fund's relatively short
term approach has failed to restore balance; in such countries, the 
Bank is perceived as "bailing out" the Fund, and it is not clear what 
the continuing role of the Fund may be. In general, it would seem 
important to agree, on a country-by-country basis, as to which of 
the two should be the "lead institution" during a medium-term 
adjustment period. 25 The presumption must be that the Bank 
should "lead" in Sub-Saharan Africa and in the "Baker 15" (of the 
Baker plan) for at least the next five years. Whether or not such 
formal "lead" arrangements can be agreed, the Bank and the Fund 
must effectively synchronize their independent approaches to the 
same countries. "Cross-conditionality" is particularly coun
terproductive and annoying when its details are inconsistent and 
unpredictable. The evident incapacity of the Fund and Bank to 
work out joint approaches that are satisfactory both to the major
shareholders and to borrowers suggests the potential usefulness of 
an independent high-level review of the appropriate mode for future 
Fund-Bank relationships. Such a review might also consider the 
best means of developing a single authoritative forum for the inte
grated consideration of the medium-term balance-of-payments 
prospects and financing requirements of individual developing 
countries. 

The one point on which virtually all those with experience in 
the attempt to impose policy conditions in IMF and Bank lending 
agree is that the required policies do not hold if there is not serious
commitment to them on the part of borrowers. If the relevant 
policies are not fully understood and supported by the govern
ment-or if they cannot carry domestic political support (or if
Opposition cannot be repressed )- agree ment will only be transitory 



and the adjustment programs ineffectual. There can be external 
education and persuasion concerning appropriate policies. But 
there cannot be effective external imposition. When all is said and 
done, borrowing governments must, above all, pursue their own 
interests. Policy-based program lending is therefore best seen as a 
device for encouraging overall policy dialogue, as Joan Nelson ar
gues in this volume. 

Within the Bank, just as outside it, there is probably a majority 
who advocate support for step-by-step changes in the appropriate 
direction, avoidance of unproductive confrontation over less impor
tant issues, and attempts to influence only a few major policies at a 
time rather than more dramatic reforms. Even those who might be 
expected to give vigorous support to orthodox Bank policies advo
cate lower expectations and longer time horizons. 26 The qualities of 
the Bank personnel most directly involved in the negotiation and 
monitoring of policy-based loans are therefore like!y to be more 
important than generalized prescriptive proclamations. Knowledge 
of the details of country-level practices and experience, and sensi
tivity to them, are crucial in the elaboration of appropriate and 
credible policy packages. 

Tensions between the Bank and debtor governments may by 
eased by expanding the practice of involving 'neutrals' in bilatei al 
dialogue. Outside experts have been involved in controversial cases 
from time to time in the past (for example, in India in the 1960s, 
and in Tanzania in the 1980s27 ), and they have been liberally drawn 
upon in Bank research and other consultancies. The Bank's tradi
tions in this respect have involved far greater openness to indepen
dent assessments and utilization of external research and opinion 
than has been typical of the Fund. These traditions should now be 
drawn on, both for overall assessment of Bank policies and, in 
individual country cases, for the assessment of adjustment pro
grams and external resource requirements. An outside review 
panel has recently been suggested to examine the appropriateness 
of the conditionality attached to SALs28; such a panel could be more 
useful if it addressed the broader issue of policy-based program 
lending of all kinds in conjunction with a review of Bank-Fund 
relations such as that suggested above. At the country level, resort 
to knowledgeable authorities not in the employ of the Fund or Bank 
to produce 'neutral' background papers for consultative groups and 
debtor-creditor mediation efforts could also prove valuable.29 

Implications for the Bank's Research Programs 

Outward orientation, the use of markets, and a limited role for the 
state are constant themes in Bank conditionality. It is perhaps 
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surprising that neither the Bank nor the economics profession 
knows any more than it does about the differential circumstances 
in which these approaches are conducive to development. But these 
matters are theoretically complex-as is the reality posed by over 
one hundred different sovereign entities. 

The uncertainties and disagreements in these spheres suggest 
room for productive theoretical and empirical research. The Bank's 
research activities, which deserve more funding than they have 
received, have been imperfectly integrated with the Bank's own 
internal evaluations of its lending programs or with emerging de
veloping-country needs. In recent years, the Bank's research has 
also gained a reputation for reduced diversity of approach and 
increased predictability of results. It has devoted quite dispropor
tionate effort to the documentation of the errors of governments and 
the advantages of reliance upon markets. Predictably, in these 
activities, the Bank's research has altered few opinions but annoyed 
many. Part of the renewed assault upon adjustment and develop
ment on the part of the Bank should be a research effort that is both 
more balanced and more integrated with the rest of the Bank's 
activity. 

The most striking imbalance in recent Bank research effort is 
the scarcity of positive analysis of the costs of imperfections and 
failures of markets relative to the host of projects seeking to meas
ure the costs of governmental interventions and mistakes. Ra
tionalization of this as rectification of reverse imbalance in the 
professional literature of development economics is unpersuasive. 
Balanced and parallel efforts on both tracks would improve cred
ibility in the professional community. 

In current circumstances, research efforts within the Bank 
would benefit from considerable redirection-toward analysis of 
alternative adjustment-policy packages and the complexities of al
ternative sequencing of policies. The Bank's research on policy 
sequencing has thus far devoted disproportionate attention to trade 
liberalization. Analysis of overall distributional effects of alterna
tive development policies has recently been resurrected; these is
sues should be addressed in the context of medium-term adjustment 
programs, and greater resources should be devoted to them. As has 
been argued, the analytical framework for the Bank's policy-based 
lending is not as developed as that for the Bank's project lending
or for IMF lending, for that matter, however controversial it may 
be.30 Efforts to intensify Bank research on adjustment processes 
deserve strong support. Further research is needed on the following 
subjects among others: interrelationships between real and finan
cial variables, determinants of savings and the efficacy of different 
savings-investment processes, the role of expectations, the relative 



efficacy of sharp and gradual policy changes, the size of capital 

flight and measures to harness it, potential for increased utilization 

of capacity, the role of selective as opposed to "blunt" policy instru

ments, and improved understanding of differential supply elas

ticities anu their determinants. 
In donor agencies and the World Bank, as well as in developing 

countries themselves, too much attention has been devoted to proj
to overall policy frameworks andect evaluation and not enough 

strategic planning. The redirection of Bank concerns toward the 

appropriateness of overall country-level policies suggests the rele

vance of further research on governmental economic decision-mak

ing systems. The development and sustainability of appropriate 

overall policies require sound systems for the provision of relevant 

and up-to-date information, both for daily decision making and for 

longer-term policy planning. Bank research might contribute to the 

development of such systems. 
The Bank's current research program appropriately provides 

for investigation of the interaction between developing countries 

and industrialized countries within the world economy. Under this 

rubric, immediately relevant research effort could be directed to

ward balanced analysis of global requirements in support of suc

cessful adjustment and publicization of individual industrial-coun

try performance in meeting these requirements. It is now 

conventional wisdom that adjustment success is significantly af

fected by such external circumstances as OECD growth, interest 

rates, market access, and adequate continuing capital flows. Ad

justment of the dimensions now required in the developing world 

places obligations upon the industrialized countries. Large current
can only be earned by major debtor nations ifaccount surpluses 

others permit or encourage their own deficits. Yet nowhere is the 

performance of individual industrialized countries vis-a-vis the re

quirements for successful developing-country adjustment set cut 

against the background of either their own promises or of overall 
a useful role by documentingrequirements. The Bank could play 

protectionist measures, new policies affecting the quality of aid and 

other capital flows, and other relevant policy changes-both posi

tive and negative- undertaken by the industrialized countries

and in estimating their impacts on developing countries attempting 
effort by the Bank could usefully draw onadjustment. Such an 

other sources (Development Assistance Committee of the OECD, 

IMF, GATT, UNCTAD) to produce an integrated and comprehensive 
as as performance inassessment of creditor well debtor global 

adjustment. This material could be made available for country-level 
debtors and creditors and for consultativeconsultations between 

group meetings, and, on a more global basis, in the annual World 



Development Report. Such an initiative might begin to restore the 
currently somewhat tarnished image of the Bank as an advocate of 
global development- rather than merely a disciplinarian for 
Northern banks and other interests. 

Conclusions 

An expanded role for the World Bank in policy-based program 
lending involves far more than structural adjustment lending. Sec
tor adjustment loans are already more important than SALs, and 
greater flexibility in the use of other instruments may also be 
significant in the support of adjustment. Current Bank projections 
of program lending at 15-20 per cent of total lending do not appear 
to allow sufficiently for the expanded need for program lending over 
the next five to ten years. Program-lending decisions should be 
coordinated with those concerning debt restructuring and relief, 
and holistic approaches should be pursued to individual developing
country financing needs. If expansion of policy-based program lend
ing is intended or likely to redistribute the overall flow of Bank 
lending among its member countries, this should be embarked 
upon explicitly rather than achieved as a by-product of the new 
policy. 

There is general professional agreement on the need for 
supply-side restructuring toward tradables through appropriate 
realignment of real incentives, responsible fiscal and monetary 
policies, and expanded savings and investment. Disagreements re
main, however, concerning the timing and sequencing of the re
quired policies and such matters as the role of non-price con
straints, links between real and financial variables, the role of 
interest rates, and the role and timing of import or financ.dal liber
alization. More fundamentally, there are profound political and 
professional disagreements concerning appropriate longer-run de
velopment strategies-including differences as to the degree of 
openness and the role of export expansion, the role of markets 
versus governments, the role of foreign investment, and the dis
tribution of income. 

Generalizations across countries are unlikely to be helpful; in 
fact, they are likely to arouse suspicions about the Bank's moti
vations. The Bank's conditions for program lending are therefore 
best confined to those relating to agreed med;uni-term balance-of
payments adjustment needs or, in some cases, to sector-specific 
issues, rather than to more controversial aspects of overall develop
mental strategy. Efforts should nevertheless be made to protect the 
welfare of the most vulnerable groups in overall adjustment pro
grams. 



Longer-term and development-oriented conditions are inher
ently more intrusive and more difficult to agree upon and monitor 
than are the traditional IMF conditions. There is concern that the 
Bank may be illegitimately mixing its own preferred brand of 
development policies with medium-term balance-of-payments ad
justment policies. There is risk that agreed approaches to medium
term adjustment and necessary capital flows may be impaired by 
Bank efforts to pressure unwilling and unpersuaded borrowers. 

Bank and Fund approaches must in any case be consistent. It 
would be helpful to assign one institution or the other a "lead" role 
at the individual country level-presumably the Bank in the major 
debtor countries and Sub-Saharan Africa for at least the next five 
years. An independent review of IMF-Bank interrelationships and 
policy-based lending might be highly productive. 

Adjustment policies cannot be successful without both under
standing and commitment at the country level. Dialogue rather 
than arm-twisting is the appropriate mode for Bank-member inter
action. Knowledge of, and sensitivity to, country-level details are 
both critical to the development of appropriate adjustment pro
grams. Step-by-step changes in the appropriate direction should be 
supported. 'Neutral' commentary on issues between the interna
tional financial institutions and borrowing members could be help
ful in smoothing their relationships. The Bank has more of a tradi
tion of using outside expertise than does the Fund, and it could now 
usefully draw on it. 

The Bank's research program has been imperfectly integrated 
both with its own internal evaluation processes and with current 
developing-country needs. It has recently acquired a reputation for 
consistently pro-market approaches and would benefit from a more 
eclectic program. Much positive analysis remains to be done on 
adjustment processes and policies as well as their effects upon 
growth and distribution. The Bank might also develop an expanded 
role as monitor of policies and performances of industrialized coun
tries as these relate to adjustment in developing countries. 
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and numerous officials in the international Monetary Fund and the World Bank, none of 
whom is responsible for the content of this chapter, for discussions that have helped to 
clarify my own thought, and to Sidney Dell. Richard Feinberg. and John Williamson for 
comments on an earlier draft. 

I Manuel Guitian. "Economic Management and International Monetary Fund Con
ditionality." in Tony Killick. ed., Adjustment andF'inancngin the Developing World, The 
Role of/the InternationalMon'tarv Fund iWashington. D.C.: IMF.: 1982), p. 93. 

'J. de Larosire. "The I)ebt Proble.m and the Chalhlnges Facing the World Econ
omy." Survey, November 25. 1985. p. 358.IMFIMF World HIank. loint 'rs.: Relezs'. No. 85 37. I)ecember 2, 1985. 



66 POLICY-BASED PROGRAM LENDING: BANK'S NEW ROLE 

4 Stephan Haggard, "The Politics of Adjustment: Lessons from the IMFs Extended 
Fund Facility," InternationalOrganization,Vol. 39. No. 3 (Summer, 1985), pp. 505-34; 
and Tony Killick, The Quest for Economic Stabilization:The IMF and the Third World 
(London: Heinemann, 1984). 

5 Lars Calmfors, ed., Long-run Effects of Short-run StabilizationPolicy (Lordon: 
Macmillan, 1983). 

6 World Bank, WorldDevelopment Report, 1985 (New York: Oxford University Press, 
1985), PP. 50-51. 

7 Fahrettin Yagci et al., "Structural Adjustment Lending, An Evaluation of Program 
Design," World Bank Staff Working Paper, No. 735 (Washington, D.C.: World Bank, 
1985). 

8 Stanley Please, The Hobbled Giant,Essays on the World Bank (Boulder, Colo. and 
London: Westview Press, 1984), pp. 297-98. 

9 John W Mellor, "Agricultural Change and Rural Poverty," International Food 
Policy Research Institute, Food Policy Statement, No. 3 (Washington, D.C.: IFPRI, 1985). 

10 Mohsin S. Kahn and Malcolm D. Knight, "Fund-Supported Adjustment Programs 
and Economic Growth," IMF OccasionalPaper,No. 41 (Washington, D.C.: International 
Monetary Fund, 1985). 

11 Carlos F.Diaz-Alejandro, "Goodbye Financial Repression, Hello Financial Crash," 
Journalof Development Economics, Vol. 19, No. 1/2, 1985, pp. 1-24. 

12 G.K. Helleiner, "Outward Orientation, Import Stability and Economic Growth: An 
Empirical Investigation," in Sanjaya Lall and Frances Stewart, eds., Theory andReality 
in Development (London: Macmillan, 1986), pp. 139--53. 

13 Albert Fishlow, "The State of Latin American Economics," in EconomicandSocial 
Progress in Latin America, External Debt: Crisis and Adjustment (Washington, D.C.: 
Inter-American Development Bank, 1985), pp. 139-40. 

14 Theodore H. Moran, "The Future of Foreign Direct Investment in the Third 
World," in Theodore H. Moran and contributors, Investing in Development: New Roles for 
Private Capital? (New Brunswick, N.J.: Transaction Bocks, for the Overseas Develop
ment Council, 1986). 

15 Rati Ram, "Government Size and Economic Growth- A New Framework and Some 
Evidence from Cross-Section and Time-Series Data," American Economic Review, Vol. 
76, No. 1 (March 1986), pp. 191-203. 

16 Warren C. Sanderson and Jeffrey G. Williamson, "How Should Developing Coun
tries Adjust to External Shocks in the 1980s? An Examination of Some World Bank 
Macroeconomic Models," World Bank Staff Working Paper,No. 708 (Washington, D.C.: 
The World Bank, 1985). 

17 Ibid., p. 91. 
18 World Bank, World Development Report, 1983 (New York: Oxford University 

Press, 1983); and R. Agarwala, "Price Distortions and Growth in Developing Countries," 
World Bank Staff Working Paper,No. 575 (Washington, D.C.: The World Bank, 1983). 

19 Esmail Aghazadeh and David Evans, "Price Distortions, Efficiency and Growth," 
World Development, forthcoming 1986. 

20 See also Albert Fishlow, "The State of Latin American Economics," op. cit., pp. 
140-41. 

21 Ibid., p. 141. Rn 
22 John P. Lewis, "Development Promotion: A Time for Regrouping, in John P. Lewis 

and Valeriana Kallab, eds., Development StrategiesReconsidered(New Brunswick, N.J.: 
Transaction Books, for the Overseas Development Council, 1986), p. 9. 

23 Ibid., p. 10. 
24 Albert Fishlow, "The State of Latin American Economics," op. cit.
 
2 Stanley Please, The Hobbled Giant, op. cit., pp. 72-73.
 
26 Elliot Berg and Alan Batchelder, "Structural Adjustment Lending, A Critical 

View," mimeographed, 1985. 
27 Stanley Please, The Hobbled Giant, op. cit., pp. 78, 93-94. 
2 Edmar L. Bacha and Richard E. Feinberg, "The World Bank and Structural 

Adjustmont in Latin America," mimeographed, 1985. 
2 Gustav Ranis, "Debt, Adjustment ard Development: The Lingering Crisis," in 

Khadija Haq, ed., The LingeringDebt Crisis(Islamabad, Pakistan: North South Round
table, 1985), pp. 20'1.-16; and G.K. Helleiner, "The Question of Conditionality," in Carol 
Lancaster and Johr Williamson, eds., African Debt and Financing(Washington, D.C.: 
Institute 'or International Economics, 1986). 

30 Fahrettin Yagci et al., "Structural Adjustment Lending, An Evaluation of Pro
gram Design," op. cit., p.2. 



Iet NoM 640 

Structural Adjustment Lending.
 
AFirst Review of Experience 

Sgfte~A4,196 

Document of de World Bank 

€ocmnt has a resticted dlsuibutionand may be used by recpiewits 
ie performance of their official duties. Its contents may not otherwise 

~ds~sdwithout AAorld Sank authorization. 
II
 



LENDINGADJUSTENTSTRUCTURAL 
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EXECUTIVE StMOARY 

I 
Introduction 


worsening internaticnalthe. rapidlyThe Bank responded quickly to 't 
situation and difficulties facing developing countries when 

thetheeconomic in 1980. With the SAL,(SAL)
introduced Structural Adjustment Lending 

adjustment needs,
address fundamentalto help

Bank devised a new instrument 
With the concept of SAL, 

clearly perceived in 1979/80.
which began to be that achievement 

events have demonstrated,
subsequent
Bank foresaw what to be
the 
would require adjustment efforts 


and growth
of financial stability 
SALs have played an important role both in 

over the medium term.sustained needs and in
structural adjustmentgovernments on

focusing the attention. of 
to help achieve comprehensive, 

the Bank with a better instrument
providing Addressed through

not be effectively

reforms which could
economy-wide 


SALs have also started within 
the Bank a process
 

alone.
individual proj'ects to lending, with
 
analysis and its relationship


of rethinking poliry 

effectiveness.
 

potentially lasting value for increasing 
its 


This report evaluates structural adjustment 
lending on the basis of
 

ii. completed Project
 
fifteen SALs to ten countries, on which OED has 


the three of these reports have been
All but 

Peormance Audit Reports (PPARs). 

SALE have been developing rapidly and by
 

issued during the past 15 mouths. 
Executive Directors; a 

had approved by the 
the end of FY1986, 38 SALs been 

adjustment

in the pipeline for FY1987-88. In addition, sector 

further 25 are 


lending has substantially increased.
 

the countries
 
design of reform programs under SALs in ten 


iii. The 

to the current economic situa

in this report was _directly related
reviewed 

facing severe macro--

tion in these countries. evenountries were 

_-cr~rent 

was dscussed-f[£liring-MOxproblems when the SAL rst ratioandpayments, a high debt servic e 

Ccount deficits in their balnces 

of 

In LkxtIZhre__icapita GP. the 

or u.vn negative growth of per
d.n All ten were finding


were looming on the horizon.
major problems
countries 
 and these
 
to adapt to the changing international environment, 


it dftticult whole of country-specific
often compounded by range


difficu ties were severe
een SAL countries were
Also common toZ all

domestic problems. 


SAL audit reports as the foundation of the 
iv. Using the first fifteen 

even after some account is taken of other OED 
certain limitationsstudy poses notSALs doesThe experience with. those 

studies to reinforce the findings. 
the although
motion in Bank, 


fully reflect the learning process set in 

lessons
some examples of the learned from the
 

attempts have bee'n made to give 
Moreover,


been applied in later policy-based lending.

early SALs which have 
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It is difficult to distinguish the" impact of a SAL from the effects of other
 

policy measures undertaken by the government, or from the effects of changes 
in the global economic environment and major unforeseen events in the 

country, such as prolonged drought or sudden changes in government.
 

Implementation and Impact of SAL.
 

v. A number of borrowers experienced difficulties in carrying out 

major elements of their programs within the agreed time-frame. None of the 

ten countries succeeded in fully implementing its program on schedule. 
However, in four of them (C8te d'Ivoire, Jamaica, Thailand and Turkey) there 
was clear and substantial achievement; in four other countric: (Kenya, 

Pakistan, Philippines and Senegal) performance was satisfactory in some areas
 

but less so in others; and in two countries (Bolivia, Guyana) the program was 
not implemented. 

of staff the of 
performa a optimistic in a majority of the countries reviewed. 

ith hindsight, this is not surprising, since the level of exports not only 
depends on timely implementation of export promotion measures, including 
incentives and institutional change, but also on market penetration and the
 

vi. Expectations Ba -about pace improvements in export 

global environment. For most countries, ensuring the right combination of 
demand management and nominal exchange rate policies to achieve a sustained 
depreciation of the real exchange rate necessary to stimulate exports turned 
out to be a difficult task, (see para. xxiii).
 

vii. While the authorities of most countries were aware of the impor
tance of reducing the effective level of protection and the bias towards 

domestic production, eptr.rnced domestic forces de endent on protection as 
well as the persistence of tra tions develo red untries acted as 

5erious deterrents to the effective implementat-o-of import liberaliza-Ton 
programs. Although in many countries quantitative restrictions were reduced 
somewhat and, in some cases, so was the average rate of nominal protection, 
progress in liberalizing Imports has in general been insufficient to put real 
competitive pressure on local industries. 

viii. During the first two or three years following approval of their
 

initial SALs, only Ly counr ies -substantially reduced their budget 
deficits. The nitial relatively erformance in the other
cbuntries has mainly-ref lected-nadequate-tmple en-- o fthe p olicies 

env Lsag---Bank and IM . p-r-grams',_ but- also in park' anfdrs .a no 

-the time requT for such reforms and tfficulties in mainta -e real 
va ue of revenue wea economies _expe-riencins Inf1.arin. However,
 

preliminary indications are that by 1985 budgerary performance had improved
 
in most countries.
 

ix. The experience with pricing policies was more positive. Structural 
adjustment programs FOr most countries provided that producer prices for key 
food and export crops would be increased to (or near to) their international 
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market price equivalents, and that subsidies on fertilizer and other agricul
ture inputs would be reduced or phased out. Most of these policy changes
vere implemented effectively, though in some cases with some delay. When 
real prices of crops have been increased this has led to increased produc
tion. Energy prices were adjusted successfully in line with the SAL 
programs, encouraging energy conservation and development. 

Rationalization of public investment has been an important compo
nent of thet structural*ad-Justment--rgrF orih of the ten countries under 
review except the Philippines. Public investment revle saye iLmproved the
Auality andcomposition.of public investment programs in most SAL countries,
but the administrative and institutional support frameworks are stil 
ai.- Permanent improvement will require continuing -vigiTafee-mn--att-

aspects of institutional structure, including retention of capable staff, use
 
of economic criteria 
for project selection and evaluation in operating

agencies, and inter-ministerial planning and budget coordination.
 

xi. It is difficult to evaluate the implementation and impact of insti
tutional reform prograas, because of the extended period required for 
 their 
successful completion. 
 Though the management of public enterprises has been
 
strengthened in most countries, the process of 
institutiona reform h been
 
slou Even the relatively less complicated institutional development

activities, such as financial and management audits of public enterprises, 
were often difficult to accomplish. Despite this, experience 
in SAL
 
countries suggests that inclusion of institutional "issues in SALs can be very

fruitful in getting governments to address basic issues.
 

xii. Although the primary objective of SAL is to support programs of 
policy and institutional change, it has also proved to be an efficient
 
instrument to provide quick-disbursing resources. In most countries SALs
 
have been processed and disbursed fast, and in years of SAL disbursements the
 
proceeds from SALs financed oQ 10 of ofthe average percent balance Rayments
 
current account deficits in the countries reviewed.
 

Lessons Learned and Implications 

xiii. When the first SALs were made the Bank had 
little practical experi
ence in this type of lending, and there were few precedents. It is thus not 
surprising that some difficulties arose and that there were disappointments 
as to Te speedwith which the intended reforms were implemented and the 
measure--mo-c ffect. 

xiv. In almost all SALs reviewed the process of preparing, leis atino

and executing reforms took much longer than anticipated. In general, . 
tutional reforms were even more difficult to implement than policy reforms. 

http:andcomposition.of
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On the whole, t..e implemen~ation ca~pscty of most countries was overtaxe_frp

the cotphexity e vide-ranging c-ndit-i-onality of-many of-the first 
RAlI. The capacity of" govern-e-ts to implement .reorm measures was usually
inadequately assessed. Also, the audit reports often noted overoptimism on
 

hepart _o_.the_dexee of to
of Batnf the government's commitment 

an-dund'erstanding of the reform measures. 
 ..........
 

xv. In the preparation and appraisal of SALs, insufficient attention
 
was paid to implementation processes and h tg 
 about achieving the-agreed

.obI ives. Consequently, there was limited discus-lon between the Bank and
gover&neis on 
the detailed steps and plans to be followed, increasing the

probability of unexpected difficulties.
 

xvi. Partly as a result of the slower than anticipated implementation of

reforms, the impact fr structural adjustment programs a country's
on 


r-,,,ha rema He
economic - -generally elow expectations. Another
 
mportant 
reason is that the world economic environment deteriorated to a
much larger extent than foreseen. Sluggish demand for the exports of devel
oping countr 
 worsening terms of trade and highinteirn- o-i l interest
 
rates all led to a situation in which tie-externa. capitaequiremen._e

uch larger than presented in_t C-_a-justment packages. The greater scrciy
 

of foreign exchange often resulted in an import capability lower than

anticipated with obvious negative effects on capacity utilization, production

and exports.
 

Impact on Governments
 

xvii. An important conclusion of the review is hnr inS~d ole in C~ocu the of most countries - ..a m j or inst attention o e n e t n 

structurAlroble-ms--an 
 the ns between various poicy nstruments. In
' spite of the delays and difficulties, in most of the countries reviewed a

worthwhile reform process has been 3et in motion, and 
there is a growing

awareness of the need for a better balance between market-oriented "indirect*
 

-policies and direct government intervention.
 

xviii. In the SALs reviewed the Bank could have contributed more to

enhancing the process of policy formulation and execution in the countries.
 
One of the most important services the Bank can provide is to 
help ensure
 
that the process of policy reform is "internalized" in the country as quickly
 
as possible, so that the reforu program is designed by the country itself and

integrated into its longer-term development program. The basis for this must

be laid at the 
preparation stage, by seeking the active participation of the
 
most important parties involved in diagnosing the problems and designing

solutions, 
ideally with the Bank in an advisory capacity. Such active
 
partic.pation of relevant parties has been successfully sought in later SALs,
 
such as in the second SAL in Senegal.
 

Impact or. the Bank
 

xix. Well before the introduction of SAL it was recognized in the Bank

that deficient policies and inefficient institutions often stood in the way
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of an effective use of resources for development. But fully satisfactory 
instruments to address the need for economy-wide reform did not exist. SAL 
has provided the Bank with an additional instrument to help achieve ccmpre
hensive policy reform which it previously was unable to address adequately 
through normal project lending alone. t helped toc -- --jother lendin 
operations on the achieveme .o policyobjecyL. sotha various lending 
instruments can be used in a coordinated fashion. On the ether hand, project 
"-i sector lending and the associated eector analyses and knowledge of the 
countries' investment programs have been indispensable building blocks in the
 
design of SPLe. 

xx. SAL has also given the Rank an instrument through which country 
economic and sector work (CESW) can be used more effectively, and can assume
 
major operational significance. To develop the potential of SAL more fully,
 
continuing improvements are needed in the design and implementation of CESW.
 
Good CESW should provide analysis useful not only to the Bank in the design
 
of programs, but also to the countries themselves. This analysis should be 
practical and concrete. It should addresui questions such as: "Where else 

ve the proposed re~.ors ._roke""What will be the economic implications 

in other sections of the economy?" and "What are the possible negative social
 
w1plicationir Answers to those questions can be more satisfactorily
 

formulated when there is active country participation in the design and
 
execution of CESW. In addition, the implementation experience underscores
 
the need for further policy analysis and research to improve the Bank's
 
understanding of the complex interdependence of policy measures and the link
 
between changes in policy measures and expected improvements in economic 
performance variables.
 

xxi. From the experience it is apparent that technical assistance 
associated with SALs can bezter be handled in free-standing Krojects. rather 
th7ges themselves. This is a lesson that has already been 
i-rnedfa--ai~ ip-I1a in later S-Ls. The skills required of Bank staff who 
prepare and supervise institutional and technical assistance elements are 
very different from those needed to supervise the implementation of policy 
reforms. An important advantage of free-standing technical assistance 
projects is that they can be prepared, appraised and supervised by special
ized staff. 

Bank-IMF Cooperation
 

xxii. The close c)operatloti with thk IMF-before making a SAL underscores
 
the importance the Bank attaches to a reasonable degree of stability as a
 
prere-uis-itefDr rwth-, In the ten countries reviewed consu tat&ons'--took
 
place between the DWF and the Bank in the design of their respective pro
grams. The increasing coo)peration between the Bank and IMF is improving the
 
quality and consistency of policy advice, though further improvements are
 
needed in some areas, particularly in exchange rate policies.
 

xxiii. In accordance with the existing understanding between the manage
ments of the two institutions, negotiation of exchange rate adjustments is
 

, . 

'-
. U1>
1
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the responsibility of the 
IMF, and Bank staff are instructed to refrain fromdiscussing with 
country officials specific levels 
of adjustments required.
The experieuce in most of the ten SAL countries suggests that 
real exchange
rate changes have not been been sustained sufficiently for the programs forexport promotion, import liberalization and tariff rationalization to becarried out successfully. 
 Bank staff would like to see exchange ratepolicies pursued more vigorously to ensure medium-term growth in output andexports in addition to a sustainable balance of payments situation. Improvedcoordination between the Bank 
and 11F should 
ensure that exchange rate
policies (which are prescribed in terms of nominal rates) are consistentthe other policies in Bank and I4F program in order 
with 

to reach the desiredlevel of exchange rates 
in real terms.
 

Adequate and Coordinated Preparation and SupervLiaoi
 

xxiv. A more concerted preparation and supervision effort is necessary,requiring greater interdepartm-intal coordination and flexibility to take fulladvantage of the skills available within the Bank. In particular, greatereffort by Bank staff is required to analyze and discuss with governments indetail how, in the country's specific circumstances, the proposed reforms can
This would help
be implemented best. avoid unexpected difficulties
later stage at aand build up the governmert's own implementation capacity. The 
. .2 LS A~eSA has often overextended the
csaaa _ t e rZora1 nature Bank's supervisionof SALs has at cimes strained regional,anagement structures and procedures. Not infrequently, the preparation
new loans and other work appears to 

of 
have taken precedence over supervision.
 

Cofinancing and Donor Coordination
 

xxv. Aid coordination and co-financing have not featured prominently inthe first SALs, but there appears to be considerable scope for involvingother donors in the structural adjustment process. 
 Greater impact and better
harmonization 
of aid programs could 
have been achieved 
in many countries
through concerted efforts to 
discuss the SAL objectives and strategies
other donors. 
 Itmight have helped to avoid situations 
with
 

in which the availability of Alternative 
sources of finance caused gove en to 
 one
c-h-needed 
 olicy reform. ofinancing In formal sense
a may not be
necessary or 
even desirable to achieve this aim; 
the impoctant issue is to
ensure 
that various parties providing finance 
do so in support of common
policy objectives agreed 
with the government. 
 This is another lesson that
has been learned and 
is being practiced in later SALs.
 

Social Implications
 

xxvi. There was 
very limited attention in the first group of SALs to the
social implications of the proposed policy changes. 
 SALs, however, were not
intended to address 
poverty and social 
issues in a direct manner. Implicitly, the Bank expected the lower 
income groups to benefit in 
the medium and
longer 
term from the policy reforms. The Bank uses 
ocher lending instruments
which are 
more efficient than 
SALs, to address 
poverty issues directly.
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Bvertheless, It has gradually benw n-.ar ftthre-w..--eLial costs 
associated with 3d u. nt ro rams whic ,huldhave been anal: and 
se ec vely addressed, either in SAL. or, mor rae roug other 

lending naruments. 

xxvii. Demand management measures caused frictional unemployment from job 
changes and temporarily lower standards of living for some people. Urban 

waxe earners have suffered loasesL to±L- extent that their wage increasese-ovr-thi--Tnflation rate.. Public sec€-t-r emploees seem to have been. 

especially aard__hit, through wage freezes, in virtually every country. 
tMoreover, previously subsidized or regulated prices of basic consumer gooas 

and services have risen faster than other prices as government subsidies have 
been substantially reduced or elimina;edL..Gainers in the resulting income 

redistribution appear to have been armere However, in considering those 
facts it should be borne in mnd tha some of the unemployment and income 
losses were in fact the intended objictives of the stabilization and 

adjustment programs. It Li also probable that these csts would have become 
mach more severe at a later date had the downward spiral of increasing 

exterital payments and debt problems, the inability to pay for vital imported 
inputs, and the resulting further declines in production and exports been 
allowed to continue.
 

Ex-Ante and Ex-Po3t Conditionalit.
 

nxviii. The reform process ic more likely to be sustained and the commit
rnnt to it reinforced if the SA"igade d6minantly in support of key reform 
rocecd -anL_.eas against promises .o. 

fu ,---- he two cas and Turkey) where the key -form. 
were made before Board approval the programere re implemented best. Prior 
Initia ion of reforms ruduced the vulnerability of ?hcgovernment's co'ncerne 

harges by the'opposfIion of yielding under duress o ankioed pre- . 
scriptions, and for the Bank it demonstrated cuomitment to the reform 
process. Countries which placed the greatest reliance on commitments to 
future actions experienced greater delays in implementation. They also 
tended to face a large number of complex conditions, which could not realis
tically be expected to be fully implemented. 

Conclusion
 

xxix. In conclus-oll, it can. be said that the SAL3 have provided the basis 
for assisting a country's long-term restaturing aforts and at the same 
time substantially reinforcing the development dialogue"> The implementa
tion of refom&has been slower than expecedPandthe-4mpacr ha_eonoic 
performance of the countries involved less than hoped__for. It is difficult 
to be definitive about the conclusions that can be drawn from the limited 
number of the eariy SALs that have been evaluated because SALs as an instru

ment of lending have been evolving rapidly. For the Bank, this has been a 
learning process just as much as for the countries themselves. Some of the 

major lessons Learned, and which are being incorpcrated in current Bank 
practice, have been discussed above. In pactic:alar, it has become appareat 
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that the Bank needs to assess the commitment of the iuroortant agenciesconcerned and, to the extent ;-eaible, assist countries to forge a coasensaison the reforms that ire to be undertaken. Second, SAL are by no means the_ly of p~rovidingwjcybaed lending, and sometimes sectoral aajus-t"tIoans or Prolects supported_ by free-standing technical as:& ancei operation4Cf. serne the urpose. Such an approach. with SALs, sector and project loansdesigned to address focusA PoliOectives, may be bctter geared to -neimplementation capacity of many countries and help to avoid the temptation ofthe earl qAmto "l.d ti-.. a a4ud
 u_e of complex conditions
which could not resllstitelly evet _t be implemented u.y. 

7. More narrowly focused SAL operations, complemented by sector andproject operations, make 
it easier for the Bank to combine the specific
skills required for adequate preparation and supervision. In terms ofpreparation, they would 
allcw the appropriate 
focus on implementation
requirements or implications in he careful detail that is necessary to avoid
unexpected difficulties nt a later stage. An additional advantage of theseoperations, if well understood and agreed 
to by the government, is that they
may -Ladto a greater degree of 
 "up-front" conditionality. Supervision
missions would then be less preoccupied with the adherence to condltions, and
have more timge for assistance with the country's implementation difficulties.
 

Xxxi. Improving CESW, associating country officials more systematicallywith Bank staff in designing reform programs, "internalizing" the process ofpolicy for-ulation, 
supporting hAL implementatiin more intensively 
and
improving the understanding of'the complex interdependence of policy measures
and of their impact on economic performance should all contribute to betteraaalysi%,, appraisal and implementation of SALs. Better analysis should helpBank staff to avoid overoptimism and 
to press only for those conditions that
address critical areas. For Bank,the all of the above suggestions are laborintens.ive, requiring a sustained effort at 
efficient marshalling of resources
into priority areas in support of this important dimension of* the 
Bank's
activities. In many 
cases the time-consuming nature of 
these objectives may
well lead to the need for delaying the commitment of funds till the opera
tions are prepared adequately.
 



World Bank Support for Structural Adjustment in Developing

Countries: Structural and Sectoral Adjustment Lending
 

Tn the late 1970s and early 1980s, after the second oil shock, many
developing countries faced a serious balance of payments crisis. Among the
immediate reasons contributing to this development were a sharp increase in the
import bill and recession in OECD countries, high interest rates on external
debt and a sharp reduction in availability of external credit from commercial
 sources. However, the problems of the developing countries were only partly due
to the worsening of the international economic environment. 
The crucial factor
was the distortions and weaknesses in the economic policies which had evolved in
 many of these countries in the previous 10 to 15 years. 
 The worsened

international econo-mic environment eve:,tually brought out 
in the open the
weaknesses of these polic..,. 
 Distortions and inefficiencies which were

acceptable in a favorable eLonomic environment involved costs which were
 
unbearable in the new situation.
 

IMPORTANCE OF POLICY FRAMEWORK FOR DEVELOPMENT
 

The Bank has traditionally been involved in supporting the developing
countries by loans for specific investments as well as sectoral investment
 programs.. 
The bulk of the Bank's lending has been for specific investments,

i.e. projects. Experience, however, shows that there is a very intimate
relationship between the success of a project and the policy environment:

projects in a poor policy environment are not necessarily good. 

good
 
In other words
policies matter even for success of projects. The interaction of the policy


environment and the productivity of projects can be illustrated by two examples.
Consider a project evaluation loan for an irrigation project which is evaluated
 
to be technically and economically a s6una. 
However, the increase in
agricultural production that was expected from the expansion of irrigation may
not be realized if the country is following a policy of keeping low producer
prices for farmers in order to provide cheap food for the urban population. In
this situation, the sound irrigation project would not lead to the increase in
agriculture production because price incentives were not 
there. It follows that
it is important to deal with agricultural price policy first or at least at the
 
same time as providing finance for the irrigation project.
 

Another similar example can be given in the context of an energy
generation project. On the basis of the expected growth of demand for energy and
the installed generation capacity it is concluded that immediate investment in
power generation is needed in order to prevent shortages in power say 5 years

late. 
However, the country's energy prices are significantly lower than the
world prices. (They are either being subsidized, or the country is 
an oil

producer not charging the opportunity cost to 
its local population.) As a
result energy intensive patterns of production and consumption are encouraged.

The reason why demand ir expected to outstrip installed capacity 5 years in the
future is a policy failure. Therefore, this project, which may look like a good
project in terms of providing the needed energy efficiently is actually required
only because of the distortzd energy pricing policy. 
Correcting the policy
distortion on enirgy prices will lead to a more effective utilization of energy
and reduce thz rate of growth of demand. The power project could be delayed
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several years and resources used for other high priority projects, necessary at
 
the present time.
 

Examples like these emphasize the need for a broader approach in
 
viewing the role of projects in development. If significant policy failures are
 
allowed to persist, looking at projects in isolation from the policy framework
 
and evaluating them even using sophisticated techiniques of project Lvaluation
 
may not result in the "correct" investment decisions. 
This was why adjustment

lending or policy based lending was adopted by the World Bank in 1980 as an
 
;.portant instr,.unent for supporting development in member countries.
 

CHARACTERISTICS OF ADJUSTMENT LOANS 

The objective of an adjustment loan is to support an adjustment
 
program, i.e. to a program of poli,'- and institutional reform. The loan is
 
explicitly linked to the implementation cf an agreed adjustment program. 
and
 
not to investment, either at the sector or project level.
 

The adjustment program is a medium-term program, covering a period of,

say, 5 years. The first year or two are spelt out in greater detail and include
 
a time table for certain specific measures which the country is expected to
 
undertake. The implementation of the program is monitored and the disbursement
 
of the loan is linked to the undertaking of these specific time-bound measures.
 
The loans, therefore, are usually tranched. A part of the loan is made
 
available when the loan is approved; then 6, 8 months or sometimes a year later
 
the remainder of the loan is released after certain agreed measures have been
 
undertaken. The tranching process is an incentive for the country to continue
 
with the agreed adjustment program. However, there ir allowance made in the
 
monitoring of implementation and in tranche release for unforeseen developments,

both domestic and international. The monitoring is, therefore, not a
 
rechanistic one but involves judgements and incorporates the possibility of mid
term corrections.
 

A third characteristic of adjustment loans is that these loans are
 
usually considered part of a :eries of loans. 
This reflects the judgement that
 
in many countries the structural problems, distortions and weaknesses are deep

seated and the adj,,stment process is likely to be an extended one. 
This may be
 
the situation especially in sub-Saharan Africa and other low-income countries.
 

A fourth important characteristic of adjuscment loans is that they

usually finance the import of raw material and intermediate goods. There is no
 
a priori reason that this be so. 
 In principle the disbursement of such loans
 
could be linked to expenditures on an ongoing investment program. In practice

there are 
few cases where this , ..been done. There arc two reasons for this.
 
First, adjustment loans have usually been made to countries that are facing

acute balance of payments difficulties. The priority at the time was not to
 
undertake new investeent and build new capacity but to use existing capacity

which was idle because of shortage of imported inputs. Secondly, disbursement
 
against raw mat-rials permits some benefits of the loan, in terms of production,

to be available in the short period. 
Because of the increased availability of
 
raw materials and intermediate goods made possible by the loan production

increases an4 employment is maintained. This helps contain the burder of
 
adjustment and helps the country to adhere to the adjustment program.
 

\o~
 



Sometimes it 
is argued that since adjustment loans often finance the
import of raw materials and intermediate goods they are not productive. 
They

add to debt but they do not add to the repayment capabilities of the ecouomy.

This criticism is incorrect, because one should not look at what the loans are

disbursed against, but at the adjustment prograr the implementation of which

the loans are supporting. The fact that the adjustment loans are 
financing

import of raw materials is subsidiary. The important point is that they are

supporting the implementation of a program of policy and institutional reform.
 
The improved policy framework reduces waste, improves the efficiency of resource

allocation and supports the re-emergence of viable growth. Project loans add to
 
repayment capacity by adding to creating a productive asset. Adjustment loans
 
add to repayment capacity by improving the policy framework.
 

There are broadly two kinds of adjustment loans. Economy-wide

comprehensive adjustment programs are supported by structural adjustment loans.

Less comprehensive adjustment programs, more 
limited in scope, are supported by

sector adjustment loans. 
 The sector can be defined functionally such as
agriculture, industry or energy sector or as an area such as trade and export

development. 
In the latter case the sector covers trade across the whole
 
economy. 
Initially the Bank focuse( more on structural adjustment loans. The

countries that approached the Bank were often in deep economic difficulty and
 were prepared to undertake comprehensive adjustment programs. In FY1980 3 SALs
 
were approved to Kenya, Turkey and Bolivia. 
 In FY1981 the number increased to 7

and has been around 6 or 7 per year since then. 
In later years sector

adjustment loans increased dramatically as more and more countries undertook

adjustment but were not quite ready to embark on a comprehensive program.

Initiating sector adjustment programs may eventually generate a momentum for
 
reform and the initial adjustment program can spread to other sectors and

eventually embrace the whole economy. 
For example- in Ghana the Bank started
with a reconstruction and import credit. 
Then an export restructuring operation

was followed by a second reconstruction import credit and now a structural
 
adjustment loan in support of a comprehensive adjustment program is under
 
preparation. Similarly in Morocco adjustment lending started with a program for
industrial and trade policy reform. 
This was followed by support for adjustment

in the agriculture sector and in education. 
Now a structural adjustment loan is
 
under preparation.
 

In other cases the Bank started with a structural adjustment loan and
then the adjustment process in individual sectors was deepened by sectoral

adjustment loans. 
 This %appened in Turkey where sectoral adjustment loans

followed a series of structural adjustment loans, as well as in Korea.
 

Adjustment loans are part of the country assistance strategy of the
Bank. In a country undertaking an adjustment program, the Bank supports policy

reform and adjustment not only through policy loans but also through project and
other types of loans. Project loans stimulate the resource shifts and supply
 
responses which the adjustment ptocess is designed to bring about. 
For
 
instdnce, an adjustment loan may support the improvement of the policy

environment for industry by reducing the levels of protection, thus, improving

the efficiency of the industrial sector. 
 The reduction of protection will have
 
some negative effects on 
inefficient firms and activities. 
An industrial
 
rehabilitation and restructuring loan may support specific investments in
 
specific industries to help firms take advantage of the new 
improved policy
 



environment. 
Thus there is a complementarity between project lending and our

policy lending. 
 Both are part of an overall effort by the Bank to help the
country carry out its adjustment process. 
 In fact in many countries if
an
adjustment program were not undertaken, the Bank may not be able to continue
with project lending in the face of economic crisis.
 

CHARACTERISTICS OF ADJUSTMENT PROGRAMS
 

The fundamental objective of the adjustment programs is to improve tf

efficiency of resource allocation and increase the domestic resource
mobilization in the economy. 
This is expected to help the reestablishment of
the economy onto a viable growth path.
 

The common themes present in almost all adjustment operations reflect
 
the common nature of the distortions prevalent in many developing countries.
 
intervention and increase the role of the private sector. 


First, almost all programs include measures to reduce the role of government

countries the public sector, over the past 15 or 20 years has taken on function!
 

In many developing

that it is not efficient at. 
It has also absorbed too large a share of savings
and crowded out the private sector. 

government should be doing more 

In many countries we believe that the

infrastructure for the economy 

in providing good economic and social
-
education and health. 
transportation, telecommunications, 
primary
Un the other hand, they should not be excessively
involved in directly productive activities which can often more efficiently be
undertaken by the private sector on the basis of this infrastructure.
Thereforeu, adjustment programs attempt to create conditions for an increased
role for the private sector. 
Secondly, the adjustment programs encourage the


economy to rely more on market forces and less on administrative intervention
and control. 
Administrative regulations and'price controls in many countries
have contributed to ihefficient resource allocation And waste-of resources.
 
-Quantitative restrictions and import licensing, for example, create large rents


activities. 

for importers and generate corruption, "rent seeking" and directly unproductive
Price controls affect incentives and inhibit supply while subsidies
strain the budget and may lead to wasteful consumption of the items subsidized.
Many programs undertaken ostensibly for the poor provide benefits for the rich
 
and powerful. 
 In those situations a move towards greater market orientation may
 contribute significantly to 
resource mobilization and efficient resource
allocation.
 

Almoct all the adjustment loans in the early years focused largely on
 
trade policy reform. 
The fact that countries were facing acute balance of

payments helps explain this fccus. 
Many of theb, had extremely high rates of
protection through quantitative restrictions, import licensing and foreign
exchange controls. 
This had led to the development of inefficient industrial
structures geared to selling in the domestic markets because they were too
 inefficient to compete abroad. 
Overvalued exchange rates added to the anti
export bias of policy. 
Trade policy reforms aim to reduce the level of
protection and increase the relative attraction of export sales as compared
domestic sales. 
Realistic exchange rate policies are a key element in any
programs for encouraging exports. 
Schemes for duty-free access of imported
inputs are also used to create a "free trade situation" for exporters.
 



Another important area is the reduction of trade barriers. 
The first
priority is for an elimination of quantitative restrictions and import

licensing, usually in stages. 
On tariffs the approach usually adopted is to
seek (a) a lower average level of tariffs and (b) 
a reduced variability of the
tariff structure. With this objective agreement is reached on a maximum tariff.
This requires that outlying very high tariffs be reduced to this maximum. 
Then
over time efforts are made to reduce the maximum itself. Secondly, tariffs on
items like capital goods and intermediate goods which often enter duty free as
an incentive to industry are sought to be increased. The long-term objective-
the ideal--which guides these changes is to move towards a uniform tariff at a
 
reasonable level.
 

Reform in the trade policy area also includes measures to strengthen
the institutional basis for export promotion, e.g. marketing structure, export

promotion centers and design and quality enhancement efforts.
 

A second area where the Bank puts a lot of importance in its policy
loans is rationalization of the public investment and expenditure program. 
In
many countries these programs are too large given the availabl. resources and
implementation capabilities and are absorbing too much of the savings of the
economy. In order 
to reduce the size of the investment program the first step
is to eliminate, delay or reduce in size the most obvious white elephants and
low priority projects. Secondly, the relative sectoral balance of the program
is shifted towards the sectors like energy and infrastructure which are seen to
be of high priority.. Oftrn a core investment program consisting of the highest

priority projects is distinguished and its implementation protected against
unforeseen circumstances. Thirdly, very often in periods of stringency there is
a tendency to cut expenditure on goods and maintain employment. For example in
education the teachers' salaries may be protected but expenditure on textbooks,

Paper and-supplies may not be. 
 Thus the-quality of service may be drastically
reduced even though overall expenditure on education 
.s roughly maintained.
Therefore, it is important to also focus on the balance in expenditure within
broad sectors to reduce negative impact of expenditure reductions.
 

A third area of importance is the liberalization of prices so that
they can reflect real scarcities in the economy. 
Clearly elimination of price
controls is 
important for greater market orientation of the economy. Adjustment
loans may have agreements to raise the level of producer prices for agriculture

or raise energy prices, or decontrol industrial prices. For instance, in
Madagascar - the industrial sector loan 
- one of the key elements is the gradual
elimination of government price controls on 
industrial products. 
In this
context the rationalization of 
 the subsidy system is also important. In many
countries low producer prices for agriculture coexist with subsidized prices for
the consumers. As a result agriculture production stagnates and demand for
agricultural commodities increases. 
 Consequently, the country may have to
increasingly resort to imports which puts more strain on the balance of
payments. 
 A more rational pdice structure helps increase agricultural

production and contributes to the balance of payments.
 

The fourth area for policy action is domestic resource mobilization
and savings. 
 In many countries the public enterprise sector is a big absorber
af government funds. In 
some countries with large budget deficits almost half
3f 
the total deficit may be traced to the public sector enterprises. Often the
 



prices of the output of public enterprises are controlled while their
expenditures--particularly investments--are not. 
However, public enterprise
reform is not simply a matter of raising prices and tariffs for public utilities
but also requires measures to improve their efficiency. This requires programs
for management improvement; restructuring of some enterprises; closing down some
plants; and privatization. 
A second important set of measures for resource
mobilization relate to interest rate policy. 
The establishment of realistic
interest rate policies with positive real interest rates increases financial
savings and the channelling of resources for productive investment.
 

Structural adjustment programs need to emphasize institutional reform.
An important objective of adjustment is the institutionalization or
internalization of the reform process. 
Measures like those raising agricultural
and eruergy prices or rationalizing the public sector investment program are not
once for all measures. 
 It is important to create institutions and processes
which would lead to automatic consideration of these questions in the country
itself without any external stimulus. 
For example, to encourage rational public
sector investment units which have the capability of reviewing, evaluating and
prioritizing new projects may be created or strengthened either in the planning
ministrv or in the individual line ministries. A process where these units make
recommendations for the cabinet to consider before projects are approved needs
to be established. 
Similarly, in agriculture, units in the agriculture ministry
may be established with the responsibility to study price and cost trends Vnd
make recommendation for price adjustments in the light of changing condi.tions.
 

Finally, countries need technical assistance at all stages of the
adjustment process--programs formulation, implementation and evaluation.
Therefore, most of adjustment operation either have a parallel technical
assistance loan or include a technical assistance component within the operatidn

itself.
 

TRENDS OF ADJUSTMENTLENDING
 

First, there has been an increase in the number of adjustment loans
and amount of funds committed under them. 
 Initially there about 5 or 6 loans
per year. 
During FY1983-85 the number averaged about 15 loans per year.
FY1986 it increased to 25 loans. In
 
In FY1987, we expect the number to go up to
about 35 loans. 
 In FY1981 total commitment for adjustment lending was $854
million. 
In FY1986 the Bank committed about 3 billion dollars in adjustment
lending; 
in FY1987 the figure is expected to go up to nearly $4 billion. 
 The
increase in adjustment lending reflects the fact that more and more countries
are undertaking serious adjustment programs. 
Many countries were not ready
initially when they faced difficulty to undertake adjustment programs expecting
that the problems would be short-lived or 
that they would have access to
external funds to tide them over without adjustment. Now, most countries have
come to realize that the problems are going to persist and that the costs of
poor economic policies are high. 
Therefore, there is a resolve in the countries
to undertake adjustment programs. 
This is the main reason why there has been a
rapid increase in the number of adjustment loans.
 

Second, within the adjustment loans the number of structural
adjustment loans has remained roughly constant, about 5 or 6 per year. 
There
has been a has been in the number of sector adjustment loans partly because it
 



is a more flexible instrument than SALs. 
 As stated earlier many countries are
reluctant to start off with a comprehensive adjustment program. 
They are
prepared to start with modest and limited reform confined to one or two sectors.
Often the modest program builds up a momentum for reform which results in time
in a comprehensive program.
 

Thirdly in sector adjustment lending, initially trade policy loans
were most common. 
There were also loans for the directly productive sectors
like industry and agriculture where also trade policy issues were important.
Now, new sector loans are increasingly focusing on areas like the public sector,
financial sector and tax policy. 
Partly this reflects the fact that progress on
trade policy is well in hand following early adjustment operations. 
It also
reflects the growing realization that financial, fiscal and public sector issues
inhibit the progress of structural adjustment following from trade policy
changes.
 

As a proportion of the Bank's total lending, the share of adjustment
operations has been increasing. 
It was about 3 percent in FY80, 8 percent in
FY82, 15 percent in FY84 and 18 percent in FY86.
reach 24 percent. In FY87, it is expected to
 
further, 

However, this upward trend is not expected to extrapolate
with the proportion of adjustment lending to totalthe region of lending remainingaround 20-25 percent. There are 
in 

while certain two reasons for this. First,countries undertaking adjustment programs are coming in, others(e.g. Korea, Turkey) that have already taken the major steps,
project or sector investment lending. can now go back to
For these countries it is now a matter of
being able to adhere to and fine-tune the policy framework in an environment of
growth and stability. Secondly, there is a complementarity between project
lending and policy lending which has been mentioned earlier. 
In fact, an
increase in policy lending has usually been associated with an increase in
project lending. 
 For example in Turkey adjustment lending started in 1980-81
within a total program of about $250 million a year.
Turkey increased to $7C0-$800 million a year. 
Total lending per year to
 

The bulk of the increase was in
policy-based loans but there was also an increase in loans for specific
investments for sector investment programs. 
 Project lending, is an important
part of the Bank's support to the adjustment process.
 

SOME ISSUES
 

One of the lessons that have emerged from the Bank's experience with
adjustment lending is the close and intimate link between structural adjustment
and stabilization. 

supportive. 

Structural adjustment and stabilization are mutually
Structural adjustment cannot take place if financial stability has
not been restored. 
If a country has inflation of 100 percent per year, one can
not expect relative prices that have been freed from price controls to give
private investors the right signals for investment. The interaction between
stabilization and adjustment involves close working relationship with the IMF.
The Bank-supported adjustment program needs to go hand in hand with the Fundsupported macro-economic program. 
Unless a sensible macro-economic policy is in
place, it is difficult for the adjustment process to be successful.
stabilization measures result in deep recession and reductions in investment and
consumption structural adjustment is inhibited.
Phase I of the adjustment process during 1982 
This was the experience of
 

for growth-oriented adjustment progras is 
to 1985. As a result, the need
 

now more widely recognized. However,
 

However, if
 



growth-oriented adjustment programs require more external resources. 
 Commercial
banks along with bilateral donors and multilateral institutions need to provide
these resources. The developing countries have to play their role in
undertaking a rapid reform process if these sources 
come forward with sufficient
 resources. This mutually reinforcing role of external 
resources and adjustment
programs is very important. What is required is a clear and strong link between
the implementation of the adjustment process and the availability of resources.
The Bank's policy loans provide a vehicle in which this link can 
be established
and effectively monitored. Adjust'nt loans help ensure that the external
 resources are directly linked to adjustment and are not a substitute for it.
Thus cofinancing by aid agencies with the policy lending of the Bank is an
effective way of ensuring the progress of policy reform and the reestablishment
 
of viable growth in developing countries.
 

The issue of the social costs of adjustment has also become
increasingly important as 
it has been realized that a quick resumption of growth
in many countries is unlikely. 
Adjustment programs have often been accompanied
by a reduction in living standards, incomes, and consumption. 
Most of these
social costs are transitional, however, incurred as aggregate demand is brought
in line with aggregate supply and as some workers become temporarily unemployed
as the economy is restructured. 
Many of these costs also are unavoidable.
However, they can be moderated by well-designed adjustment programs and by

special measures to protect the poor.
 

Adjustment programs help the poor over the long term principally by
establishing a more favorable policy environment that will promote growth and
generate productive employment. 
Over the shorter term, adjustment programs
benefit the poor by eliminating policy-induced distortions which limit the
mobility of resources, suppress agrtcultural prices and subsidize capital.
There is thus less-of a conflict than is generally b2 .ieved between an
 
adjustment program's goals of efficiency and its effects on the poor.
 

While adjustment programs clearly benefit the poor over the long term,
there may be transitional costs, some of which bear on the poor. 
If the
adjustment process is expected to be a protracted one there is an 
important need
to focus on measures to ameliorate these costs without undercutting the
adjustment program. 
Two areas 
offer the most scope for doing this: ensuring
that social expenditures, such as those in health and education, are costeffective and focused on the poor; and compensating the poor directly.
 

Redirecting Social Expenditures. 
By reducing subsidies for many
services, governments can free resources for programs that are more socially
productive, including those that provide greater benefits to the poor. 
An
example of this is charging more for higher education and using the additional
funds to expand primary education. Another is to charge people more for
curative health services and to use the funds for expanding and subsidizing
preventive services. 
Such measures can also lay the basis for more efficient
 
programs in the longer term.
 

Compensating the Poor Directly. 
One way of compensating the poor who
are affected by adjustment programs is through employment schemes. 
 Direct
employment in public works and services can generate work primarily for the
poor, but such schemes can be expensive and therefore have to be well targeted

to be cost-effective. Food-for-work schemes can also help.
 



Well targeted compensatory programs to lower food costs and improved
nutrition can also help greatly in reducing the social costs of adjustment.
Another possibility is selling food to target groups at a subsidized but still
substantial price, often through food stamps or coupons. 
Yet another is through
general food subsidies. To be cost-effective, these subsidies should target the
poor --
by focusing on nutritional foodgrains that the poor consume or on

regions where the poor are concentrated.
 

Vinod Dubey
 
4/29/87
 



Summary Abstract
 
Policy-Based Cash Transfer Programs


The Case of Costa Rica
 

Summary
 

This report is the first in a series of CDIE evaluations of
 
policy-based cash transfer assistance. It examines how A.I.D.
 
applied conditionality to support Costa Rica's economic
 
development during the period 1982-1987.
 

Costa Rica's economy suffered some minor ups and downs but had
 
grown at a healthy 6-6.5 percent a year for the 20 years prior

to 1980. However, with the doubling of oil prices in 1979 and
 
the major world-wide recession that followed, Costa Rica's
 
economy suffered major problems. Government policies failed to
 
face the new economic realities. Inappropriate prices,

subsides, and controls only made matters worse. The result was
 
rampant inflation, rapidly falling GDP, declining investment
 
and a major buildup of commercial foreign exchange debt. A
 
massive, multi-year infusion of ESF cash transfers (averaging

3.8 percent of yearly GDP) helped lay the groundwork for
 
change. A.I.D. worked closely with the IMF and World Bank to

gain agreement with the government on a long list of policy

reforms. The government recognized the seriousness of the
 
problems it faced and introduced a broad range of economic
 
reforms. The evaluation noted that some policy actions had not
 
been taken. However, on balance the government put the correct
 
set of policy incentives in place, the Costa Rican economy

responded, and economic growth resumed at a modest, but healthy
 
pace.
 

Background of the Problem
 

During the late 1970s, the terms of trade started to turn
 
against Costa Rica. The price of coffee (the major export

crop) fell sharply and petroleum prices doubled. Rather than
 
taking the necessary restructuring actions, Costa Rica
 
attempted to maintain its growth performance through heavy

internal and external borrowings. A policy of strong monetary

expansion maintained existing levels of public and private

consumption but caused inflation, an overvalued exchange rate

and a reduction of net foreign exchange reserves to negative

levels. In July 1981, the GOCR unilaterally suspended

principal and interest payments on an external debt whose
 
servicing requirements it could no longer meet. Cut off from

external financing, Costa Rica's economy rapidly deteriorated.
 
GDP growth, which had averaged 6-6.5 percent a year from

1960-1980 fell to -4.8 percent during 1981 and 1982. 
 Open

unemployment reached 9.5 percent in 1982 and inflation soared
 
above 100 percent.
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A.I.D.'s Assistance Approach
 
A.I.D.'s general strategy was based on 
the four principal goals
of the National Bipartisan Commission on 
Central America (The
Kissinger Commission): 
 economic stabilization; laying the
basis for long term growth; spreading the benefits of growth;
and strengthening democracy. 
Central to 'his strategy was the
need to maximize the involvement of the private sector in the
development process, allowing it 
to take the lead in fostering
export-led growth, and to achieve structural change through

policy dialogue.
 
With its strong tradition of democracy and social justice,
Costa Rica's success was important to the U.S. goal of
establishing free, stable, democratic nations throughout Latin
America. 
 The country's dedication to democracy did noL falter
in the face of reduced living standards and the growing threat
of neighboring Nicaragua. 
The social and political risks of a
stagnant or even declining economy were contrary to U.S.
interests in the region. 
 In particular, with the turmoil in
Nicaragua, it 
was important to prove that 
a country following a
democratic, free market model could succeed. 
 U.S. political
interests could be achieved through a process of economic
stabilization and then sustained, broad-based economic growth.
 

A.I.D., in conjunction with the World Bank and IMF,
supported a major stabilization effort and then moved to
support macroeconomic reforms essential to achieving
sustainable long term growth. 
 From 1982-1987 the reforms
 
included:
 

I. 
 A major reduction in the number of agencies and programs
which received subsized credit. 
 While previously there were
dozens of programs, now there is only one small, directed

credit program in agriculture
 

2. A unified, market-based exchange rate. 
 The Colone/Dollar
rate of exchange was progressively devalued from C8.57=$1 in
1979 to C64=$l in 1987. 
Multiple rates 
were eliminated and the
rate is now set by market supply and demand forces. The
foreign exchange black market and capital flight are now
non-existent.
 

3. The maintenance of positive real interest rates on both
savings and loans. 
 Interest rates are high, at 20 to 30
percent, but they are well above the rate of inflation.
 
4. A substantial reduction in the public sector deficit. 
 The
central government deficit averaged 6.2 percent of GDP in
1978-81 a;'1 peaked at 8 percent in 1980. 
 It has been steadily
reduced and averaged only 2.8 percent in 1984-86.
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5. Passage of a monetary reform law which improved the
 
competitive ability of private banks in a state bank dominated
 
system. 
 The private banks have proven to be more efficent than
 
the state banks and this competition should help to reduce the
 
costs of financial intermediation.
 

Central to A.I.D.'s strategy was the need to increase economic
 
growth by shifting the Costa Rican economy from an orientation
 
emphasizing import substitution to one of export-led growth.

A.I.D. policy reform efforts focused on removing constraints to
 
private sector investment and private sector exports,

par:icularly of new, non-traditional exports. Non-traditional
 
exports responded to policy incentives and increased at a 23
 
percent annual rate during 1983-1987. Gross private investment
 
growth, which averaged near 8 percent during 1960-1980 had
fallen to -32 percent in 1981/82. In 1983 to 1986 it was 16.5
 
percent.
 

The final elements of the A.I.D. strategy concentrated on
 
equity--the neeed to make sure that the process of restructuring

also spread the benefits of growth. This equity focus 'ncluded
 
increasing the involvement of the private sector An areas where
 
it could be more efficient than the government, increasing

employment opportunities, improving housing, and improving

educational opportunities.
 

Issues and Impacts of the Costa Rica Cash Transfer Program
 

Following is a brief outline of evaluation findings

covering the economic impacts and management issues relevant to

the Costa Rica cash transfer program. The issues and impacts

have been divided into the three impact areas of the program -
dollar transfers, conditionality, and local currency

expenditures.
 

Transfers of Dollar Funds
 

I) 	The basic goals of the program in terms of transitional
 
stabilization and structural adjustment support have been
 
met. In particular the ability to import goods necessary

for export development has been sustained and the negat.ve

domestic social effects of "austerity" have been avoided.
 

2) 	Certain elements of macroeconomic adjustment have not been
 
achieved, though the economy appears to be moving in the
 
right direction. For example- (a) effective tariff rates
 
have not been reduced substantially, though there is some
 
downward movement and dispersion has decreased; (b) public

sector expenditure has not decreased, nor has the size of
 

http:negat.ve
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the public work force, though the deficit as a percentage

of GDP has fallen; and (c) foreign debt management has not
 
improved significantly, though a new IMF standby may soon
 
be signed.
 

3) 	The complaint by the IMF that A.T.D. funding has allowed
 
the GOCR to "escape" conditionality may have some basis,

though the program nevertheless appears to have been
 
successful. The A.I.D. statement that the GOCR was
following the "spirit" of the standby arrangement is
 
countered by the fact that the IMF was unwilling to award
 
an agreement.
 

Conditionality
 

1) 	In general A.I.D. conditionality was well-designed,
 
reasonable, and complied with. 
 Private sector support,

including founding CINDE (to support private sector
 
investment and export development) and encouraging the

CODESA divestiture of public sector firms were particular
 
successes.
 

2) 	The encouragement of the private banking sector was the
 
object of 33 of the 105 covenants and has been quite

successfuzl. Private sector representatives would like to
 
see the gains institutionalized, however
 

3) 	The timing of nearly all covenants, and especially that of
 
the more important ones, has been overly ambitious.
 

4) 	Some covenants have apparently not been met, including the
 
CODESA divestiture timetable, several items of port

development, and several items cf reporting. 
Mkssion

followups in 
some of these neas is not evident.
 

5) 	The number of covenants and conditions placed on the
 
program may be excessive. An effective monitoring system
for this program would require a larger staff than that

justified by the benefits involved.
 

6) 	A fairly successful policy dialogue seems to have been
 
established with respect to conditionality, though every

Costa Rican we intervieved would like to see 
it improved.
 

Local Currency Expendituzes
 

1) 
Most Local Currency projects appear to have been successful
in economic terms, including CINDE, PIE, and (eventually)
 
CODESA.
 



S2) 	 Some programs have not been successful in economic terms,

including the EARTH agriculture college, the price checking

unit, and several attempts at port developments.
 

3) The IMF complaint of excess credit creation is unfounded.
 
A.I.D. local currency monetization has remained well within

the agreed IMF ceilings.
 

4) 	The issue of ownership of local currency funds should be
 
left 4constructively ambiguous' as long as possible. 
 If

the government of Costa Rica assumes sole ownership and
 
responsibility for the funds, budgetary, monetary,

polictical and operational problems may develop.
 

5) 	Individual project plans, programming, and expenditures

should be better documented at the PAAD level.
 

6) 	Interest changes on the Special Account are a useful

incentive to expend funds, but they are a needless addition
 
to the central bank deficit. They should be periodically

sterilized, and the accumulated interest *overhang' should
 
be treated the same way.
 

Not all the positive results mentioned above can be proven
 
to result from the A.I.D. cash transfer program, though the
evaluation shows that most of these and others are direct
 
A.I.D. accomplishments. 
The 	same is true for the negative

results, thotgh many of those are beyond the control of the
 
Mission.
 

3779A
 
JMLieberson
 
PPC/CDIE, 10/26/87
 



Method oe Approach
 

The basic elements of the analytical 
methodology employed in this
 

study, and intended to be employed 
in the remaining studies in this
 

series, are as follows.
 

The covenants, conditions precedent, local
 Policy Cate.)ries: 


currency expenditures, and economic 
impacts associated with the
 

CT program are classified into 
seven "*asicpolicy categories,
 

including (1) production and 
private sector policy# (2)
 

international trade policy, (3) fiscal policy, (4) financial
 

policy, (5) development equity, 
(6) agricultural policy, (7)
 

Rather .than attempting to trace the
 other policy types. 


separate impacts of specific 
expendituresor items of
 

conditionality, this study addresses 
econotic change and policy
 

impact in this limited and manageable 
set of categories.
 

Within each of Lhe above policy
Performance. Indicators: 


categories# a limited number 
(usually one to three) of measures
 

These indicators are often
 
of performance are identified. 


specified in the Country Action 
Plan, but are otherwise elements
 

of common usage and concern for the 
prograns involved.
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Interrelated Policy Programs: The policy agenda of AID, the
 

IBRD# the IMP, and the GOCR are very closely related and on many
 

points are identical. Disentagling the impacts of these
 

separate programs would be impossible both statistically and
 

conceptualP, in most cases. Where possible, separate impacts of
 

A.I.D.'s CT program will be identified, but in general CT
 

impacts are not separable from those of complementary
 

stabilization and structural adjustment program.
 

Public Policy vs. Economic Development IMpact: The public
 

policy of the GOCR is likely to change in response to
 

stabilization and structural adjustment programs before concrete
 

economic changes occur. Policy change itself is a goal of the
 

programs, but economic developnent impact is the ultimate
 

objective. Since economic change lags policy change in a
 

variable manner, the former may be difficult to identify and to
 

relate to policy programs. Therefore# this study attempts to
 

identify and analyze policy change separately from economic
 

development impacts.
 

Appendix A describes in more detail the metLodology employed for this
 

We now turn to a full synopsis of the findings of the Costa
evaluation. 


Rica Cash Transfers Evaluation.
 

Summary of Results
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NOTES FOR A LECTURE CN COSTA RICA'S EXPERIENCE
 

WITH POLICY-BASED LENDING, 1978-1981
 

Costa Rica is a small country in Central America. It is a link
 

in the bridge that unites North America and South America. Physically
 

it is a 20,000 Sq. Mi. narrow strip of land (at points less than 100
 

miles across from the Atlantic to the Pacific) with a chain of
 

mountains down the uiddle. It lies around 10 degrees north of the
 

equator which makes its climate tropical and hot. It borders Panami
 

on the south and Nicaragua on the north.
 

Population in 1980 was 2.1 illion, GNP per capita was 15 hundred
 

dollars per annum with a relatively good distrIbution of income. 

There is a significant concentration of population in the central
 

highlands where altitude moderates the tropical climate (43% of Costa
 

Ricans lived in urban areas). In 1980 its people were healthy,
 

literate, well fed and with relatively good access to services. Life
 

expectancy at birth was 70 years, close to the U.S's. Adult func

tional literacy was over 901. The per capita calorie consumption was
 

114% of daily requirements and 771 of the population had access to
 

safe water.
 
io 

Costa Rica is a democracy in the best Jeffersonian sense. It is
 

a nation of smll freeholders, independent, participating and toler

ant. With two exceptions (1974 and 1986) during the last 50 years the
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opposition has always won the elections. As a result the use of power
 

in Costa Rica is very moderate. Costa Ricans in power take-special
 

care not to be perceived as arbitrary or arrogant, after all, In four
 

years they are very likely to be private citizens. The policy
 

implications of this are of consequence. In order to implement a n. .w
 

policy a substantial degree of acceptability or consensus must exist.
 

Change only comes about after an extended period of soft-sell. This
 

manner of implementing policy is many times expensive and painfulo
 

In addition, in the constitutional division of functions between
 

branches of government, Congress is clearly dominant. This is not bad
 

in itself as anyone familiar with parliamentary democracies is aware.
 

The trouble is that members of Congress cannot be re-elected and
 

cannot serve as ministers. As a result Congresi -has no initiative and
 

is powerful only in a very negative sense. In this kind of environ

ment complying with the schedules, timetables, and limits required by
 

IMF or World Bank conditionality is very difficult. For example, the
 

tax reform bills proposed to Congress by our Government in 1979 were
 

finally approved one year into the next administration (four years
 

later.) Congress is sometimes negative even with evidently popular
 

bills as was the case with a commercial bank loan syndicated by Chase
 

Manhattan with the best conditions'ever obtained by Costa Rica which
 

was never approved by Congress. (Much to the delight of the lenders
 

as thingc eventually developed.)
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Another institttional reality that has to be taken Into consid

eration is Costa Rica's membership in the Central American Common
 

Market. The CACM was at the tine (1978) a showcase example of suc

cessful integration (the pride of mniy development agencies.) Funds
 

were readily available for projects designed on a regional level. The 

fact is that the five Central American countries had erected a 

protectionist tariff around the region while practically liberating 

all restrictions to the movement of goods amongst them. Under this 

protectionist shelter the Costa Rican economy had experienced 

important changes, developing into new fields and grown for over 15 

years. Consider the following: in 1960, 95% of Costa Rican exports 

were primary commodities (all agricultural commodities for the Country 

_exports no fuels or minerals) and a full 93% of exports vas destined 

to industrialized markets. - It was typically a producer of primary 

products with no industrial base. By 1977 primary commodities 

accounted for only 76Z of exports, while manufactures were 242. In 

addition, the share of exports destined to developed countries had 

declined to 682. Many policy changes that could be supported by
 

to take into account this
development agencies either had 


institutional reality or required concerted action by the other
 

integrated partners. Trade policy is the obvious example.
 

V 

When the Carazo Administration took office in 1978 the economic 

It called for a reduction of interference
authorities had an agenda. 


with market prices, a straightening of relative indicators; a modera

tion of the government's role in the economy, specially of the then
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mushrooming state-owned enterprises; and a streamlining of the
 

budgeting/expenditure control system of the non-financial public
 

sector. Let's review this in some detail for its Implications in
 

policy implementation and the possible policy support by international
 

development agencies.
 

Since 1955 Costa Rica had in.tiated a process of import substi

tution through tariff protection of manufactures. At the beginning,
 

the policy was implemented on a case by case basis, but with the
 

creation of the Central American Common Market in 1963 the process was
 

generalized. The rationale that justified the new policies was
 

predictably an infant industry argument applied to manufacturing.
 

Developing countries, we were told,- are condemned to the production
 

and export of primary products subsequently transformed in the
 

industrialized countries; the lion's share of the profit made in the
 

industrial stage. The constant decrease in the prices of primary
 

products, and the increasing trend in the prices of manufactures
 

resulted in a secular deterioration of the developing countries' terms
 

of trade. This deterioration, in turn, prevented the accumulation of
 

capital necessary for the development of a manufacturing base. In
 

addition, the absence of services and complementary indt:stries further
 

locked the vicious circle in 
place.t
 

In the case of Central America a two pronged attack would be
 

necessary. One one hand, a protectionist barrier would be put in
 

place around the whole region, to give local manufacturing a chance
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and on the other hand restrictions to intra-regional trade would be
 

eliminated, so as to enlarge the market these industries would supply.
 

With both in place the economies would take off on a new positive
 

trend from a higher base.
 

What followed was over 15 years of accelerated gr ,wth in the
 

region, a quantum leap in intra-regional trade, but, at the same time
 

the entrenchment of some of the main obstacles for sustained growth
 

after this initial thrust tapered off. Costa Ricans, as vell as the
 

other Central Americans learned to live in a new world and to work
 

with new technologies; new processes had to be followed, sophisticated
 

machinery used, different materials handled. In addition, a modern
 

kind of manager emerged. I personal-ly believe that the main
 

contribution of this concerted effort was the enrichment-of human
 

resources throughout the region.
 

At the same time, a bias in favor of manufacturing and against
 

coerce, finance and specially agriculture emerged. This status quo
 

was supported by a complete network through which pressure groups
 

became active in forming public opinion, in influencing policy
 

determination, in participating in Government, all to perpetuate their
 

advantage. This shift in terms of trade in favor of manufacturing and
 

against agriculture was furthered also by the covert, but no less real
 

competition, that developed among the "Ministries of Industry" of the
 

member countries to attract industries to their particular country no
 

matter what privileges had to be offered.
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Finally, directed credit and additional fiscal benefits as income tax
 

exemption for reinvested income further accentuated the intersectoral
 

bias.
 

By the late 1970a a huge proportion of investment had been
 

diverted to manufacturing activities that operated with considerable
 

inefficiency and were profitable only because of the generous margins
 

created by the tariff and away from other activities that would thrive
 

without protection but appeared less attractive given the administered
 

prices. This is not surprising, it was an intended result. It was
 

clear to us that the approach had run its course and that the possibi

lities of sustained growth had become nil. The issue was that the
 

model of import substitution -cum- integration had become entrenched,
 

economically, popularly and politically.- It wag time for a much more
 

liberal trade policy, a more aggressive exchange rate policy and the
 

enhancement of the competitive capacity of the manufacturing sector.
 

Both the INF and th World Bank acknowledged the adequacy of reducing
 

protection and liberalizing trade. But IP insisted on short-term
 

demand management policies (which were undoubtedly correct) and it
 

took us three years of persuasion and pressure (at every level we
 

could utilize) to obtain An Extended Fund Facility (EFF) agreement in
 

support of a program that addresded development issues. The World
 

Bank went further and prepared an excellent document articulating our
 

liberal policies. Such a document could have been the basis for an
 

Structural Adjustment Loan in support of our proposals. The only
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problem was that the document was issued in the third year of a four
 

year administration, when a crisis was already at hand and the issue
 

was how to stabilize the economy and not what development strategy to
 

follow. Notwithstanding, without the financial support of the
 

development institutiona the Government reduced protection in
 

uon-integrared industries, such as assembly operations and requested
 

from the other Central American Governments an early negotiation of a
 

new tariff.
 

Relative international prices were out of alignment, the exchange
 

a
rate was clearly overvalued. We recognized that and advocated 


devaluation early in the Administration's term. This would discourage
 

imports, but just as important at that point in time, it would
 

encourage exports. -To some extent, the anti-export bias created by

the import substitution policy could be compensated by. maintaining
 

The World Bank clearly recommended such
competitive a exchange rate. 


was only lukewarm. The President, influenced
an approach, but the IP 


by the business community decided against devaluation. He believed
 

that the impact on prices and employment would be very severe given
 

the imported input dependance of the manufacturing sector. The social
 

and political repercusions could be very dangerous given the war in
 

a4tacking our territory, and the
Nicaragua, Somoza's threat of 


general instability of the region. Eventually, floating the exchange
 

rate when the Central Bank had run out of reserves and capital inflows
 

had ceased was a very painful way of adjusting. But, what if he was
 

right?
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The relative cost of resources was also being manipulated. 

Interest rates were generally subsidized and the resulting excessive 

demand for credit allocated through rationing devices (this in itself 

added incentive for the operation of prescure groups.) The real 

relative scarcity of capital and labor was being masked and as a 

result investment in the manufacturing sector (the principal 

beneficiary of subsidized credit) tended to employ technologies 'Which 

were generally capital intensive. In addition, low interest rates 

meant inadequate mobilization of domestic financial savings and the 

need for additional external resources. One of the first decisions of 

the Carazo Administration was to significantly reduce subsidized 

credit establishing a system that would tend to maintain real positive 

interest rates. The importance of such a policy was acknowledged by 

the World Bank which in the ter-As of *an Induotrial Credit loan 

insisted that real positive interest rates be charged to the end 

borrowers. The Administration introduced a bill in Congress which was 

designed to increase the cost of holding idle land, through a reform 

in land taxes. The purpose was not only fiscal, but also to increase 

the attractiveness of financial savings as opposed to saving in land 

that would be used very marginally, if at all. 

Between 1970 and 1978 the Government's direct involvement in
 

business had become overwhelming. Traditionally, the Costa Rican
 

Government had run certain monopolies: the distillation of alcohol
 

(for all uses, industrial, pharmaceutical, and beverages,) practically
 

all insurance (life, accident, property, health, automobile,) and
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sight deposits in banks. But in those 8 years the Goverment bought a
 

railroad and started construction of sugar plantations and -a sugar 

mill, several cement factories, an aluminum mill and several other 

such ventures as ferry boats and bus lines. In fact, so big was the 

investment program in state owned enterprises, that froim 1978 through 

1980 they accounted for over 20% of the deficit of the non-financial
 

public sector. When the Carazo Administration took office in 1978,
 

most of factories were being built with turn-key contracts. Efforts
 

were made to try to stop the construction, but it was legally
 

impossible. One was inaugurated and closed in the same ceremony and
 

the idea of returning them to the private sector started being
 

entertained.
 

The third important- item on the administration's agenda was 

public expenditure control. The issue derives from the fact that over 

half of the public sector revenues are earmarked, and that a very 

large proportion of public expenditures is made by decentralized 

agencies. The result was a very limited capacity by the economic 

authorities to manage expenditures from a consolidated pofnt of view 

In fact, the Central Government would have shown an overall surplus 

had it not been for the transfers to decentralized agencies. To 

address this issue the Government &teated a budgetary authority which
 

would approve the budget of the decentralized agencies in addition to
 

preaparing the budget of the Central Government. The idea was to 

control the level of expenditure of the agencies themselves in order 
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to accomplish macroeconomic targets, even if through their own
 

operations or through transfers they had funds available. Ih was a
 

good beginning, but simply not enough. The truth is that the
 

bureaucracy did not have the managerial competence to be able to
 

control expenditure. The infermation base was very small, and the
 

administrative machinery to monitor public expenditures was only being
 

created. For example, the state enterprises escaped the Budgetary
 

Authorities's control. In addition, an important part of public
 

expenditure is legally mandated and very difficult to compress. Both
 

the IMF and the World Bank repeatedly pointed out the difficulties the
 

public sector's overall deficit would create. Because of the
 

laability of Congress to address the fiscal issue either on the
 

revenue or the expenditure side, agreements with DF vere always based
 

on publi- sector adjustments that could be implemented through
 

Executive authority alone and which e=plains why policy tools of
 

necessity and not of choice were used.
 

In 1981 the convergence of several forces brought the economy to
 

its worse crisis ever. In addition to the imbalance in public sector
 

finances which was resulting in pressure on the balance of payments,
 

the country had suffered a loss of 20Z in international terms of trade
 

from 1977 to 1979 and the trend wak continuing. The Central Bank had
 

lost all its foreign exchange reserves (in fact it was accumulating
 

arrears) and real international interest rates had skyrocketed to
 

their highest level. At this point in time pressure from the
 



organized 1usiness community convinced the President that he .could not 

continue to implement the program agreed with IMF on an EFF. - (it was 

at this time that I resigned au Minister of Finance, my belief was 

that the Government's credibility with the international development 

agencies and the international financial communit7 in general had been 

seriously compromised.) Out of compliance with [F, commercial funds 

stopped flowing and Costa Rica announced to the world that the debt 

crisis was here. The magnitude of the exogenous factors (terms of 

trade, level of real international insterest rates, and the interrup

tion of the flow of funds from commercial banks) was such that in a 

couple of years all Latin American countries (with a couple of 

exceptions) underwent violent recessionary adjustment and a debt 

crisis. - Some had been liberalizing their economies, others had become 

more -interventionist, -some were managed with fiscal prudence, otheri 

ran deficits, some were oil-rich and others dirt poor, but they all 

got caught in the crisis. 

Herrin Sienz Jimenez 

Washington, D.C. 

18 August 1987. 



AFRICAN ECONOMIC POLICY REFORM PROGRAM
 

The AEPRP offers AID a unique opportunity to provide a new and
 
ndependent voice in policy dialogue issues in Africa. 
This program
 

has energized our Missions to redirect and expand the policy

dialogue component of our programs; acted as a magnet in a'.tracting
 
other donor programs in support of policy reform objectives; and
 
provided AID with an important entree with African governments in
 
the policy dialogue process.
 

BACKGROUND
 

A.I.D.'s assistance strategy in Africa is based on the belief that a
 
fundamental cause of economic stagnation in Africa has been the
 
practice of most African states of following unsound economic
 
policies. These policies derive from a belief that economic
 
development in general, and a just distribution of economic goods in
 
particular are best achieved when the economy is closely guided and
 
directed by the State. The result has been highly regulated,
 
inflexible economies which have not only wasted resources through
 
unsound investments, but have stifled human initiative by providing
 
inadequate incentives for work, investment and risk-taking. As a
 
result Africa's economies have experienced neither growth nor equity.
 

Economic restructuring is the centerpiece of our assistance effort
 
-- helping African governments restructure their economies 
to make
 
them more open, more liberal, more decentralized, more flexible.
 
nd the centerpiece of our economic reform program is the African
 
conomic Policy 
Reform Program (AEPRP). The AEPRP, a new initiative
 

to help African countries reform policies which were causing
 
economic stagnation, was announced by the President in 1984, with an
 
FY 1985 program level of $75 million. One of the most important
 
aspects of the AEPRP is that country allocations are separate from
 
normal budgetary procedures. This allows us to develop fairly
 
sizable, discrete programs which are additional to normal budgetary
 
levels. For example, the FY 1985 programs in Malawi, Zambia, Mali,
 
Rwanda and Mauritius led to a doubling of the total assistance
 
levels (including P.L. 480) into those five countries. (See Table
 
I) Such a dramatic change in funding leads to the AEPRP being highly
 
valued by recipient countries.
 

COUNTRY ELIGIBILITY
 

The following criteria were developed for determining the types of
 
programs that could be designed for the AEPRP.
 

1) Programs were preferably to be non-projectized;
 
2) Programs could be developed in any sector, as long as there
 

was en important relationship to A.I.D.'s strategic
 
objectives;
 

3) All programs would be designed so as to assist in the
 
implementations of key policy changes.
 

s for country selection criteria, the AEPRP was to be limited, in
 
Y85, to those countries with a demonstrated commitment to policy
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reform. Excluded, because they were already receiving a large share

of U.S. assistance, were the four largest recipients of U.S.
 
assistance (Sudan, Somalia, Kenya and Liberia). 
 There was no per

capita income or IDA-eligible limitation.
 

The application of the country selection criteria led 
to the
 
development of a list of 16 countries that were eligible for the
 
first tranche of assistance:
 

Senegal 
 Mali Niger Guinea
 
Madagascar Cameroon 
 Zaire Uganda

Malawi Zambia 
 Rwanda Zimbabwe
 
Botswana 
 Ghana Togo Mauritius
 

In the second year, after a number of intense discussions within the

USG, it was decided to limit eligibility for FY86 to those countries

which were eligible for assistance from the World Bank's special

facility for Africa. 
 The purpose of this restriction was to support

the Special Facility, which at that time (Fall, 1985), had 
not yet

received a U.S. contribution. As a result Cameroon, Botswana,

Zimbabwe, Mauritius, and Swaziland were excluded from consideration.
 

With the expiration of the Specia?, Facility in June, 1987, 
there was
 
no longer any 
need to link the AEPRP to special facility eligible

contries, and countries such as Cameroon and Botswana are back on
 
the eligibility list.
 

As originally planned, $75 million was allocated in FY 
1985 to five
 
AEPRP programs; budget stringencies limited A.I.D. to four programs

totaling $47.85 million in FY 
1986 and to three programs totaling

$27 million in FY 1987. The existing programs 
are:
 

COST IN MILLION $ POLICY AREAS
 

FY 1985
 
Zambia 
 25.0 Agricultural Marketing

Mali 18.0 Public Finance
 
Malawi 
 15.0 Fertilizer Suhsidies
 
Rwanda 
 12.0 Industrial Incentives
 
Mauritius 
 5.0 Trade Policy
 

FY 1986
 
Senegal 15.0 
 Tax and Tariff Reform
 
Zaire 15.0 Trade Reform

Guinea 
 10.0 Agricultural Input Marketing

Togo 7.8 
 Export Liberalization
 

FY 1987
 

Tanzania 
 12.0 Road Maintenance
 
Cameroon 
 9.0 Fertilizer Subsidies
 
Gambia 
 6.0 Financial Sector
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1BROAD PROGRAMMING COMMONALITIES
 

CONDITIONALITY AND TRANCHING: 
 Each of the AEPRPs is divided
 
into several tranches. Before any tranche can be disbursed,
 
recipient Governments must provide AID with proof that the
 
Conditions Precedent (CPs) to that tranche have been met. These
 
conditions vary from announcing new prices which reduce subsidy

levels (Malawi and Zambia) to passing legislation or announcing

administrative decisions to increase access to certain credit
 
guarantees (Rwanda) to changing tax and tariff policy (Zaire and
 
Senegal) to privatization activities (Guinea and Tanzania).
 

IMPACT OF AEPRP ON PRIVATE SECTOR: All of the AEPRPs are aimed
 
at either reducing government activity in the productive sectors
 
of the economy, reducing or rationalizing government controls on
 
the private sector, or both:
 

--	 In Zambia and Guinea, the entire program is designed to 
reduce the Government's role in agricultural marketing to 
the level needed to ensure competition. 

--	 In Cameroo the program is designed to privatize 
agricultural input delivery. 

In Rwanda, the program is designed to reduce government

price controls, to broaden access to credit, and to
 
rationalize the tax system.
 

In 	Mali, while the major thrust of the program is to
 
improve fiscal policy, a concommitant part of this
 
initiative is to improve the investment climate for private

sector activity through tax reform, reduction of price

controls, and changes in the investment code.
 

--	 In Mauritius, Senegal, and Zaire, the major objective of 
the program is to increase efficient private sector 
activity by reducing tariffs and marginal tax rates. 

--	 In Malawi, major studies are to be undertaken examining the 
role of ADMARC, the marketing parastatal, with particular
emphasis on developing a capacity to privatize many of 
ADMARC's current functions. 

LESSONS LEARNED: While we are still implementing these proposals,

the process of design and early implementation has led to some
 
important observations.
 

EFFECT ON NORMAL BILATERAL PROGRAM: The AEPRPs will have an
 
impact well beyond the programs themselves. These programs

have tended to be more directed at broad development is'sues and
 
our development strategies in each of these countries are 
being

redirected to take advantage of the new opportunities offered
 
by the AEPRP. There are twJo reasons for this phenomenon:
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(1) Missions saw the AEPRP, because it was funded out of
 
ESF, as being available for broad strategic programs.
 
Indeed, three of the AEPRP programs concentrated on either
 
the industrial sector or the broader issue of public 
vs.
 
private sector.
 

(2) The nature of the AEPRP, a concentrated and dramatic
 
increase in program levels, attracts considerable attention
 
from recipients. It gives us a basis for a continuing
 
policy dialogue as well as a seat at the policy table which
 
we wouldn't otherwise have.
 

THE IMPORTANCE OF PROCESS: Perhaps as important as the product

in each of the AEPRP countries is the policy dialogue process
 
which these programs have engendered.
 

-- In Rwanda, the Government set up a special 
inter-departmental committee to develop and review policy

reform proposals as part of their discussions with AID. As
 
a result, the GOR is concentrating on policy reform issues
 
for the first time.
 

In Mali, our program is central to the start of a long-term
 
process to reduce the role of government in the economy.
 
Our program may be the catalyst needed to energize that
 
process.
 

In Malawi, we have moved from a minor donor to 
a major
 
influence on agricultural policy. As part of the Malawi
 
EPRP, we are entering into studies and discussions that may
 
lead to major reforms in agricultural marketing, in
 
agricultural pricing policy, and in divestiture of 
some
 
major parastatal activities.
 

DONOR COORDINATION: The AEPRPs have been developed in close
 
coordination with key donors, particularly the World Bank.
 
Taken together, the AEPRPs and the Bank's structural adjustment
 
programs have achieved a significant synergism not present when
 
each was developed irn isolation. Significantly, the AEPRPs
 
have generally moved beyond what the Bank was doing, and
 
advanced the reform process more quickly and probably more
 
broadly than would have been the case without our presence.

Equally important, the nature of these programs differs in
 
important ways from IBRD policy reform programs, in that we
 
have designed them to alleviate the political stress that
 
policy reform brings.
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In Mali, we are the catalyst that has lent the necessary

impetus to implementing reforms previously agreed to.
 
Drawing on technical work done by the IMF and the UNDP, our
 
program was the mechanism which concentrated the energies
 
of the Malian Government, drew together different
 
Ministries, and consolidated a number of different, and
 
halting reform efforts.
 

In Malawi, our program is part of a multi-donor effort
 
connected to the World Bank's SAL (other donors include
 
Great Britian, Japan, and Germany). The fertilizer policy

reform is one element of the SAL. Because we concentrated
 
on this issue alone, because we emphasized actions to help

implement reforms, and because we contracted excellent
 
technical staff our program was instrumental in making

reform in this sector possible.
 

In Mauritius, our program has been closely associated with
 
the IBRD's trade reform program. In fact several Mauritian
 
officials felt that the U.S. had shown far greater
 
awareness of the exigencies of adopting economic reform
 
measures within a changeable world economy and a democratic
 
country than had the World Bank.
 

In Senegal, we have designed our program to complement the
 
World Bank Structural Adjustment Credit (SAC). The Bank's
 
SAC dealt in part with elimination of quantitative import

restrictions and tariff rationalization. The Bank's
 
program established a plan for trade reform in three
 
separate stages but only provided conditioned funding for
 
the first stage. The AEPRP then funded the remaining
 
reform steps.
 

In Zaire, our program parallels that of the IBRD. We have
 
adopted similar conditionality, and limited uses of the
 
funds to those imports that will improve capacity

utilization in the industrial sector.
 

DESIGN ISSUES: These programs have turned out to be more
 
complicated than we first expected, because we have designed

them in such a way as to put great emphasis on reducing the
 
political costs associated with any changes. This has led us
 
to associate our program funds with technical assistance so as
 
to improve implementation and to target the use of our
 
non-project assistance resources carefully thus leading us to
 
get deeply involved in complicated local currency programming
 
issues. For example:
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In Malawi, the political problems associated with the
 
removal of fertilizer subsidies led us to emphasize the
 
need to change the types of fertilizer being used. This
 
led to involvement in agricultural research and extension,
 
in improving the capacity of the Ministry of Agriculture to
 
test soils, and to examining the feasibility of building a
 
fertilizer bulk blending plant in Malawi.
 

In Mali, the program required substantial technical and
 
commodity assistance to monitor compliance.
 

In Zambia, our resources are being used to enable private
 
sector traders and transporters to compete with the
 
parastatal marketing Agency. 
 Some of our local currencies
 
will be used as carefully targetted subsidies to reduce the
 
adverse impact of food price increases on the poorest urban
 
dwellers.
 

In Togo, we have worked closely with the Government in
 
designing market forecasting mechanisms that will enable
 
the GOT'to determine an appropriate number of export
 
licenses.
 

In Guinea, we have had major difficulties in working with
 
private banks in developing a loan program for the local
 
currencies. At first, the banks were reluctant to assume
 
any risk connected with the loan program, and it took 
a
 
great deal of discussion to convince them that a sound
 
financial system requireu risk-taking on the part of
 
lenders.
 

STAFFING: The first generation of AEPRPs were identified and
 
designed with substantial inputs of Washington staff,

particularly economics staff. This was not the case with the
 
FY86 programs, which were largely designed by Field staff.
 
These programs require highly talented analytic staff in their
 
design, but 
even more importantly, in their implementation.

The ability of small Missions to monitor and implement these
 
programs remains weak, and we continue to review their
 
performance closely.
 

FAST DISBURSING?: AEPRPs are fast disbursing, once conditions
 
have been met, but they should not be thought of as balance of
 
payments support in the short-run. Rather, they are sources of
 
flexible, relatively untied assistance, but have been designed

to disburse over two to three years, depending on the speed of
 
policy reform implementation (see Table II).
 

elk? 
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EVALUATION
 

It is much too soon to evaluate the performance of the AEPRPs.
 
Since the first set were obligated in September 1985, we have only

24 months' experience. Given the political costs and 
the difficulty

of implementation, policy reform efforts in Africa have 
not followed
 
a smooth one-directional path. 
 There have been some setbacks.
 
Moreover, we have learned that some 
programs were too complicated,

with too many reforms and very difficult implementation

requirements, while others had conditionality that was too general.

Of the nine programs in place during FY87, six (Mauritius, Zaire,

Mali, Togo Guinea, and Senegal) are proceeding successfully and
 
three (Maliwi, Zambia and 
Rwanda) may be in need of substantial
 
restructuring.
 

Among the accomplishments to date:
 

-- Rationalization of tariffs in Zaire and Mauritius; 
-- tax reform and improved investment climate in Mali; 
-- tariff reform in Senegal; 
-- reduction of controls on agricultural exports in Togo. 

By and large, we are 
pleased with recipient country responses. We
 
knew that these programs would be h-gh-risk, high-gain

propositions. But they are designed with a very important

monitoring and evaluation component which would allow for sufficient
 
flexibility in revising the program.
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INFO AIMMASS NAIROBRI IIMEDIATE 
 UEVOLVI$2 FUD TNRCUGN AOCIT13NAL CAITAL.ZATICN AND 

INITIATI1N OF REFORMS OF THE :UAREIIT FEIT LIZER
 
OLAS SECTION 81 OF LILOHEG 15661 
 BISTRIIUTI0 ANd)REVENJE r.IA;EIMENT SYSTEMS.
 

11iiAC 
 D) IMPROVED EFVICIENCY OF AOURC OPERATIONS AS A RESLLT 
OF TECHNICAL ASSIS7ANCE TOFA:ILITAT[ DIVESTITURE ANDFOR AIFRlP, AFRlA, ARIR/PD TRAINING IN FININCIAL INAGEIMIN1,LOGISTICS, OPEtATIOAIL 

NAIROUI FOR 9ESO/CA AND RIO/A PLANUINI AND GRAIN STORAGEMAIAGEIINT. 
NAIRB0I PASS T3 IA/AF GLiAOS3AN OAA'S 8OLIK1E1 
AiD SAIRS; AF/ UP GOIAH AI1DIOi,6iN; AESA FISCHER; 40 STREIGTH[NE) PUlLI: SECTOI PLAHNING AID DULGETIHG 
AlidATIEPO PLASLEY CAPACITIES THROJGH PROJISIOII OF IN-COUNTR" AND OFT-SHCR[ 

TRAINING.
 
1.0. 12356: NIA 
SUIJECT: IAAI FEIRTILIZER SUBSIDY REriOVAL PIOGRAII PIOCIESS3. 03 ACCOIPLIS1METS TO 3ATE: THROUGH THE

0612-1211/612-4-i13 !PAP I RECAP 
 MALAW'IFERTILIZER SUSSIDI II VAL PRIGRAI, A. ID. HAS 

RADE EXCELLENT PROGRESS IN EN:OJRACIAG THE GOVER!nHN1 TO1. SUMARY. 3iJliG TNEF:RZT TWO YDDEF!ET.2. tOTYIFZIWW1XCNOXH[ RA PURSUEPOLICIES TSAI C3NSERVE SCAR:E FINANRCIAL RISOURCE-
LANCE 0: PAT1EITS 1o1) COIP3NIET ANDACHIEVE GREATER EF:I:IEICIC. PENORrA!:C[ TARETS 
WAS ELEASED. DUETO POL 'TIRAL AID ECCNQIIC WERElET OREXCEEDED1ITHE FIRST V3 YEARS: AVEF.AGE 
CONSIDERATIONS. NCLTV-R, TE GOVI;E[N9NT 
OF MALAWI (GCPC FERTILIZER PRICES V[PE INCREA&ED 1v A TOT4 OF 60
irASHOTALE TO ACI4iEJE THE THIRD YEAR SItsiDY iDUCTION PERCENT URING THE THREE YEAR! RESULTING N SI N FICAhT 
TARGET. ICIETELE[.1, THE PROGRAM HAS PALE A SILNIFICAIIT RECIENT BUDIT SAVINGS; iGI ANALYSIS FERTILIZERS WILl 
:0i71iiTICK T3EI.C:;NG THE GOr' CRITICAL ILDLET COMPRISE THEMAJORITY OF THE INPUT SUPPLY RESULTNG IN 
EFICITS, PiOHTED TN SHIFT TO NIW COCINTRATE[ 
r[ITIlEIZERS, AID INFLJENCE[ OTHER IPIPOATNT PCL CY 
:iANGES, INCLUI1NG A LARGE lAIZ PR3DUCEF. PRICE INCREA.E 
UI3 I[OONIZaTION OF TmEIIA1I0.W DE FERTILIZR SUPPLY 
|ISTEN. FURTHERMCRE, 1.1THE DO.S MILLION TECHNIIICAL 
LSSISTAICE/TRAINING,'STUDIE". (TATSI COIPOIENT KA. HELPED
 

' -ITIENGO1E THE GO. S PLAM.N,, rtIA;[EtN" AND BUDGETING 
'APACITIIIS AND IMPROV" THE AaRICULTURAL E'EVELCPIENT AND 
IARKETING CORP)RATIDN*S (AIJMARCIOPERATIONAL 
:FFICIENCY. U3AID/A'AUI RELIEVE THE PEOGRAP 
i$JECTIVES NAVEBEENIET AUD, DESPITE THE FALTErING IN 
RA[tT1EE, COISIDERS [PIP I TO NAVE BEEN A SUCCESSFUL 
INVESTMENT.
 

I 0OULD LIKE TO EXPLORE WITH THE GMl1 OTHERARFhS OF 
'OLICY REFORMiIHIICM COULDBE SUPPORTED TROUGH 
EPROGRAYIKS THE fIDISIUR:EI DOLS 5.1 MiLLION IN TE 
OP COMPONENT.END SUMMARY. 

. INTRODUCTION. THEWSlP, A DOL 15.1 PROGRAM 
ITIATD1 ! 1951,IEPTEMBER HASTWOCOMPONENTS: 

OKS 13.1 MILLION TO SUP'ORT REMOVALOF G01 
UNSIDIII 0N FERTILIZERS OVER A THREE Y10R PERIDO WHILE 
IIULTA[OUSLY INTRODUCING AD INCREASING T1E SIPPLY OF 
DiE COST EFFICIENT, CONCENTRATED FERTILIZERS. 

IRS 1.3 MILLION FORTECNNICAL ASSISTANCE, tTUDIES 
i TRAINING IN SUPPORT OF TN[ FERTILIZEF SUBSIDY 
EMOVALPRICRA ANDOTHERELEMENTS OF TEE GOqg1'l 
rEUCTURAL ADJUSTI[NT PROGRA. 

ItPIOGRAII'S EJECTIVE1 ANO PERFORMANCE TGMIETS IEE AS
 
iLOHS: 
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ATP-IS 
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 .
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FN AIIRIASST LILOGI 
TO S[CSTATE IASIOC IMMEDIATE 23115 
INFO AIEMUASST NAl1OS11 iIMEDIATE 

ICLAS SECTION 52 VF K LILONGWE 15S6% 

AIMC 

FM AFIRP, ArflSA, KI/PD 

NAIROI FOR REDSO/ESA AID RIG/A
0IRD1I PASS TO AAI/AR GLAD$Ol AND DA'S ILINGER 
MD SAIERS; AI/P GOVAN AND VOL611; AFIR/S4 FISCNER; 
AND AIR/PD PEASLET 

9.0. 12316: NIA 

IUJECT: PIALAVI
FERTILIZIR SUISlDY RE1iOVA PROGRAM 


SAVINGS OF SCARCE FORIGN EXCHANGE; A MAJOR INCREASE INMAIZE PROOLCER PRICES -- THE FIRST INFOUR YEARS --
VAS 

R[ALISD; 0ND THE iRATIOUL FERTILIZER SUPPLY SVSTEM NAS 

BEEN REFORPID. 

A. FERTILIZER PRICE iNCREASES AID SUISIDY RE'OVAL.

FRO, TIE *EGlRIIIG, THERE VASSTRON; RESISTAClE IN 
VARIOUS 63P DEPATMINTS, MOST ROTA16Y THE AINISTR( CF 
ASRICULTURE, TO THE SUBSIDY RECVAL PROGRAI. DESPITE 
TiE STRONGINTENI41ISTE41AL DI:FREIC!S, TE COM 
$10IFICANTLY INC:R1EASEDFERTILIZER PRICES OVER THE PAST
 
TIREE YEARS IN AN EFFORT TO REL)UCE THE
THE SUII;IY. 
HALAVI KWACUA 014)PRICE PER SI UGOf VARIOUS TYPES OF 
FERTILIZERS, BEGINNING IN 841S, TOE TEAR iMMEDIATELY
 
PRECEDINE THIS [PAP, AN3 ENDIN IN37/NI, Tie THIRD YEAR 
OF TIE P100IAH, ARE AS FLLOS: 

1 14/15 IS/Ni 16/17 I 
1:21:1 17.51 21 is 2111 21.5 

CAN 15.511 £.81 13.11 2USD2 
I/A 13.11 17.11 Is.a 23.0 
IME S 25.88 27.01 
AP " " 24.n 51.51 

AVG.PRICE 1[i. 13.1 21. I 2.1116 
ANNUAL AVERAGE 
PERCENT INCREASE - 21.O 5.1 21.3 

NOTE: MRIA ANDDAP, TNE WISH ANALYSIS FERTILIZIR 
INTIODUCID AS A CONSEQUENCE OF TIE PROGRAM. WEREFIRST
ISIRETEEN i/l i/. 

KPITE TIES! INCIIEASES VNiC TOTALLED 5 PERCENT OVER 
"111 THR[ TEARS OF TN! PROGRAM,TOE6DM VAS NOT ABLE TO 
SICCESSFULLT CONLUDE IE PROGRAN. PERIFORMCE AGAINST 
PR6RAM TARGETS OICCUITIoNS PRICEDENT) VASAS FOLLOWS: 

TARGET - ACTUAL 

YEa 1 5/l6I) 2.6 PERCENT 22.26 PERCENT 
Yim 2 l6/17) 17.1 PERCENT 14.16 PERCENT 

EaR I /Illli 12.8 PERCENT 22.6 PERCENT 

TIE IIIIFICANT PRODUCER INCREASES NAVEPRICE I11N 

LiLOi6 
1ISS 12 OF$6 11445E 3711 814074 AIDS 
IFFUT mYINCREASES INTHE LANDED COST Di FERTILIZERS
 
8 FACTCRS LA/iNULY SETONO TIE 60'S CONTROL:
 

- INLAND TRANSPORT COSTS COI1NUE TO CLINK DUE TO
 
REGICHAL POLITICAL AO ECCNOMIC INSTABILITY;
 

IRE WORLD OF 

P1OGJ1U RESULTING IN HI ER FERTILIZER PRICES; AND
 

N... PRICE OIL REIOUNDED IN YEARTWO OF T[' 

- TIE IDVi KVCIIA VAS IEVALUED 33 PERCE;IT IN li/I7,

INCRIASING STILL FfIjTER TIe LO:AL CURRENCY TO THE
PRICE 


IALLIOLDER.
 

NOTE: IT WAS TIESE FACTORS, COBIUlED WITH AgUNANlICIPAT[D JUIw IN AUC'S STORAGErEE FOR AND
 
ISTIBUTION, THAT RESULTED IN ANADJUSTED 16/17 SJISIOY
 

LEVEL 02.13 PERCEST) Whlt IT WAS REA.CULAi[) A TEAR 
LATER. TIll OCCURRED DESPITE . . PE[ICEIT COITINGICYFACTR WNICHiWAS IACLUDE) INIRE[INITIAL CA.CJLATION. 

TO SfCCISSFLLLY COPPLETE THE WOULDTUEPROGRAII I63 NAVE 
NM TORAISE 17/I FEIRTILIZER PrICES OHAVERAGE,IT
 
LEAST 45 PEiCEdT. THIS VASODE1ED 
 TOIE PO.ITICAL.Y 
VHFEASIBLE. FYI PRICES ONNOUNKED It THE 
I31 FOR THE 
11PLOPING VEA ARE ALMOST 31 PER:ENT NISHER THAN LAST 
TEAR). TUE SHARP COWIITUR INIMARKETED MAIZ. (71,S69 HT
IN 115 TO 112,611 fITIN 121 TOS,1i1 itIN 1917AND 
T[ CRAIIATIC JU IN SALES FROl I i451 MT IN 1935 TO
271,1 liTYIN 19151 DUE TC DROU3HT, MEALY IIQ
 
IrFESTATION AND THE NAIIICAIIl 1EFUGEE PROEI.[ 
 HEA'IT
 
THAT, FOR THEFIRST TIME FOJNJIN SIX 11EAR1, IIALAI1 
ITSELF IN A SERIOUS FOOD CEFICIT SITUATION. 

FACEC WITN SUCH A SITUATICN, MAY IN GOVRNEIRT WERE 
"UCLINED TO IPMDIATELY SUSPEIND THE PROGRAM A N14H
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ITAG-I3 SAIT-I RELO-11 TELE-01 AFN8-13 /946 44 

----------------.........-.. 
 .
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UN NIASSY LILONGV 

TIPUITATE VASHOC IIIEDIATE 2356 

INFO MIASSY NAIROBI IMMEDIATE 


UNCLA SECTION 93 OF 96 LILONGWE 8565 

SIDAC 


FIR A11/0P, AcRSA, AIR/PD 

NAIROBI FOR REDO/SA AND RIGIA 

NAIRI01 PASS TO AA,A:A AID DAAC'S
GLkOSON iINGER 

ANDSAUIRS; A.I/DP GOVAN AN) VOLGIN; AFR/SA FISCHEi;
 
NIO AltIPD PASLEY 

1.0. 13SS: 21A 

SUBJECT: MALAVI FERTILIZER REMOVAL
SUBSIDY PROGRAM 

LEVEL IP ICYMNAER TO.0 US INJUNE 1l9T THAT A POLITICAL 

DECISION HAD ALREADY BEEN IDE TO FREEZE37/18 
FERTILIZER PRICES AT TIE L6T7 LEVELS. 
THE MI:SION 

BELIEWIS THAT TIE IMA:T CT'JDY
WE HAD PLSHED TO i 

CONDUCTED WAS ABLE TO INFrLUNCE THE PCLiCY DECISIONS 

THAT WERESUED UElIT.Y ANOJNCED. THE ,NALYSIL 

CONCLUNZE THAT: THE "IFSRP PI SE HID HAL A NEGLIGIBLE
 
INPAT KBOUT 16 PEN:EHT) O THE PRICE OF FERTLIZER,
 
TIE RATE OF UPTAKE O: FIRTILIZER AID THE AmOuNT OF rAIZE
 
MARKETED; WILE IT WAS STILL PROIITABLE TO APPLY
 
FERTILIZER TO MAIZE, THE REL.ATIVT PRODFI;AILIT% HAD
 
IECLIVS RIIAITICA.Y RIS-A-VIS kLTERIIII1 CAIN CRCPS
 
WHICH WAS THE PRtNCIPAL CAUSE CF THE FAIL-OFF N
 
MARKETED MAIZE; AND THE BUDSETAR,' INTERENTICN REQUIRED
 
IFFERTILIZER ?NICES VIE FOZEN WAS UN[ARAILE it THE
 
OWI'S
NECURRENT lUDGET.
 

S. KIN ANALYSIS FERTILIZER IMPORTATIOt. A SECOND
 
OBJECTII OFTOEPROGRAM TOSA'VE
WAS SCARCEFOFEIN
 
ECANNE THR0G ThE INTODUCTION OF IIOF.E
COST
 
EFFICIENT, CO'ICENTRA'E0 FERTILIZERS. THEPERFORMANCE
 
TARGETS 
 ICODITICNS PRECEDENTS IN THIS FEGARD IAVE BEI
 
EClEE IIIN ALL TNREE YEARS. HIGH ANALISIS FEPTILIZERS
 
HAV BRAMATICALLY INCREASEO'AS A PART OFTHE TOTAL
 
SeP51 PRO6RAM:
 

TARGET ACTUAL 
PIE-PRAM I/A IL 
TEAR I 143i7) itPERCENT 12.2 PERCENT 
TIAN 2367/88; PERCENT 33.1 PERCENT 
VYER3 1/a0 41 PERCENT OVER Sl PERCENT 

T1ll 1NIFT TO CONCENTRATED FERTILIZERS HASALO NELPEO 
TH MIIINISTRY FURThER ITS GOALOFOFAGRICULTURE 
INCREASING FERTILIZER APPLICATION RATES. INThE SB/i7 
SEASON, ESPITE A SLIGHT DROPIN TOTAL TONAG OF 
FE1TILIUR PLACED, THETOTAL NUTIIINTS APPLIED WAS THE 
Nil165 EV . IIOREO'I, ISCAUSE THEY AFEMOIE COST 
EFFICIENT, TIE 11611ANALYSIS FERTILIZER-: CLEARLY IIELP 
OFFSET SON V TiHePRICE INCREASES TO TE SISALLNOLI. 

C. RICIURENT 1i0UGT SAVINGS: POLICYi'KERS NAVETOLD US 
THATiN TIE ABSENCE WOULDOFTRVIJQVPCSUPPCRT 

LIPd N665 63 OF iN 031441Z 3161 674175 AI011 
BAN1KI RIAUIliE) TlE FERTILIZER SUBSIDY:T'COVER 

8 : NS .6 MILLION 
- 8/97: PIN1.5 PILLION 
- 1/18: ME11.1 MILLION 
- TOTAL: RU 31.3 BILLION &APPROXIMATELY U.S. 
DOLS 17.5 PILLION) SAED0 OVER THE THREE YEAR LIFE OF 
PROJECT. Tils ADDITINAL SUBVENT'ON WCULD NAE
INCREASED THEALREADY CRITICL RECURRENT BUDGETDEFICIT 
U1 AROUT 8.1 PERCENT OVERTHEPERiOD. 

Till8 ItA CONSERVATIVE ESTIMATE OF TIE SAVINGS RESULTING
 
IFROM TIE PROGRAM. MAD FERTILIZER PRICES DUENHELD 
CiNSTAIT, If THE THIRD YEAR OF THE PROGRAM 11T/&&: THE 
AVERAGE SUISIDY RATE dOULD NAVE CLIMBED TO 43.5 PERCENT
 
W COMPARED TO 22.2 PERCENT . IN SUCH 
, SITUATI0N, 

GIViEN PRICE ELASTICITY, THE RESULTANT SUBSIDY VOULD RE2 
TO 3 TIlES NIGHER IF FERTILIZER DEMAND WASFULLI 
SATIIFID. FUiTHEROlE, SUISTANTIA" FCREIGN EXCHANGE
SAVINGS AVEKEN ALiLlZED BECAUSEOFTHEGREATEi 
NWTRIENT VALUEANDCHEAPER TRANSPORT COSTS OF TK' NEA.Y 
INTRODUCED IIGII ANALYSIS FERTILIZERS. 

0. MAIZE PRODUCER PRICE IHC4E4SE AID IAFI(ETINIG 

LIBERALIZATION. ASA RESULT OFThE SUBS DY REMOVAL 
PROIGRAH, EE ENGhGED PRICEA.1. HAS A&LSO IN P4ODUCER 
DIALOGUE WITH THEG01. TE JUNE1317 IUA:T EVALUATIONI, 
FOLLOWED SY A MISSION PVCGRAl IMPiE4ENTAiION LETER,
ltCCIP1NVEO THAT MAIZE PRICES HE INCREASED 35BTALMOST 

PERCENT TOREGAIN ITS RELATIJE PRDFITASILITY iN, 
STIMULATE PlOCJCtION. ;OVERNI NT A:CEPTED THE 
RICCMMNDATION AND ACTUALLY RAISED PRICE. RETR0.CIVELi; 
THIS WAS THE FIRST IN:REASE INFOUR YEAR:. iH DODITIO, 
A.I.D., I COLLABORATION WITH THE WARLD BANK, HAS 
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INFO LOG-11 COPY-Il AF-1I CIA-I EIl-M S0-Il i11 V 
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IFRAMIEASSY LILONGJE 
TO SECSTATE W1A=)C I.I[)IATE 2357 
INFO AIABASSY 1A1ROBI IIMDIATE 

NCLAS S[:TgIONR94IF 6 LILONGWE I6T61. 

RAWiC 


FOR AFR/DP, AIRISA, AFR/PD 
NAIROBI F3R REDSO/ESA AID RIG/A 
NAIROI PASS TO AAIAFR 2LASON ANDBAA'S BOLINGER 
RO SAIERS; AFR/3P GOAI ANDVLIN. NIABSA FISCHER ; 
UD AFR.'PD PEASLEY 

E.0. 1235: N/A 
SUBJECT: MIALAVIFERTILIZER SUBSIDY REMOVALPROGRAMI 

ENCOURAGETHE 63M TO FOR1MALLY PRIVATE TOPERMIT TiADERS 
&UY DIRECTLY FROI THE PRODUCER. AS A RESULT OF THIS 
REFORM, 7I1S YEARFARIES IN S71[E AREAS ARE [ECE1ING 
I-101 PERCENT i311 FOR THEIR AIZE TAN THE OFFICIAL 

FLOOR PRI:E. GIVEN THAT FERTI.IZER DEMAND IS C'gRRENTL( 
UP 121 PErCE"e OVERLAST YEAR, IT ,OU.D APPEARTHAT, 
GIVEN FAV31RASWEATHER TIESE POLICY REFORMSLE COND:TIONS, 
SNOULD HE.P INCREASE FD PRODJCTICI SIGNIFICANTLY. T4 
NIGNER PRICES BEING PAI) BY PRIVATE TRADER$ ARE ALSO 
RESULTING H1NIG4 CREDIT REPAY'VINT RATES (ONEOF THE 
LARGEST EXTENSION SE31CS, BLAITYRE ADO, S REPORTING 
I1 PERCENT REPAYIEN1T BY SMALLNHLDER:I. 

E. CAPITALIZATION ANDREFORM 3" THE INPUT SUPPLY 
SYSTEM. AT THE OIJTSET 3F THEISRP. THESrtALLNOLDER 
FERTILIZtt REVOLVING FUND (SIR!) AS IXPER ENCINO 
SERIOUS FiNANCIA. ANDAD3MINISTRATIVE PROILM, . LOCAL 
CVRRENCY SINERATIONS EQUIVALENT TO DO.S 1.6 ILLION VI E 
CIAUELED TO THE SFFF TO CAPITALIZE TIE INPUT SL'PPLY 
SYSTEM. THIS ASSISTAIC-, HOEVWER,VAS CONDITIOIED ON 
THE 011N THE FERTILIZER DISTAIlLrTiO1 ANDH!IIIEVIN$ 

NVINUE ANAGEENT SYSTEMS AIIOTAKING ANYNECESSARY 
CORECTIVIE ACTIONS. 

DURING TiE LIFE OF THE PROJECT A NEW CREDIT RiCUPERATION 
UP REM1ITTANC SYSTEM iASBEEN IHSTI.TET7D ANDAVIINCS8 
INDEBTEDNESS TO TIE SF1: HAS iER SUBSTANT.ALLY 
REDUCED. ACTING ON THE RECOIII!NDAT.OIS OFAR 
A.I.I.-FIANCED STUDY, THE 6Ot HAS COPLETELY UPARATED 
TIE NATIONAL FERTILIZER SUPPLY SYSTEM FROM A HAC, 
ISTA$LISNED IT AS AN INXEPENDENT TRUST, AND TAKEN STEPS 
TO STRENGTHIN ITS ADMINISTRATIR ANDOPERATIONS. 

F. FINALLY, 100) PROG!ESS HAS ALREADY BEENMlAETOWARDS 
MNUIEVING TiE PROGRII'S OIJECTIVES OFSECOPIDTRY 
IMPROVING ANIARC OPERATIONS AN) STRENST11HEH.N2PBLIC 
SUCTOR PLAINING ANlSUOETING :APACiTIES. TROIN TUE 
DOLS 1.9 IIILLION TECHIIICRI. ASSISTANCE, STUDIES AND 
T1AINING COMPOIE[NT, THIRTY KEYOFFICIAL$, HNCLUOIIIGFOCR 
PRINCIPAL AND DEPUTY SE:RETARI-S, ARERECEVING TRAINING 
IN SUVCHDIVERSE, CRITICAL FIELDS AS: PROJECT ANtLVSIB 
MD PROGAM IIAJIA[ENT; PIFFORIANCE AJOITING; PVLIIC 
TAXATION POLICY; NATIONAL BUOGETING, MDT HAMAGENT AN 

LILONG 11165 14 W A 131447Z 3161 V4976 AI01 
CNTROL; FOREI1N INVESTMENT NEGOUIATIONS; F00) AND 
AIICULTURAL POLICY; ANDPUBLIC ENTERPRISE POLICY AND 
NAIEUNT. 

4. LESSONS LEARNED: IN REFLECTING ONOURT"1 YEARS OF
 
EXPERIENCE iTN THEFERTILIZER SUBSIDY RPCMCA. PRO;RAM,
 
THEREARECERTAIN LESSONS TO G! GLEAJI[3 WICH SHOULD BE
 
CONSIDERED IN THEDESIGN OFFUTJIE SUCHPRFO-RAfS.
 

A. IN A COUOY WNICli HAS ANAiRICUL7TiE-OOMINATED
 
ECONOMY, SUBSIDY ONSJPPLY RFORM
All INPUT RrOVAI. 
PROGAII HASPOTENTIAL PLITICAL LIABILITIES, ;R THE 
HOST COUNTRY RESPOhSIBLE POLIC REFORMERSGOVERNMENT, 

lINN TYE 6011LAUNCHED ITS FORMA.REQUEST FORVOODAID, 
IT EXPLICITLY TAIGETTED THEAID-FINAIIC!D .M^RbAS A 
RAJOi CAUSEOF THE FOODPRODUCTION SHOTFULL. ALTIOUNGH 
THEMISSION ANTICIPATED T:: JJ.HERRBILITY EAILY Oq AND 
PUSHED GOVERnIIERMT TH! IMPACT STUDY,IT NA3T0 SUPOCRT 
NOT YET BEENCOM1PLETED.THIS ETP.RIEN:E DEIOISTRA'ES 
TIE IMPWRTAI,[ OF SUCHEVALUATIONS lEIIG VOIlEEARL' 
ENOUGHTO FACTOR INTO THe OKGOIIG REIIEVDI.14 UE 
PROCESS. FLIATNE0i4CRE, A.TNOUGM POLICY REFORMERS 
UINERSTOOD THELIIITED IPACT 74E MFS1R'hkD 01 FOOD 

ECUIITY, NCN-TECNOCAl POLITI:AL L[A)EPS MUSTALSO DE 
E!DUCATED ANDS04fIOW INCLUDED IN TiE POLICY 

REVIEV/DIALOGUE PRCCESS. 

1. IT IS IMPORTANT TO EXPLICITLY DEFINE TN fITOOOLOGY 
TO BE USEDIN CALCULAT'0S TYE SJISIDv , INCLUDING THE 
ELEiNTS IN THE CALCULATION, TN BASIS FOR ATTRISU'ING A 
INMERICAL VALUE,AP THE POINT IN TIME AT WI:H THE 
CALCULATION IS WADE. 

C. IT IS ALSO IMPORTANT TO MORE' DEFINE[XFLI:ITLY 
'ECONOIC VALUE"OFFERTILIZER. THE MISSION AND 601 
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PN A-HASSY !LO.Gil 

TO $UfSTATE IASNDC ilNEDIATE 2313 

INO ANM3ASS:Y NAIROBI IrMDIATE 


NIiCLAS SECTION n1 Or 16 LILONGIE 15165 

IlIAC 


FOi AFR/DP, AiR/SA, AFR/PD 

NAIROBI FOR RiDS0EA ANC RIG/A 

NAIROBI PASS TO A4/hAR GLAOSON tND DAA'S BOLINGER 

iD SAIERS; AFR/OP GOVANANDVOLGIN; AFR/SA FISCHIER;

ANDAR/PD PEASLEY 


1.0. 12156: N/A 

SUBJECT: MAIAVI FERTILIZER SUBSIDY RErOVAL PROGRAM 

CHOSE TO DEFINE IT AS ACTUAL REPLA:EMENT COST, RATHER 

TRAN ATTII T.NG TO PROJECT W/AT PPICES II A VCLATILE 

WORLD MUKET AND COfESTIC [COOrT I/OULCOE TWELVE MONTHS 

INTO THE FUTURE. THE LATTER, STRICTEC IIITEPP'ETATION 

PROVIDES GlEATER IN:URANCE AGAIAST DECiPiTALIZATIOK RUT 

IT ALSO PLACES A COBLE EUIUUEN CM THE SMALL RAR ER I1 

THE F 1ST YEAR OF ThE FNCGRA -- HE PAIS THE XODITONAL 

PRICE FOR THE SUBSIDY REUCTION AND TIE THEDETICL 

PRICE INCREACE AT THE SAP! TIME. 


I. THEREREEDS TC BE BETTER ANALYSIS CF THE POTENTIAL 
AOVER:E EFFECTS OF SUCHA REFORI' PROGRAM ONTIE SALEST
 
VARN1ER,PREFERABLY BE9ORE 
iT BEINiS, A"D IDENTIFICATION
 
OF COMPENSATORY MiASURES WHICH CAN IE TAKEN TC LIIT THE
 
NEGATYV! IriPACT Ok -NCONE ANDFCOD 
 SECLAITY OF THE RURAL
 
FAI FA4ILY. TNIS iSPARTiCULArLY CRITICAL I& A COUNTRY
 
SUCIIAS MALAVI -- SS PERCENT OF THEPOFULATIO& ARE
 
DIPEDENT ONAGRICULTURE; THEMAJORITY OF THESE FARM
 
LESS TIAN I NECTASE BECALSE POPLLATION kS DENSEAID
 
MAUL LANDiS SCARCE; UD THEREIS A C[SPARATE REEDTO
 
INTENSIFY PRODUCTION In CRDER TC RAISE ShALL FARM FAPILY
 
iUTRITION LEVELS, ENSURE NATIONAL FOODSELF-SLFFICIEHCy
 
SD PERMIT CROP DIVERSIFICATION.
 

1. KXT STEPS. GIVEN THE CURRENTPOLITICAL CLINATE AND
 
FOOD SECURITY PROBLEMS, PISSION AND601' POLICYRM[RS
 
AGREE THAT iT WOULDBE liVISAILE TO.SUSPEND TIlE IIFSP.
 
IT IS WOITH VOTING THAT TlE SON IS STILL COMMITTED TO
 
TIE SUBSIDY REMOVAL 	 PRICESPROGRAM.ALTHOUGH VERE
 
FROZEN TIS YEAR 37/8l1 FOR REASONS
STATED ABOVE, IN
 
iCr IlSCUSSIONS VITO THE IIF THE GO INOICATED ITS
 
INTErION TO ELIMINikTE TYE REMAINING SLISIDY CVEIITNE
 
EXT TWOYEARS 21/901. TH[ G04 IS STILL
4T BECAUSE 
CLEARLY COP;TTEO TO A BROADSTRUCTURAL ADJUSTMENT 
PROGRAM, WE ARE INTERESTED IN EXPLORIING TOGETHIR NOVTN! 

IOISSURSEO DOLS 1.1 MILLION COLLO i REPROGRAMIIED TO 
IKINFOCE ONGOINIG REFORMEFFORTS NEWREFORM01 ENCOURAGE 
INITIATIVES. .(SEET1111POSSIBILITIES AT THIS TINE: 

ADMAREL MINFCICE DIVESTITURE ANDRESTRUCTLRING 1PRP 
I1:612-12.2, VITV ADDITIONIAL DCLS 1.1 MILLION. THIS 

PROU&M IS f OQRESSjNG WILL. FIVE NOLCIIIGS NAVEALREADY 
KIN IVESTED ANDA DETAILED RATIONALIZATION AID 
ilKSTITIUE PLAN HA. IEFFDPREPAED BY ClLOITTE, HASINS 

LILONG 05665 1 OF 86 1131449Z 3162 17417 AID 
ANDSELLS. ASA RESULT WG TNEIR ANALYSIS ITUCULD NOV 
APPEAC TUATTHEtE IS POTETiAL FC FIORETHAI MY31.1
MILLION INDIVESTITURE BYJUNE IDS. IF THIS IE TO
 
OCCURTHEPSENEIT PROGRAM --
VoW;O IE FULLY DISBURSED 

ONEYEARBEFORETHE CUIREkT PACO. ON! OF THE INOVATILE
 
GFO RALAVII REOIg.EIIO4TICN: OUTFORTh IS THE
 

T........................
NT 0?STPiLiUST CR FJO IlT3 WICHA SEV'ERA.BLUE
 
CHIP ASSETS COULDIE TRANSFERRED FORPUEL IC OFFERING CF
 
SGARES.
 

IRI ADM1NTAGEOF THIS REPROGRA ING OPTION I ITS EASE
 
AS TIffiS. A PARD SUPPLEMINT CCULDi DEVELOPED BASED
 
I NOE DETAILED DI *XD S ANIALYSIS AID ODITDHAL
 

IMPLE[INTATION PROGRESS 0611t TiE NEXT SIX MONTtS. 

3. SUPPORT TO LIBERALIZATION Of AGRICULTURAL 
RARKETIN2. THEWORLDlANP HAS TAKEN THE LEAD IN 
ENCOURAGING THEGOM -0 FOFMLLY CPENPRCOUC! MARKiETING
 
TO PRIVATE TRADERS. A. I.C., NOVEVIR, RAS BEEMIIIV*LVED
 
IN THEDIALOGUE PRCCESSAID IS CCI hlTTEC TO FIkHAICE 
 A 
ASSESSiIENT OFEXPERIENCE TO DATE. 

IRE WORLD *ANk IS CURRENTLY DEVELOPING A DOLS 21.1 
HILLION| 4GRICULTURL MARKET NS P;ORA. ITS AIM WILL BE 
TO DEVELOP A IUTI-€A'-HEL f1AAqdTII.G SYSTEM f 
PROVIOND2: TRAIIINO aN FINAN.,INC FDr PRIVATE SECTOR 
PARTICiPATION IN WRIETINZ, TRAN.PCRT AlD PRCCESI1I; 
AID TECHNICAL ASSISTANCE TO S'JPPCR" THE GO'S 
REGULATO1Y, PRO1OTIOIAL A D NONITOFlIG FUICTIOCS ANDTO 
RATIONALIZE ADIA.RC'S MA1KWlT N2 SISE[I. AllAPPFAiSAL
 
MISSION IS SChEDULED FOR IZERJANt 2181 AND THE PROJECT
 
IS TO BE PRESENTED TO THE 8kN'S BOARD IN AJGUT 111.
 
THE BATIKMAD ;E[TATIVELY IDENTIFIED A NEED FCR DOtS 6.5
 
MILLIOI IN CO-FIN/UC NIGA INITIAI DISCUSSION! WI1TH
 
THEIR STAFF IIDICATE A KEEN INTERET IN A.I.. 'S
 

PARTICIPATION.
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SUJECT: IALAII FIRTIL'ZER SUISIDY REMOVAL
PROGRAM 

TIREAOVARFAES, NiRE AGAIN, IRE TIE EASE AO THE
 
TIlING. WE COU'LD ON TOE BANK'S OOCUIEITATICiN AND
DUILD 

TNE PROPO:ED TIMFRPAME -SCO'rS'STINT WIT CUR DESIRE TC
 
REPROGRAMTUEREHAluING MSi! FU3 BEFO9E THE 1/24/18 
TERIMINAL DISOUPSEM!NIT DATE. TME POTENTIAL DRAI,ACKS,
 
ROIER, AR TVIRE-FOLD; (1)UNLESS AID/6 VOULD APPROVE
 
CO-FINAHC US, iE JOULC
WAVE TO ID1[NIFY A CISTIACT
 
ACTIVITY Pr PARALLEL FNAnCII6; 12) IT IS UNCLEAR HOW
 
GUIC4LY SUC4 A P10GRA CA0 If IMPLErEIITED/FUIIDS
 
DISIJfS[D. AND (11I DIX IICT PICVOE US AN INVESTINT
 
OPPORTUNIY TO BUILD ON WITH Fv 19 FUIIDS
-- AN IIORTANT
 
CONSIDERA7IOhI IN LIGHT Or THE PROPOMED OCLS 11.1 MILLION
 
KALAI OVA UNDER THE CEVELOPrINT FUND FOE AFRICA FPEE
 
STATE 378$38).
 

C. A NEV AGRICULTURAL SECTOF POLICY REFCAMPRO11M. 
TIE NISSION HAS 'DENTIF ED A NiUMBER Of CRITICAL ISSUES,
 
SUI OF WHIM01VILL ALSO BE A:ORESSEC BY THE BANK IN
 
TEI MR CULTURAL MNKETIiG PRO2RA 
1LSRIBEDO ABOVE,
 
*iCB COULO SERVE AS TNE FRLAE OII FOR AN EPIP I1: (1)
 
INCOJUMAING A 1ORE FLEX D'E FRODUCEP PEICIKG POLICY,
 
iCIOING DOWNWARD 
OVEIENTS AIIDSEASONAL ADJUSTNIITS;
 
@) Sl1EI[EIN5 1161'.
iALYSIS FERTILIZER EXTENSION
 

EFFORTS AND ENSURING A SOJIl) PRICING STRUCTUiE TO
INPUT 
ENCOJRAGE T[iR -#TAKE; AQD 3 SWP"ORTING POLICY
 
FOIEIAATION AID ?ECNNICAL PACKAGEDEVELOPiNT AIMED AT 
IMI.NLATING TIE 2IALL[ST SIIALLNOLDEP PROOUCTION. 

e NArt ALREADY INFORMAILY 3'OACID WITH TVE SOl IDESE 
MRICULTiRAIL POLICY UI11RTAKINGS WlICA CCULDOf EMBODIED 
iNA NEV IITIATIVE. 

SIl POLIVIRaERS WEE OPEN TO TIE IDEAS INC VORLL BANK 
BUAFF Ri I TIE ADVAIITAGESVEY II"POPTIVE. CFSUC AN 
APPROACH AN! TA'r: II)IT TACKLES SOMEOFTOE iCST 
CiTICAL '1MB[ CONFRIOTING SMALLOOLDEAGPICULTURAL 
DIVSLOPEIIT; (2) IT PPOVIDIS A BROAD EASEFORPOLICY
 
IIALOGUE; AID (3) IT PROVIDES A PROCRRINING FRAlEIEtR 
FOR TIE UIIOISIUR:EO IFSRP FU2 ASWELL AS THE FY 13 011 

IMENTAT'Os. TiE BASIC DRAIlAC9 IS TEE 1 NASINT 
IMJRll!OF 27CU A DESIGN, INCLUOING INITIAL POLICY 
ANALYSIS. 

UNCLASSIFIED
 



AN KW2OfiC NAALIMIB W lHE 1. CF iNumrcop imt 
 KIaOJLlTU 

PARr I: .RD IN frITAILI UaKElMAM (CP F IC)N
 
Trun in Fertilizer take 
 and Prices
 

From 1972/73, the first year for which 
we have a fertilizer uptake

fig'tx, to 1980/81, 
 there was a rapid growth in the use of fertilizer by
miltiolders in Malawi. Table IV-A-1 gives the data. -fhe average rate of

groth over those eight years we 12.5 pearet 
 per year, the one dip ocurring 
in 1974/75 dwing the first energy crisis. 

8irce 1980/81 total sales of fertilizer material have stayed in the rnge
of 56,000 to 69,000 metric tons a emar. In acne years sales have been
 
deterained by supply limitations 
rather than by demrd, In 1981/82 and 

S1982/93, for example, AMARC was experiencing liquidity problem awd the 
tmnrport routes through Mozambique were breaking down. The SFRF began
orations in 1983/84 and supplies began to improve, reaching a record year in
1984/85. When sales fell in 1985/86 there were ample supplies and the reason 

The Impact of the Fertilizer Subsidy Removal Program on
Smallholder Aircult=r _L__aaw , a report by Robert Nathan
A3sociates, June 30, 1987, Annex IV, pp. 10-31.
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TABL IV-A-1 - 70TAL UPTAKE OF FERMII t, 1972/73-1986/87
lmtr~Le ton)
 

Total lhoc- Nitro Total
 
20:20:0 S/A CAN Urs DAP Other Marl phate -Sen NutrieU 

1972/73 2328 18752 2668 84 1353 25185 466 5136 5601 
1973/74 4265 23017 3277 873 307 31739 853 6940 7793 
1974/75 1636 11412 666 732 401 14847 327 3234 3561 
1975/76 2567 17456 1312 210 804 22349 513 4617 5130 
1976/77 1148 23611 1351 133 1293 30536 830 6200 7030 

1977/78 6374 33835 3181 177 999 44566 1275 9289 10563
 
1978/79 8971 31839 3992 113 873 45788 1794 9570 11364
 
1979/80 9170 35239 4166 202 364 49141 183# 10410 12244
 
1980/81 13469 43630 4748 240 2361 64448 2694 13201 15895
 
1981/82 10619 42508 2789 673 - 56589 2124 12085 14209
 

1982/83 22928 24845 9912 74 4 57763 4586 12414 17000 
1983/84 21813 3232 31964 - 57009 4363 13352 17715 
1984/85 26107 5444 36965 37 501 69054 5221 15993 21214 
1985/86 25485 3585 35547 - 331 64948 5097 15092 20189 
1986/87 21925 6699 32422 5444 813 - 67303 4759 17521 22280 

Note: 1936/87 sales are provisional, amd the figure for "Other" 
in 1985/86 includes some urea.
 
Nutrients do not include "Others". CAN was 26 percent till 1985/86
 
and 28 percent in 1986/87.
 
Source: Government of Mlawi, Ministry of Agriculture,
 
Ariculturalist's Report No. 1", 20 June, 1986
 



for the decline Is thought to be the InCresse in fertilizer prices of thatr, especiallT for 5/A and CAN. Mw second largest year was 1986/87.
Tbe table also suhmn total take In term of nutrients. There has beena decline in phosphates in the met recent years, 

offset by the upward trend in 
but this has been more than 

nitroen. The result is that the record year
for the quantity of mutrients purchased was 1986/87.


Table IV-A-1 
 shows clear changes n the kinds of fertilizer used bymalholders. Sulphate of monia (S/A) was bought in earlior Years forapplication to maize. Bemme the soils an which it men used tended to becomeacidic, a decision was made to phase it out in favor of calcium amniumnitrate (CAN) except in those locations where sulphur deficiencies ofparticular oncern. 
were 

This changeover was fairly may to acomplisli becaseapplication rates were the same. Sales of 20:20:0 fertilizer increased as
hybrid maize varieties were introducedl. 
 What farmers are now ac mtwjscl todoing for mize in apply 20:20:0 an a basal dressing and follow it later with 
CAN ac a top dressing. 

1986/87 was the first year of a scheduled changeover from the traditional

fertilizers, S/A, CAN and 20:20:0, to high analysis blends. The latter are
diamonium phosphate (DAP, the forula of which is 
 18-46-0) and urea (46
percent nitrogen). The purpose of this switch 
 is to reduce transport costs
 
per unit of nutrient by importing more concentrated This
fertilizer. 
changeover will not be as easy as that from S/A to CAN because the very
different cocentration levels mean 
 that farmers will have to learn different
 
aplication rates.
 

Up to now most of the fertilizer sold to umallholders has been used onmaize. Most of the rest has been put on tobaco. Other crops which would
benefit from fertilizer - groundnuts and sorghum 
 to name only two - have
traditionally not been fertilized in this country. Of the maize, it iscustomary to distinguish between thre different classes: local, composite and

hybrid. The following 
 fitires indicate how fertilizer is distributed among

these crops and what 
 erfect. it has on yields:s
 

. The numbers dencribing the fertilizer referof nitr g (N), phosphorus (p) and potassium to the percentages in it{). As these add up to 40thiA Case, the implication inin that this fertilizer contains 60%inert
Material, or filler. 

2. Note that in the crop estimates submitted by ADD'sbectiage figures are somewhat for 1984/85 the 
-owever, this would 

larger for the three classes of maize.be at least partly accounted for the fact that figures for 

IV.3
 



only 24.2 percent of land growing local Mize in this year te= 

fertilized, but becanme it took up so such of the total aount of land being 

farmed it actually socounted for more land fertilized than all other crops put 

together. It also took up more tonnae of fertilizer than any other single 

crop. The yield figures in Table IV-A-2 demstrat.e that hybrid Maize 

responds very much more to fertilizer applications than the other varieties, 

and in fact in not worth growing unless it is fertilized. Thus it is not 

surprising that nearly all the land in hybrids was fertilized. However, in 

1984/85 these varieties only aocomted for 5.9 percent of the hectares in 

maize. This proportion has since fallen. 

TABLE IV-A-2 - USE OF FERTILIZER AND YIELDS FOR SELECTED ROPS, 1984/85 

% of % of % of Av Fert % of Average Yields 
All Farm Crop Fert'd Put On Fert Fert'd Unfert' 

Land Fert'd Land (Kg/Ha) Use (Kg/Ha) 
MAIZE
 

Local 58.9 24.2 54.8 83 39.5 1390 822
 
Composite 1.5 52.7 3.1 160 4.4 2040 706
 
Hybrid 5.9 85.2 19.4 163 27.4 2785 1146
 
Mixture 16.6 19.0 12.1 116 12.2 1436 912 

TOBACCO 3.0 77.7 9.1 180 14.2 10 0 
OivZM 32.5 1.1 1.4 186 2.3 n.a. n.a. 

100.0 100.0 

Source: ASA weighted sample, National Worktable 8.1 
Note that the column showing percent of all farm land adds up to more 
than 100 percent because intercropped acres are included more than once. 

As the amount of hectares so.n to hybrid maize fell, and the total uptake of 

fertilizer nutrients was tne highest ever, the fertilizer that would have been 

used on the land taken out of hybrids had to go somewhere else. If farmers 

were cutting back hybrid pioduction, there was no reason for them to put more 

fertilizer on what hybr,.4 zrain they were growing. Perhaps leakages and 

application rates were hizhtr, but it is just as likely that loc, maize 

received more fertilizer than in previous years. 

Table IV-A-3 shows ufat has happened to the prices of the various kinds 

of fertilizer since the early 1970's. The price increases which took place in 

the earliest part of the series were connected with the onset of the energy 

mixtures (intercropping) are not included in the estimates. In any case, the 
percentages calculated from the estimatew are not far off these: locals 63.5%, 
composites 1.3%, and hybrids 4.5%. 
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TABLE XV-A-3 M IRa-E I(WrI EM~To aA.J4D~ 
, 1 7 / 3 T 9 6 8(Ka Per 50 Ng beg) M'*)E#17/3T1968 
20:20:0 
 S/A CAN 
 Urea 
 DAP
 

1972/73 
 3.45 
 2.75 
 3.30
1973/74 
 3.45 
 2.75 
 3.30
1974/75 
 9.00 
 6.70 
 8.50
1975/76 
 8.50 
 5.50 
 7.75
1976/77 
 8.50 
 5.50 
 7.75
 

1977/78 
 8.50 
 5.50 
 7.75
1978/79 
 8.50 
 5.50 
 7.75
1979/80 
 8.50 
 5.50 
 7.75
1980/81 
 8.50 
 6.50 
 10.50
1981/82 
 8.50 
 9.00 
 10.50
 

1982/83 
 12.60 
 10.50 
 13.00
1983/84 
 14.50 
 12.00 
 14.00
1984/85 
 17.50 
 13.50 
 15.50
1985/86 
 20.50 
 17.50
1986/87 21.00 19.00

18.00 
 19.50 
 26.00 
 24.00
 

Sources: Up 1985/86:to Government of MaLlawi,Agriculture, Agricu inistryturalist s Report No.1, June 20,1986, Table 1.5. 
 1986/87 prices: SFRF
 
crisis, affecting both raw material costs and transport.reases Te more thave been due toClosure the large jump in transport costs followin theof the Nacala and Beira railway lines, and to currency devaluationand toccurrency de 
 v ,.
 
Finally, 
 since 1985/86. a further reason for higher prices has been theremOval of the fertilizer subsidy.

The distribution of farm holdings by size for halawi is-A--4, shown in TableThe median size is in the 0.5 to 1.0 hectare range, and less than 5Parcent of all s8mllholdnngs are over 3 hectares. The largest farm foundan.were was 8.7 hectares and the average size of farms in the largest
category was 4 hectares.
 

Table IV-A-5 shows hot; 
 fertilizer use is distributed by farm size..ertain exceptions and Witht'ailna into account tobacco as well as maize, the)roportion of land fertilizeu ifenerally rises with farm size, though not 
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TABB IV-A-4 - SIZR DISThRM7cpj COF&M3aOLINGS
 

H<t (0.5 0.5-1 1-1.5 
 1.5-2 
 2-2.5 
 2.5-3
of all.Holding@ 
 23 32.3 
 19.9 
 10.9 
 6.3 
 3.5 
 4.2 
Source: 1984/85 A SummtZ Table 1.
 

TABLE rv-A-5 - USE OF FMTILIZER ANDBY HOLDING SIZEYE Y~~FM7 SmEWr m~
Holding 
% of Fert Average YieldsSize Area ' %of Fert Average Yieldsper Ha Fert Non-Ferto Area 
 per Ha& Crop Fert (Kg) (Kg/Ha) (Kg) 

Fert Non-Fert 
pFert (t/Ha) 

(0.5 HaMaize L 31.6 :2.0-2.5 Ha20 1050 .. ..---680 : 30.0
M 8.4 252 1314 102 1403 963
635 27.1
C 45.9 472 114 1668 694
2674 
 1251 : 49.6
H 61.1 544 113 2669 1106
3259
Tobacco 68 84.9
16.8 119 0 155 3090 8500
Other 69.3 202
0.2 331 2559 0 0
280 : 3.1
0.5-1.0 116 1517HA 475
Maize L :2.5-3.0 Ha11.0 
 128 1589 
 782 : 25.9 
 104
M 11.0 152 1251 1097
1304 
 695 : 32.4
C 75.6 199 107 1611 979
2116 
 890 
 61.2
H 62.9 165 2244
266 2767 1233 750

Tobacco 83.8
52.7 199 0 166 2864 1029
Other 83.7 214
3.8 198 1996 380 

0 
0 0
0.4 
 192
1.0-1.5 Ha 155 471
 

Maize L :>3.0 Ha
19.3 100 
 1305 
 833 : 39.7 
 61
M 21.0 113 1518 898
1462 
 733 : 33.2
C 34.4 167 74 1317 703
2265 
 1108 : 57.9
H 85.0 221 2655 140 1023 1248

Totbacco 742 : 89.9 115
74.3 207 0 2656 966
0 88.5
Other 122
2.4 219 1521 50 0
473 : 0.8
1.5-2.0 Ha 24 920
'TOTAL 
 405
Maize L 
 25.9 
 114 
 1358
N 15.8 101 1450 928 24.2 83 1390
741 : 19.0 822C 65.5 100 116 1436 706
2048 1525 : 52.7H 82.8 218 2713 160 2040 1146

Tobacco 80.5 199 0 

1129 85.2 163 2785 912
0 : 77.6Other 180
0.6 208 10 0
883 386 : 1.1 186 
 1744 
 405
 
L: local 
N: mixture 
 : coposite 
H: hybrid
 
Source: 1984/85 .ASA, Worktable 8.1
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cgtiMMumly. ITere appear to be tio dividing lines: the first separates
farm of less than oe hectare from the rest. These generally fertilize a 
substantially maller proportion of their land than the larger ategories. 
particular, large proportions of hybrid maize and tobacco are left
 
unfertilized, although the significance of this mnt not be 
exaggerated. The 
mount of land devoted to these crops by the smallest farmers is very alight.
Ie secxxI division places holdings over 3 hectares in a group apart which 
pits the input notably larger percentageon a of their land than do smaller 
scale farmers. The third group is in the middle, from one to three hectares. 
It contains 40 percent of all farmers, but it is hard to pick out any clear 
distinctions among them in terms of fertilizer use.
 

There is, 
 then, an increase in fertilizer use as farm size grows, though
it goes in steps rather than continuously. The correlation is not surprising.
Saller farmers usually find a larger proportion of their income todevoted 

basic needs such as food, clothing and school 
 fees, leaving little over to
 
invest in their farms. However, this is not a 
 good situation, for if these 
smaller landholders to build up their incomes, andare they have no off-farm 
job, increasing the productivity of their land is their major hope, and
 
preventing 
 its decline a problem. 

B. Patterns and Trends in Different Kinds of Crop 
Data on crop hectarages and production are not available for as many
 

years back as they are 
for fertilizer. Figures on hectarages taken from the 
inistry of Agriculture's estimates are given in Table IV-B-1. The clearest
 

fact is that most land is devoted to maize: never 
less than two-thirds of it.
 
The proportion has been falling, from 73.9 percent 
in 1982/83 to 66.6 percent

in 1986/87. However, this is not because amount
the of land under maize is
 
lower but because the tota! 
amount of land included in these estimates has 
been rising; (which may or ray not mean that the total amount of land being
brought under cultivati -n has been growing, depending on what crops leftare 
out of the ASA). 

Over 90 percent of land under maize is grown from local types. The 
douinaice of such varieties is explained by the fact that they are much 
Preferred by 
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TABLE IV-B-1 - HrCARAM 2D=t,1982/83 - 1986/87 

P'-UZE 

local 


composite 

hybrid 


RICE 

G'NUTS 

TOBACC 

C07"M 

CASAVA 

SORGM 

RILSES 

MILLET 

CASHEW 

COFFEE 

SWr PO 


OHR 


1982/83 1983/84 1984/85 
 1985/86 1986;87
 

1169402 1182601 
 1144853 1193275 
1182415
 
1067527 1048441 
1104583 1131540
 
26069 21477 20100 
 13780

89005 74935 
 68592 37095


20309 21917 
 20807 22874 18803
146314 144935 
 135966 176293 
 209938

27587 44999 46939 
 38045 39872
 
32597 51059 60824 51910 
 34504

59351 81497 
 80262 72904 
 63174
 
22649 21302 32725 32059 30626
82932 91322 
 79971 113663 140476

10870 15340 
 17413 17424 
 18163


53 12 
 12 
 6546 24103

0 2 
 0 0 14108
 n.a. 21340 22717 22447 
 25698
 

8487 8096 
 7682 7952 
 10288
 

TOTAL 1580498 1684408 1650159 
 1748846 1773957
 

Source: Agricultural Development Divisions
NOTE: The figures for cashews and coffee refer tonumbers of trees and are not included in total
 
hectares.
 

TABLE IV-B-2 
MAIZE PRODUCTION AND 

MAIZE PROUlTION 
Total maize 

Hybrid maize 


ADtMLARC RUIXAS 

PRMASES/PRDorION 

Purch/Total Prodn 

Purch/Hyb Prodn 


ADMtARC PLCHASES (1) 

1982/83 1983/84 1984/85 1985/86 1986/87 

1369403 
n.a. 
244916 

1397948 
245391 
296443 

1355202 
233123 
272275 

1294564 
201729 
111331 

1211157 
102108 

0.21 
1.21 

0.20 
1.17 

0.09 
0.55 

Sources: ADD' • and ADMIAW 

(1) Years refer to crop years. Crops grown in one year arepurchased in the next. Hence purchases shown here under the1982/83 column, for e:aunple, appear under 1983/84 in ADMAC's 
tables.
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when it Mene 
 to Belectift grin for their am oonsumption.locals ar flints, the hybrid, The 
wd prqaring it 

are dents, and the losses in storing the grainfor food are significantly less for the locals. That this isthe mar reason for growing local varieties is shown by the fact that %henfarmers plan to grow for the market, they do not choose the locals.The data o oc posites are somewhat problematic in
between them and locals is 

that the dietinction 
not necesarily a clear one. Local seeds havehq proed over the years by cross pollination

adilticui, farmers who 
with better varieties. Inare growing mize fr%cm posite seed bought two,or four Years ago may not necessarily three

be included in figures ofmize production. omuposite(After four years they ommonly would have degeneratedthe quality of tomost local seed). Composites combine both flint and dentcharacteristics anid what proportions are grown for home use andnot certain. Hybrids, for sale iowith their greater fertilizer response aid profita
bility are virtually always gmwn for sale.Table IV-B-1 shows that 
percent from 

the composite aid local hectarages declined 231983/84 to 1985/86 and then this year fell dramatically,percent by 33for composite and 48 percent for hybrid maize.
local maize 

The hectarage underhas changed very little in percentage terms. 
This in because,'tile farmers continue to ensure their own subsistence needsLheir cultivation of local maize, 
by keeping up

their interest in maize as a cash crop has 
declined. 

Other crops which have 
been frounxnut 6 , 

had the opposite trend and risen considerably havepulses and, to a lesser degree,
rowdznuts and pulses 

millet and sorghum. That are both purchased by ADMARC biakes them alternativecrops to hybrid maize, and cash
there i a 


supplant the maize and jeopM 
fear that these crops may continue to
 

=
 se the nation's self-sufficieny in its most 
important staple food.
 

Adding to 
the effect of the fall in hectarage devoted to hybrid maizethe fact that in 1986/87 isthe proportion of the hybrid maize crop purchased by
ADRW14Ls 
 mch lower then than in earlier years, as is shown by the numbersin Table IV-B-2. In fact, the proportion fell by almost half.occurred is Why thisnot yet clear. one possible contributing factor wasYer, Owing that lastto caahflow difficulties, ADMARC did not begin purchasing maize

from alholders 
as soon as they were ready to sell it.bue, of the cropbt this would explain only a 

Some 
smallis part of the decline in sales. Itpossible that rather than wait longer and suffer more 
storage losses, 
manyfrmers either sold hybrid maize privately or consumed it at home. It is also 
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possible that the estimate of hybrid maize production for 1985/86 .s above 
what ww actuilly Crom. 

No am can know now what proportion of this season's maize crop will be 
sold to ADMA9, but mas total production of hybrid maize will be mich Itcwer, it 
can be expected that total males will also be far down on their levels of two 
and more years ago. As recently as 1986 this might not have seemed a bad 

thing, because ADMA's opening stocks of maize for 1986/87 amomted to 
299,000 tones, or well over a year's national consumption. The concern then 

s not to have these stocks increase, for they wjre very expensive to 

maintain. However, the situation is now vastly altered, with A[*A1C selling 
318,439 tonnes of maize in the 1986/87 marketing year and buying only 111,332 
tonnes. The explanation for the large outgoing of maize is apparently the 

increased maize necessary to feed the refugees from Mozambique, numbered now 
in the hurdreds of thousands. All of asdden the concern over surpluses has 
been converted to a fear that the nation will not be able to feed everyone 
within its borders. 

C. Reasons for the Decline in the Production of Improved Maize Varieties 

As there has been a large fall in the production of improved varieties of 

maize which has been taking place at the same time as the subsidy on 
fertilizer has been reduced, an obvious hypothesis is that there is a causal 

connection between the two. The argument would be that the subsidy removal 
has caused an increase in the price of fertilizer, thereby reducing the 

profitability of growing hybrid maize which requires a good deal of this 
input. If this hypothesis holds up when examined in more detail, the case for 

keeping a fertilizer subsidy would be regarded as strengthened. 

Testing this hypothesis against the facts and the logic of what has 
occurred requires that several questions be considered: 

1. To what extent has the increase in the price of fertilizer been due 

to the removal of the subsidy? 

2. What has been the effect on fertilizer uptake? 
3. What happened to the profitability of growing maize, especially 

hybrid mdize? 

4. How has the profitability of growing hybrid maize compared with that 

of growing competitive cash crops? 

The Effect of Subsidy Removal on the Price of Fertilizer 

Table IV-A-3 showed prices by type of fertilizer for an far back as 
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1972/73. Tbe upper line in Table IV-C-1 gives the cost of fertilizer in terum 
of uhat a farmer wuld have had to spend over the past six years to buy the 
amounts typically purchased to fertilize a hectare of hybrid maize (which is 
less than the amounts r a- dd by the research station). The quantities, 
taken from the assumptions behind the gross margins worked out by the moA's 
plaming Section, are 100Kg of 20:20:0 and 150Kg of CAN. The increase in cost 
is plain: a doubling over the period, with all but 2.6 percent of the total 

increase taking place by 1985/86.
 
The subsidy removal schedule dictates that the rate 
had to be no higher 

than 22.6 peroet in 1985/86, 17 percent in 1986/87, 12 percent in 1987/88, 
and 6 percent from 1988/89 (just offsetting the import levy of 5 percent). In 
order to gauge the impact of this schedule on prices, a reasonable assumption 
has to be made about what the level of the subsidy would have been in the 
absence of the program. We only have data on what the subsidy has been since 
the creation of the SFRF. Until shortly before that time ADMARC subsidised
 
fertilizer from its own 
 funds, and when it did begin to receive government
 
subventions their amounts were influenced by losses on more than just
 
fertilizer.
 

For the first two 
years of the SFRF's operation the net government 
subsidy as a percentage of the cost of fertilizer sales amounted to 28.6 
percent and 23.4 percent. Since then the subsidy removal schedule has been in 
force. For the purposes of this excercise we have assumed a subsidy of 25 
percent as being 

TABLE IV-C-1 -- COST OF FERTILIZER PACKAGE FOR HYBRID MAIZE,
ACTUAL AND WITH 25% SUBSIDY, 1981/82-1986/87 

1981/82 1982/83 1983/84 1984/85 1985/86 1986/87
 
Actual cost
 

to farmers 48.50 57.20 71.00 
 81.50 98.00 100.50
 
Cost with subsidy
 
cont'd at 25%
 
past 1984/85 4X.50 57.20 71.00 
 81.50 94.96 90.81
 

Costs are for a package of 1U0 Kg of 20:20:0 and 150 Kg of CAN. These are the
quantities used by the Planning Division of the MoA in calculating gross 
margins for crops. 

Actual subsidies assumed to be 25 percent or more till 1982/83, calculated to
be 28.6 percent in 1983/84 and 23.4 percent in 1984/85, and assumed to be 22.6 
Percent (as per USAID schedule) in 1985/86. For 1986/87 the basis for
calculation was the prices which would have satisfied the USAID agreement,
using a 17 percent subsicv and USAID's weighting amons types of fertilizer. 
These were all adjusted down by the same factor (0.9036) to increase the 
subsidy to 25 percent. The prices before adjustment were K21.00 for 20:20:0 
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and K19.25 for CAN.
 
Source for pries: ee Table IV-A-3
 

indicative of the level that would have been maintained. 

An the level of subsidy allowed by the schedule in 1985/86 wae 22.6 

Inpercent, its effect on the price level that year was only about 3 percent. 


1986/87, following the methods of calculation used here, the impact was
 

greater, around 10 percent. The calculations show that had the subsidy
 

remained at 25 percent there would actually have been a slight price fall last
 

This is because there was a decrease in the cost of importing
year. 


fertilizer between 1985/86 and 1986/87 (of about 9 percent for both 20:20:0 

and CAN, which together made up 78 percent of all purchases). Another factor 

is that in 1986/87 the buren of subsidy removal was borne by urea and DAP, 

which do not enter into the package of fertilizers asumed here. 

The conclusion to this section must be that the subsidy removal program 

did not have an appreciable impact on the prices of the fertilizers umtil last 

year, when it might have prevented a price fall and did bring about a large 

the prices of urea and DAP: the types of fertilizer to whichincrease in 

farmers are supposed to be adapting. There is no doubt that prices of 

but umtil last year factors other than the FSRPfertilizer have been rising, 


were responsible, namely the increases in transport costs and the currency
 

devaluations referred to earlier.
 

The Effect of Subsidy Removal on Fertilizor Uptake 

Table IV-C-2 shows what total fertilizer uptake has been over recent 

n but last year, 1986/87, they were years. The tonnages have varied up and &5 


to see why there should not hae
the second highest ever. It is at least easy 

been a significant decline because the actual increase in the prices of 

traditional fertilizers was only small, and the main impact of the FSRP was t" 

prevent a slight fall. Te target of 10 percent sales of the new fertilizers 

TABLE IV-C-2 -- FERI LlZR UPTAKE, 	 1982/83 - 1986/87 

1981/82 1982/83 1983/84 1984/85 1985/86 1986/87
 

Material 56589 57763 57009 69054 64948 66196
 

3. Another method of calculating what the cost of the fertilizer pscka 

would 	have been would be to start with the full, unsibsidised cost, whichNO
 
This would have resulted in a cost of
K129.03 and take 25% off of that. 


1(96.77. 1
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wutrients 14209 17000 17715 21214 20189 22280 

Source: See Table IV-A-1 ----------------------

almst met, the actual level being 9.1 percent. It is not unlikely that the 

not been sothe prioe for these types 	hadtget would have been fully met if 

high, ar had bags sizes smaller than 50 Kg, introduoed for the first time 

last year, been more available. 

even this slight shortfall as not an iL-vitable result of theHowever, 

FwI. For one thing, the overall subsidy as redued to 14.7 percent, which 

17 percent required by the 	USAID agrment. Secondly, this o lower than the 

agreement stipulated that the weighting of the available subsidy be the 

shouldopposite of what actually happened; 	 i.e. the prices of urea and DAP 

at the expense of the traditionalhave been kept lower than they were 

fertilizers. 

The only conclusion which can be justified on the basis of these facts is 

reduction in the uptake of traditionalthat the FMSP cannot have caused a 

fertilizers, though it might have prevented a larger amount of purctases 

are(providing the supplies were available). Where the new fertilizers 

could have slowed down their adoption.concerned, subsidy removal 

It is important to see that this conclusion is not the same thing as 

sa-ing that the demand for 	fertilizers is insensitive to prices (i.e. that it 

the contrary, it is acknowledged that demand could
is demand inelasitic). On 

have been higher under a subsidy continued at a level of 25 percent. 

12 percent lower ([I-(75/85.3)]x1O0Fertilizer prices would have been = 12 

equal to -1, then
percent). If the elasticity of fertilizer demand were 

fertilizer demand would have been 	that much higher.
 

The Profitability of Maize Production 

shows what the gross margins per hectare have been over the
Table IV-G-3 

for all kinds of maize. 4 Gross margins except for local,
past six years 

is concerned is that4. 	 The most reasonable assumption where cash crops 
also safe to assume that for most

farmers are profit maximizers. It 	 is 
land they have at their disposal 	 is fixed. When they

farmers the amount f 
no altenvative off-farmnd their families do -most 	of the labor and have 

ourcs of income, the appropriate measure of profitability is the gross 
to do most of the labor

zargin per hectare. If the farmers 	are paying others 
then the appropriate measure is net 

or have job opportunities 	off the farm, 
where this is the gross margin less labor coot. Except

income per hectare, 
not defined here, to maximizeunder a very narrow set of 	circumst wbes, 
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unfertilized mize have all been falling. The mgnitude of the dec.ine, 

comparing the first yer in the merles with the last, it almost the ue for 

each: about 30 percent (31.3 percent for local, 26.2 percent for ocrposite Wj 

29.4 percent for hybrid). 

The fertilizer price increases cannot be blamed for all of this 

deterioration in profitability. All other costs also rose over these years by 

a greater or lesser extent, though indices are given in Table IV-C-3 which 

show that they did not go up by am mch: while fertilizer costs increased by 

just over 100 percent, other costs only went up by a little more than 50 

percent. (One of the implications of this is that the percen:tage of total 

costs accounted for by fertilizer has been going up; it wa 43.1 percent in 

1981/82 and 50.3 percent in 1986/87). 

Another critical variable here is the producer price of maize. The 

second row at the top of the table shows that there has not been a change in 

returns per manhour or manday is not profit maximizing behaviour. 
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336.05 

ABUJTV
tAS v-0- -_ BWiSW HUMI mF 
1984/85 1985/86 1986/87

1981/82 1982/83 1983/84 

&MAZEHYBRID
WV CaaLUTIN FC 2750 12.222750 122750 12.22- 11.11 11.1142750 12.22 2750 

price WigK)(K9) 2750yield/* 


336.05
336.05
336.05
305.53
InW (K/Ha) 305.53 


)
03 Fert.15rt. (150 Kg) 48.50 57.20 71.00 81.50 98.00 100-50 

25.00 26.2520.83 25.0020.83 20.83Seed (25 Kg) 6.71 6.716.10 6.106.10 6.10Actellic 48.0231.53 35.10 42.36
26.40 29.06Transport 13.359.79 11.26 12.97

7.54 8.41
Firwwe 4.904.08 4.45
3.18 3.51 3.77

Depreciation 
1TAL WN-1BOD
 199.73
143.02 163.04 189.49 

COi (K/Ha) 112.55 125.11 

UK"pAIN 136.32173.01 146.56 
Wbrid Maize 192.98 180.42 193.03 

am wmINS: OTHE MAIZE 82.42
88.46 86.87 84.46 

Local, no fert 82.19 79.98 


63.31
83.50 68.11 

Lcal, fert. 92.18 81.08 90.77 


97.21
132.43 120.29 104.29 

composite 131.65 119.61 


iICs CF 06T INCREAS S 207146 168 202100 118Fertilizer 

Other non-labor
 155
112 127 143
100 106
costs 


TO OOST OF FERTILIZER
RATIO OF VALVE OF HYBRID MAIZE LTTr 

3.3
4.7 4.1 3.4
6.3 5.3 


SUBSIDY past 1984/85M7r1INMATION OF 25 percent 
81.5 94.96 90.8157.2 71Cost of Fert. 48.5 

173.01 149.60 146.01
180.42 193.03
Grow.Margin 192.98 

4.1 3.5 3.7
5.3 4.7 
value/Cost 6.3 

and gross margin tables prepared by Planning 
bource: Author's calculations 

Section of the Ministry ot' -Wriculture, April 1987.
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this price for four years. 1be ooniderable fall in the ratio of the value of 

maize output to the most of the fertilizer inputs, shon in the lower part of 

the table, is attributable to this as well as fertilizer price increases.$ 

The little movement in the maize producer price illustrated here mist be 

seen in the context of a very large increase which took effect Just before the 

first year =-ported in the table; the maize producer price was 6.6 tambala per 

Kilo in 1980/81, implying a 68 percent increase to the 11.1 tambala price of 

1981/82.. Following this incre*%e, ADMARC purchases of maize grew from 91,205 

metric tams in 1980/81 to 136,591 tona in 1981/82 and 246,086 tons the next 

year. Al4A' maize stocks went up, causing the concern over naize surpluses 

werealluded to earlier so it is not surprising that further price increaseR 

thought inappropriate. However, now that the concern is now completely 

reversed and food deficits are in the offing, there is room for maize prices 

to rise again, as one measure among others, to restore the attractiveness of 

growing maize for sale. 

The final calculation made in Table IV-C-3 is to show what some of these 

been had the subsidy been kept at 25 percent. This is donefigures would have 

in the bottom rows. Having already concluded in earlier subseftions that the 

FSRP only had much of an impact in 1986/87, and this was not large, it is not 

surprising here to see that reinoving the subsidy would have had only a modest 

effect on these indicators of profitability. 

The Profitability of Maize Compared with Other Crops 

As farmers regard hybrid maize as a cash crop, they will make their 

what the gross margin isdecisions about how much to grow based not only on 

for hybrid maize, but on how it compares with the gross mareins of other crop-, 

they could grow for ms.h. Table IV-C-4 gives gross margins for the major 

crops grown for corsh in this country. It is not to be inferred from this thst 

any one of these crops, because variations in any farmer can choose to gr-ow 

5. 	 It would be a more accurate indication of the increase of the cost 0f 

and this would change lastfertilizer to use the price per unit of nutrient, 
year's slight fall in the ratio to a slight rise, because the concentration 0! 

CAN went up from 26% to 28% and the price rose only 50 tambala per 50 Kg. 

This improvement in fertilizer quality is 
that most farmers would have been unaware 

ignored in 
of it, and 

the table on the grounds 
we are endeavoring here 

to look at relative prices through their eyes. 
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TABKE IV-C-4 - FROLTABMMIT CF H AS W 

1981/82 1982/83 1983/84 1984/85 1985/86 1986/87 

wmS Km~as FOR MAUC CASH ~S(Ksmdha/Ha) 
MAIZE 
Local, ro fert 82.19 79.98 88.46 86.87 84.46 82.42 

Local, fert. 92.18 81.08 90.77 83.50 68.11 63.31 

Ccipoite 
Hybrid 

131.65 
192.97 

119.61 
210.94 

132.43 
193.03 

120.29 
173.01 

104.29 
146.56 

97.21 
136.32 

G'I1r chalim. 76.32 86.34 164.18 236.26 247.25 243.66 

RICE faya 
IUM= nddf 

85.64 
87.87 

68.39 
107.57 

81.22 
185.35 

152.64 
269.39 

159.03 
251,55 

151.84 
243.60 

Wrm 14.08 106.03 151.26 192.20 147.44 142.88 
BEANS 30.35 -8.33 26.03 55.78 56.06 62.60 

p=M PRICES (t/Fg) 

MAIZE 11.11 11.11 12.22 12.22 12.22 12.22 

G'NIYIS chalim. 37 55 60 70 75 75 

RICE faya 10 11.5 15 17 19 22 
1OBA nddf 44 77 84 97 97 97 

BEANS 14.5 20 30 40 42 

IMICES OF PRODUCER PRICES: SELEC CROPS RELATIVE TO MAIZE 
MAIZE 100 100 100 100 100 100 

G',\tTS chal. (1) 67 99 98 115 123 123 
RICE fays (2) 59 68 81 92 103 119 
'IOBACO nddf (3) 59 104 103 119 119 119 
BEANS (4) 62 85 116 154 162 0 

These indices were created in two steps: (a) time series indices were 
calculated for each crop taking 1980/81 as base year; (b) the index -'or each 
crop was divided by the index for maize for the same year (and then multiplied 
by 100). Prices chosen to make up these indices refer to grade for each crop 
accounting for largest propixrtion of total sales. (1) Grade A; (2) Grade I; 
(3) Grade G2; (4) White haricot. 

Source of prices: Ministry of Agriculture 

regional climatic conditions limit the choice. In addition, the quantity of 

tobacco grown is control i(ed severely, placing a further restriction on 

theopportunity farmers havet to grow it. 

Even with these cautions in mind, the evidence in -Table IV-C-4 that the 

Profitability of hybrid maize has been overtaken by other crops is striking. 

This is especially so for groundnuts, and it can be no accident that it is the 
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AN 24 M F..AS OF A.( S 
flOtINTABLX IV-C-5 

0M AND CASH (1)WCROW p 

1982/83 1983/84 1984/85 1985/86 1986/87
 

HYB MAIZE 101729 102108233123
245391
prodn n.a. 

111331
272275
296443
purch 244916 
 0.55
1.21 1.17

prch/prdn 

RICE 37407 28961
34265
34886
prodn 25948 


11878
10799
8810 10201
purch 
 0.32
0.32
0.29
0.34
prch/prdn 

G'NUTS 88297 9163762240
54766
prodn 53991 


53049
9867 18251
purch 10218 
0.60
0.29
0.18
0.19
pzr'h/prd 


PULSES 5916639099
28132
29479
prodn 18026 

6071 16931 24998
 

purch 3203 

0.640.600.18 0.21prch/prdn 

Sources: ADD'a and ADMAce 
grown in one year are purchased in the

(1) Years refer to crop years. Crops 1982/83 column, for example,
shown here under the

Hence purchasesnext. .......-.....
 
under 1983/84 in ADMA1C's tables. appear 

showed had increased the most. The 
rV-B-1 

hectarage of groundnuts which Table 
pulses asin hectaraeincrewsed notably are 

other crops which have 
These trendsin profitability.these too have grown

represented by beans, and 
maize surpluses,fears of worsening

long as there were 
were not undesirable as 

but now there is room to reestablish 
the relatie profitability 

of commercial
 

that the prices of both 
IV-C-4 demonstrate 

maize production. Figures in table 
the past six years thanmore overincreased much

groundnuts and pulses have 
in the lastto the suggestion

price for maize, adding weight
the corresponding 

that raising the maize producer price might be at least part of the 

section 

remedy. 
to sell maize has fallen
 

that the inducement

A further indication 

ADMAshows howtV-C-5, which
i.s fovnd in Table

to other cropsrelative and 1984/85The 1983/84
,-n prnduction recently.

purchases have compared 
included varieties other than hybrids 

imply that maize purchasesfigures if thewhereas, 
(because purchases were greater 

than hybrid production), 
it 

is not too large, only a little over half of 

1985/86 production estimate 
the other food 

not repeat itself among
This situation does 

was purchased. constant percentage of 
purchases remain at about a 

the table. Ricecrops in have
 
while the proportions purchased of groundnuts and pulses 

production, 

risen remarkably. 
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AN additinal factor helping to explain this year's decline in hybrid
smize beotazwe ms to do with last year's marketing problem, alredy

referred to in section B.2. 
 In 1986 ANIAW i short of funds for buying 
crops frc smllholders and consequently bean to purchase saize mh later 
than is Previous years. This proded not only frustration for farmers (which
would presuably have attached itself to all the crops they sold to AMDAEW)
but losses, because acme of their hybrid saize became infested with weevils
before they could sell it. It is shown clearly in the annex of this report
hich deals with ADmAw that this kind of experience must cause farmers to

discowt the maize producer price by the probability that they will not be 
able to sell their grain, and thereby reduce their incentive to gow it. 

D. Corcusions 
Sales of fertilizer have risen considerably since the early 1970's. The 

trend hm been less certain since 1980/81 if we look at tons of fertilizer
 
mterial bought, but in 
 terms of total nutrients 1986/87 was a record year.

That ome fertilizer has 
not been taken up recently =has been due to a
 
combination of factors 
including a shortage of supplies under ADMARC and a
 
great increase in prices following the closure of 
Lhe rail lines through
Mozambique. In order to reduce the burden of transport costs, a changeover

from trational 
low analysis fertilizers to higher analysis urea and DAP is
 
being implemented.
 

Maise accounts for most of the 
fertilizer used and, though most hybrid

maize is fertilized, local 
maize accoumts for more tons of fertilizer applied

because so much 
more local than hybrid grain is grown. thtil hybrid types are 
developed which do not suffer the pounding and storage losses of Che present
varieties, local maize will continue to be produced for subsistence and
 
hybrids enly for cash 
sale. in spite of the large yield advantage which 
hybrids have. 

A worrying trend i; ,i:at the hectarage of hybrid maize has been 
declining, with a large fal I occurring in 1986/87, or a year earlier if the
 
1985/86 production estimate 
was 
too high. The question arises as to whether 
the fertilizer subsidy removal program could be responsible for this, by
inCreasive the price of fertilizer and reducing the incentive to grow
fertilizer-intensive crops, of which hybrid maize is a prime example.
However, this hypothesis does not hold up when closely examined, for the 
followins reasons: 

1. There have been only two years for the FSRP to have an effect on 
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prices. In the first of the.., 1985/86, the required reduction in the 
subsidy ms. not large, leaving the rate at 22.6 percent, and the impact 
on prim orrespondingly modest. In the second year, 1986/87, there was 
very little increase in the selling price of the traditional fertilizers 
anyway, resulting in an increase in the cost of the fertilizer package
 
typically bought by farmers of less than 3 percent. 
 The main effect of 
the FSRP on prices was to raise very high the cost of urea and DAP, to 
which the farmers were supposed to be adapting. However, this pattern of 
prices was an ad hoc decision and actually in conflict with the F
 

agreement.
 

2. Fertilizer uptake in total last year as up on the previous year, and 
was actually the second highest record.on The sales of urea and DAP
 
fell just short of the target of 10 percent of total sales, and part of
 
the reason was no doubt their high prices. 
3. Because the subsidy removal program has not so far raised the prices 
of traditional kinds of fertilizer very much, 't cannot be the major
 
cause of the decline in the profitability of growing maize as a cash crop 
which has undoubtedly taken place. it clear thatOn the other hand, is 
increases in the price of fertilizer have done much to reduce these 
margins. Fertilizer is the largest cost item in growing maize and its 

prices have risen the most.
 

4. The decline in the profitability of maize production must also be 
attributed to the fact that maize producer prices have not risen for four 
years. This is in contrast to the prices of competing cash crops which 
have risen, bringing the gross margins up with them. In the light of 
these price trencq, which have so far been only slightly affected by the
 

subsidy removal, it is easy to see why farmers have been substituting
 
other cash crops, espet-ially groundnuts and pulses, for hybrid maize.
 

5. The profitability )fall kinds of maize production has been
 
declining, hybrid troi .-
not more than the others in percentage terms. It 
is clear that the ino-roa.ses in the price of fertilizer have had a good 
deal to do with this, but not the subsidy removal program because it has 
so far raised the cost of the traditional fertilizer package only 

slightly. 

,noo
 



pAR II: MIB pc 	 '1M1 UBSJIDYcFr S~N ToI~ IM 

IM Problen 
is to gauge the im;act of the 

The si of this part of the awnx 
on the grossThe effect program an agriculture.

fertilizer sulAidy reoral 
of 

of mise production will be evaluated first, then the importance 
srgir 

The effects of changing from low to 
the cash constraint faced by farmers. 	

is
later, but until then the analysis 

" analysis fertilizer are exained 

This will allow certain points
fertilizer.carried out assuing traditional 

in so way an an 
to be established without the danger that they might depend 

of cheaper high analysis fertilizer.
assumption 

will be kept in mind 
conflicting considerations,

The following, someties 

the discussion:throughout in theself-sufficiencYan aim of maintaining1. The nation has 
view of the uncertainty

of maize, its major staple crop. In 
production the net 

any item with a low value to weight ratio, 
and expense importing 


are accepted.

benefits of a self-sufficiency program 

without other compensations,
the price of fertilizer,in2. Any increase 

not only of those
of many smallholders,affect the incomeswill adversely in 

the past but also of those who would have used it 
who have used it in 

use of fertilizerIf reducednot gone up.
the future had the price 

then
subsistence maize production,

land being devoted to
results in more 

whether fornon-maize output, 
the loss of incomes includes the fall in 

cash or consumption. 
season is very much 

3. 	 The cost of procuring fertilizer for the coming 

last year exceptthan35 percent more
in earlier years: over

higher than 
These increasespercent higher.

the cost of i.iiich is almost 45 
for DAP 

of fertilizer above predictions mxde 
costtake the unsubsidizedwill not 

left hand 
at the time when the FSRP was being put into place. The 

coststhe unsubsidized
shows that except for DAP 

portion of Table IV-E-1 
less than the predictedabout a kwacha

1987/88 will protably befor that if nest 
of Table IV-E-1 demonstrates 

The right hand sectioncosts. 
at the 12 percent average weight farmers 

subsidizedyear's prices are 


to 50 percent more.
to pay upwill have 
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TABl IV-I- lFWX = AND AM CATS OF FFILI=Z 

(Kwecha per 50 Kg bag) 

------IDIED---- ....... 12 SUBSIDY ..
 

1986/87 1987/88 :1986/87 1987/88 Percent
 

Predicted Actual Predicted Acttal Increase 

20:20:0 37.72 26.41 37.63 36.19 21.00 31.49 50.0 

CAN 27.20 22.07 31.28 30.52 19.50 27.80 42.6 

Urea 31.63 25.66 36.37 34.69 26.00 28.79 10.7 

DAP 36.28 30.26 41.72 43.78 24.00 36.34 51.4 

Sources: Predicted:USAID/Malawi, "Malawi Economic Policy Reform Program", 

September 1985, Annex C, "Impact of Full Cost Pricing for Fertilizer", 

Appendix 1. Actual and subsidized: SFRF 

4. The subsi-dy for next season is scheduled to be 12 percent according 

to the fertilizer subsidy removal program. This is not much lower than 

the 14.7 percent which was the actual average subsidy in 1986/87, so th 
subsidy reduction by itself and as planned would not have much impact. 

But in order to contrast the subsidy/no subsidy situations clearly, this 

study will continue to compare a zero subsidy case with what would have 

prevailed had there been no subsidy removal program. As in the earlier 

sections of this annex it will be assumed that the subsidy Qould have
 

been 25 percent without the FSRP. This takes into account that there
 

would have been some constraints imposed by the Government of Malawi in 

order to control its budget deficit. 

5. The subsidy does not come free of charge, and its cost cannot be 

judged by its effect *n the government's budget alone. As a subsidy will 
lower the price of trrtilizer to farmers and increase demand for it, ore 

resources, including capital funds raised by goveriment taxation and 
foreign exchange, will be directed into agriculture from other sectors o 

the economy. In other words, a fertilizer subsidy is paid for by non

agricultural enterprises such as manufacturing, and their role in the 

development of the Malawian economy is diminished. Any subsidy must, 

therefore, be judged according to the benefits and costs for the econC 

as a whole, and the macroeconmic annexes of this report consider the 

fertilizer subsidy in this light. In this annex we must ask whether 
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thnv ae not mamms which could supplement or replu the subsidy in 

nintainlt food aelf-sufficiency and sallholder
tackling the probilm of 

for Ferti.AzerThe Elasticity of Demn 
this annex, a word mist be said about 

Before embarking on the analysis in 
madefor fertilizer. Tw elasticity estimates were 

the elasticity of demand 

by Kirchner and Kandoole: -0.74 and -1.04. An 
for fertilizer in Malawi 

implies that the percentage change in the quantity
elasticity of demand of -1 

the price. This figureas the perentege change in
purchased will be the same 

a one as any to assme until further econometric work has 
1wld be as good 

been done. 
The elasticity of a 

there is also a conceptual problem here.However, 

from its demand curve and the assumption must be that the 
product is 	 derived 

for any theFor fertilizer, as :nput,arepurchasers 	of the product on it. 
A profit

damand curve is identical with value of the marginal product cuw"e. 

applying fertilizer until its price
Mximizing 	 farmer would carry on 


the VMP curve.
intersects 

Using the gross margin calculations made by the Plaming Section then 

short of this point. For an individual farmer this 
farmers are generally well 

of cash and credit, preventing him a shortagebehaviour could be explained by 
is also athat would be profitable. There 

froa buying all the fertilizer 
in the aggregate. There have been 

quite different reason, applying to farmers 


years when supplies of fertilizer have not been adequate at certain
 
several 

This would result in total purchases being below the 
time and in some places. 

which would distort any results 
level dictated by the aggregate demand curve, 

based on aggregate data.
 

their demand curve for fertilizer, it can be

belowAs farmers operate 

means here. Certainly there 
an elasticity of demandquestioned 	 exactly what 

empirical relationship between the price of fertilizer and the quantity 

This could recarded the elasticity of demand in practice,
is an 

Purchased. 	 lip as 

to do with the value of the marginal
but strictly speaking it has nothing 


about is the

What the empirical measure has really told us 

Product curve. 
though even this result is 

effect of farmers' cash constraints on purchases, 

fairly consistent through 
distorted by supply shortages. If this effect were 

tise it would be as valuable as an elasticity derived from the behaviour of 

a text book manner. However, the 
farmers operating in markets which behave in 

to year, and 
sWlY shortage problem has certainly been different from year 
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quite idepe ently
aeverit7 of the cash cmstraint has too,

moat likely the 

of fertilizer prices. 
results might be quite differentthat econometricThe cionclusion is 
the data. The implication is not that 

what years are included independing am 
but that the elasticitiesant be valueless,studies of fertilizereconometric 


they yield should be regarded as subject to conaderable change through time.
 

based on gross
also explains why the simple analysis which follows,

It 

is regarded as a worthwhile substitute.margins, 

The Gross Mrgins of Maize ProductionF. 
are important because 

The gross margin in the production of hybrid maize 

food-deficit households,
this commodity nust be grown to supply all andi
 

As the price of fertilizer
fertilizer per hectare.because it uses the most 

remains unchanged, the gross marin 
rises, and if the producer price of maize 


must fall.* If the gross margins of other crops remain
 
of producing maize 

they do not include fertilizer, some farmers will grow one 
unchanged because 

In orderof hybrid mize will go down. 
more of them instead and the outputor 

of hybrid maize output, its gross margin must at least 
to preserve the level 

be prevented from fall. ng.
 
based on
 

Table IV-F-1 illustrates the situation for hybrid maize, 

margin will actually be somewhat greater than
The fall in the gross* 

cost of financing will 
the increase in the price of fertilizer, because the 

are based on those 
also increase. In the gross margins used here, which 

the finsnW 
developed by the Planning Division of the Ministry of Agriculture, 

10% of the cost of material inputs. This applies whether 
cost is reckoned at 

credit is taken out or not, because the farmers' own funds have so 

opportunity cost attached to them. 
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FR HYI MAIZE,TABLE IV-F-1 - GWS MARGD 

IiNR VARYING FERULZER SUSIDIES
 
(Figures in Kwwha, except where specified otherwise)
 

-- 1987/88--
25%
Actual Zero 12% 


Prices Subsidy Subsidy Subsidy
 
1986/87 per USAID per USAID
 

2750 2750
Yield (IK/Ha) 2750 2750 

12.22
Price Maize (t/Kg) 12.22 12.22 12.22 

336.05 336.05 336.05
Tot. Revenue 336.05 


124.76
100.50 163.94 146.38
Fertilizer 

26.25 26.25
26.25 26.25
Seed 

6.71 6.71
6.71 6.71
Actellic 


Finance 
 13.35 19.69 17.93 15.77
 
48.02
Transport 48.02 48.02 48.02 


Fixed costs 
 4.90" 4.90 4.90 4.90 

199.73 269.51 250.19 226.41
Total Cost 


66.b4 109.64
Gross Margin 136.32 85.86 

Increases in Maize Producer Price 
14.06 13.19
To maintain 1986/87 Margin 14.76 
15.0 7.9
%Increase over 12.22 t/Kg 20.8 

Return to Marin of K193.03 16.82 16.12 15.25 
37.6 31.9 24.8% Increase over 12.22 t/Kg 

Obtain Margin of K245 18.71 18.01 17.14 
53.1 40.3% Increase over 12.22 t/Kg 47.4 

Percentage Subsidies for Fertilizer
 
To maintain 1986/87 Margin 38.7
 
Return to Margin of K193.03 70.1
 

Obtain Margin of K245 99.0
 

gross margin tableSource: Calculations by author based on 
devised by Planning Section, Ministry of Agriculture, April 1987. 

rates. 7 Prices offertilizer prices for 19S7/88. assuming varying subsidy 

inputs other than fertilizer are kept the same so that attention will 
not be
 

is not exactly 12%7 Note that the cost of fertilizer at the 12% subsidy 
zero subsidy cost. This is because the FRSP agreement with

less than the 
tAID specifies that different kinds of fertilizer should receive varying 

'Uhidy rates, with only the weighted average being 12%. The traditional 
the average.fertilizers would receive less than 

arrived at by reducing the
The cost of fertilizer with a 25% subsidy is 

12%subsidy figure by a factor of (75/88). 
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diverted to than. To the extent that other input costs rise, the adjtmentg
to the mime price or the fertilizer subsidy will have to be that much greater 
than described below. However, increases in the costs of other inputs are 
likely to be very much less than the rise in the cost of fertilizer. 

If the subsidy next season is 12 percent, following the FRSP schedule,
and there is no change in the producer price of maize, the groas marin would 
fall from K136.32 this year to K85.86. With no subsidy at all the margin

would be K66.54 and with a 25 percent subsidy it 
 would be K109.64. TZe
 
following are additional inferences 
 to be drawn from the table: 

a) Even with a 25 percent subsidy the gross margin would be lower next 
year than in 1986/87 because the increase in the procurement cost of
 
fertilizer is 
 a good deal more than that (63.1 percent). 

b) The percentage increase in the producer price of maize needed to 
maintain a gross margin equal to that of 1986/87 is very uch less than the 
percentage increase in fertilizer prices. Under the FSRP schedule the maize 
price would have to go up by only 15 percent, to 14.06 tambala per kilo, and 
if there were no subsidy at all the price would have to rise by 20.8 percent. 

The explanation for this is that the maize price rise depends on the
 
proportion 
of total revenue accounted for by the cost of fertilizer. In
 
1986/87 the proportion is about 
30 percent (K1OO.50 as a percentage of
 
K336.05). if the subsidy 
were removed entirely the increase in the cost of
 
fertilizer would be 63 percent, so the required maize price 
increase would be 
about 30 percent of tiat. (The exact figure depends also on the change in the 
proportion of total revenue accounted for by fertilizer and on the increaseix 
finance costs). 

c) In order for there to be national self-sufficiency in the production 
of maize, it will probably be necessary to increase the gross margin for 
hybrid maize above the level prevailing in 1986/87. 
This is because, as was
 
pointed out in Part 1, thp gross margins of competing cash.crops have
 
overtaken it. For the sah.- of illustration the price increases for two larger 
gross margins have been ,:aloulated: for K193.03 which was the profit level in
 
1983/84 and the largest ever 
for hybrid maize; and for K245, which would make 
the profit on hybrid maize similar to the current level on groundnuts. 

The price increases vary from 7.9 percent to 53.1 percent, depending on 
the level of the subsidy. Naturally the largest rises are for the zero 
subsidy case, but it must be remembered that these are adequate to cover the 
full, combined effect of the increase in fertilizer procurement coats, the 
total removal of the subsidy god, in the most extreme case, an 80 percent gain 
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in net profits. Evero in this lot instance the prie 	rise to the 18 tameala 

per kilo range is less than the 68 pernt dinge that took place in 1981. 

Por would the prioe leessarilty have to be high enough to produce a gross 

srgin of X(245 in these tables. In practice farmers' costa vary widely, and 

nough of them ay increase output to a level adequate 	for national self

per kilo.
sufficiely at a 	p-ice significantly below 18 tambala 

d) For the sake of ccmparison, the percentage ubsites or, fertilizer 

!wedd to obtain the 1987/86 and hisher gross margins are sihown. Gty are 

nesebi~ly much greater than the percentage increases in maize price because 

fertilizer cost is only a percentage of total revenue. The producer price of 

the output simply has more leverage on the gross margin than any input price. 

e) No adjustment in the quantity of fertilizer used has been allowed for 

in response to the price increase. In effect, the elasticity of demnd for 

zero. In the next sub-section, where thefertilizer has been assAd to be 

cash constraint problem is dealt with, it is assumed that farmers will reduce 

their purchases of fertilizers as their prices rise. 

The reason why no alteration in fertilizer usage is incorporated in Table 

IV-F-1 is that, taking the gross margin by itself, farmers would have no 

incentive to reduce their fertilizer inputs, even if the price of maize did 

not rise. If farmers did lower fertilizer applications, they would only 

agravate the decline in the gross margin. This is because the value of the 

Mrginal product of fertilizer implied by the figures in this table is 

contant and the price of fertilizer is well below it. In other words, the 

prices and the fertilizer response rate of maize imply that every kilogram of 

fertilizer being applied more than pays for itself. However, if the average 

price of fertilizer, taking 20:20:0 and CAN together, rose high enough, then 

itwould become entirely improfitable and none would be applied at all.S 

The justification of these figures is that the amount of fertilizer 

assumed here to be put on i:vbrid maize is well below the quantity that would 

prouce maximum yields ptir hectare. Even the recommended applicatLon rates 

192 Kg of nitrogen and 40 ;.g of phosphate) ae considered conservative, and 

they are well above what is assumed here (62 Xg of nitrogen and 20 Kg of 

notPhoshate). At these levels the fertilizer response curve is steep and 

very curved, which means that the response rate is high and only slightly 

I This does not 	mean that all farmers would cease using fertilizer at the
 

"W Price. The 	gross margin tables used here are only representative. In
 
have widely differing costs and would stop buying fertilizer
Practi(e farmers 

at varying prices. 
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dmxi treneing.' 

f) If the price of fertilizer rises and the producer price of maize 
remains uwhanged, there will be a point at which unfertilized local maize -a 
a cash crop will become more attractive than fertilized hybrid maize. Tbe 
gross margin for unfertilized local maize at 1986/87 prices is K82.11 and tki 
would be unaffected by any change in the fertilizer price next season. This 
figure is above the gross margin for hybrid maize with a zero subsidy on 
fert,_izer and little below that for a 12 per%_nt mAbsidy. Allowing for the 
extra work entailed in hybrid maize would it eventhen make more unattractiw. 

It might be wondered whether local maize would then supplant hybrids a a 
cash crop. However, this comparison between hybrid and unfertilized local 
maize is not in practice very relevant, because there are other crops such as 
groundnuts which are much more profitable than unfertilized local maize snd 
are the real competitors of hybrid maize. Providing hybrids are made 
attractive relative to the non-maize cash crops, and fertilizer prices do mt 
rise to levels not foreseeable at present, farmers who are interested in 
n=aximizing their net cash returns will grow it.10 

Loa. maize is here assumed to be grown only for subsistence. Some lom 
maize is sold, both privately and to AIMARC, but the priportion of the tota 
must be very small. Table IV-F-2 shows the gross margins for production of 
this crop.&' Note that these are calculated using the consumer price of mi:f 
to figure totul revenue (with a slight additional gain because the farmer doe 
not have to pay for transport). The consumer price is appropriate because i: 

9 If farmers, using the same practices, would obtain 850 Kg of hybridmaize per hectare without any fertilizer, the marginal physical product 0uOICbe (2,750 - 850)/250 = 7.6 Kg. The value of the marginal product would be(12.2 x 7.6) = 93 tambala, ,.ompnred to the average price of fertilizer of163.94/250 = 66 tambala. (The assumption that the farmers are using the saw
practices -ith and withcut fertilizer eliminates the possibility that themarginal products of these practices would account for part cf the yield
increase).
 

10 If farmers maximized returns pr mand! and found that hybrid maize 
takes up a very great deal more time per hectare than unfertilized local,might decide to grow the latter for sale in preference to the former. 

tI.* 

Hot.ever, this would imply that dbey are not profit maximizers, for they w:
be giving up some net cash incEc to do this. 

I I The fertilizer response rate implied by the figures in the table isKg of maize to one K9 of fertilizer. This is too low, judged by ASA data, bVi . is the assumption adopted by the Planning Section of the Ministry of
Agriculture in calculating its gross mprgins, and it is not changed here
because it does not alter the conclusiox drawn from the table. 
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& farmer does not grow enouh maize to feed his family, he will have to pay 

the conumer prioe to purchase what he needs. It is also the price that would 

yield the proper oportunity cost if a farmer were wondering whether to devote 

his land to a non-maize cash crop and use the proceeds to buy maize. The 

followng are the conclusions to be drawn from the figures: 

a) At consmer prices tbe gross mrgins, which here 	represent not net 

cost, ounfirming whatearnings but net savings, are large even at full 1987/88 

one would expect: that farmers are a great deal better off growing their own 

iaize than buying it. (It is not to be concluded that local maize -is a more 

profitable proposition than hybrid maize, for the notional gross margins for
 

hybrids would be enormous at consmer prices). 

b) At full fertilizer cost the notional gross margin is slightly lower 

than for uifertilized local maize, and it is not much higher at either of the 

1987/88 subsidized prices. However, this does not mean that farmers would be 

better off growing their maize without any fertilizer at all. If they did 

TABLE IV-F-2 -- GROSS MARGINS FOR LOCAL MAIZE, 
LNDER VARYING FERTILIZER SUBSIDIES
 
(Figures in Kwacha, except where specified otherwise)
 

1987/88--------

1986/87 Zero 12% 25%
 
No With Subsidy Subsidy Subsidy
 

Fert. Fert. per USAID per USAID
 

Yield (Kg/Ha) 850 1300 1300 1300 1300
 

Price Maize (t/Kg) 21.59 21.59 21.59 21.59 21.59
 

Tot. Revenue 183.52 280.67 280.67 280.67 280.67
 

Fertilizer 0.00 58.50 91.56 83.40 71.08
 

Seed 3.06 3.06 3.06 3.06 3.06
 

Actellic 0.00 0.00 0.00 0.00 0.00
 
0.31 6.16 9.46 8.65 7.41 

Transport O.U0 2.30 2.30 2.30 2.30
 

Fixed costs 1.4UO 4.90 4.90 4.90 4.90
 

Finance 

Total Cost 	 x.27 74.92 111.28 102.31 88.76
 

Gross Margin 175.25 205.75 169.39 178.36 191.91
 

Source: Calculations by author based on gross margin table devised by Planning 

Section, Ministry of Agriculture, April 1 

Nkize price is consumer price plus transport saved.
 
This is ([018.00/90)x8501+13.49) where K18.00 is the consumer price per 90 Kg
 
bW, and K13.49 is the savings on transport.
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that they would have to devote more land to produce their target maize 

1300 Kg of maize tming fertilizer,
conamption. If a family had been giwing 

then the asmount of same mamt with no fertilizer at all,and then grew the 

extra land they needed would be 53 perent [(1300-850))/8501. They would then 

they would or the added consumption benefit from whatever
lose either the cash 

ixAve produced instead of the maize. 

Table IV-F-3 as both a cash and a
Composite maize is evaluated in 

from these gross margins are: 
subsistence crop. The inferences to be draw 

a) At any siven level of fertilizer subsidy, composite maize is less 

attractive than hybrid as a cash crop. 

a muich better propositionb) As a subsistence crop, composite maize is 

TABLE IV-F-3 - GROSS MARGINS FUR CMtSITE MAIZE, 

UNDER VARYING FERTILIZER SUBSIDIES 
except where specified otherwise)(Figures in Kwacha, 

.----- 1987/88 --------1987/88 

1986/87 
With 
Fert. 

Zero 12% 
Subsidy Subsidy 

per USAID 

25% Subsistence 
Subsidy 

per USAID 
Zero 

Subsidy 

Yield (Kg/Ha) 

Price Maize (t/Kg) 

1750 

12.22 

1750 

12.22 

1750 

12.22 

17-50 

12.22 

1750 

21.59 

Tot. Revenue 213.85 213.85 213.85 213.85 377.83 

Fertilizer 
Seed 
Actellic 
Finance" 
Transport 
Fixed costs 

60.00 
13.75 
0.00 
7.38 
30.62 
4.90 

97.23 
13.75 
0.00 
11.10 
30.62 
4.90 

87.09 
13.75 
0.00 
10.08 
30.62 
4.90 

74.22 
13.75 
0.00 
8.80 
30.62 
4.90 

97.23 
13.75 
0.00 
11.10 
0.00 
4.90 

Total Cost 1ti.65 157.60 146.44 132.29 126.98 

Gross Margin 97.21 56.25 67.41 81.56 250.85 

See Table IV-F-2.Source and Note: 

m---------------------------------

This hulds true even if a comparison is made between
 than local maize. 


a 25 percet
composite maize at a zero fertilizer subsidy and local maize with 

are not as close to being pure flint as the 
The hardest compositessubsidy. 

A lot of maize,

hardest local varieties, but the difference is not great. 


called local by farmers, has been improved over the years by cross pollinst4 

so, Table IV-F-2 will be a better guwith other varieties and where this is 

than Table IV-F-3.
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Conclusions 

the price of fertilizer without any other adjustments
An increase in 

In the case 
would necessarily reduce the profitability of maize production. 

to appear more attractive to 
this would cause other cash cropsof hybrid maize 

the production of supplies for food-deficit households. 
famers, endangering 

increase in 
The gross margin could be restored to an attractive level with an 

well below the percentage increase in the 
the producer price of maize which is 

more leveruge on profits
The maize price excerises uch 

price of fertilizer. 
the rise in the maize price needed to

than the price of fertilizer. In fact, 

the large jump inof the fertilizer subsidy,cover a complete removal 

for 1987/88, and a restoration of the record 
fertilizer procurement costs 

would have to be 38 percent. The fertilizer subsidy
gross margin of 1983/84, 

result would be 57 percent.needed to achieve the equivalent 

Local maize production is properly evaluated at consumer prices because 

production takes the place of purchasing. This being so, local maize 

(i.e. better than buying maize) even at a zero 
production is profitable 

However, farmers producing for home consumption would be 
fertilizer subsidy. 

ver much bett'!r off if For commercialthey could grow composite maize. 

p duction hybrid maize 

choose these options is 

is much the best choice. The reasons farmers 

that they do not have the necessary cash. It 

may not 

is to 

this question that we now turn. 
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chapter seven 

Food Assistance: Implications for 
Development and Trade 

EdwardJ. Clay 

Food aid polic, from the inception of PL-480 in 1954, has been ajanus-faced 
creature. One face reflects the complex humanitarian, developmental, and 
political concerns that characterize all bilateral and internationally 
mediated aid flows. The other face reflects agricultural trade policy. Food 
aid has always been used to manage exportable agricultural surpluses and 
to promote long-term agricultural trade development. There are interna
tionally negotiated rles on surplus disposal to ensure that food aid is man
aged as an orderly part ofagricultural trade. The FoodAid Convention (FAC), 
part of the International Grains Agreement, establishes minimum annual 
commitments. A representative of USDA, not of the United States Agency for 
International Development (AID) or the State Department, heads the U.S. 
delegation in meetings to supervise the operation of these international ar
rangements. Other fcxd aid donors have administrative practices that ac
cord a less-visible role to their agencies responsible for agriculture trade. 
But the management of exportable surpluses in relation to domestic agricul
tural policy, particularly as that management expresses itself in political ad
ministrative practices, separates food aid from other forms of developmen
tal and humanitarian assistance.' 

Given that complex interests and policy concerns influence all aid pol
icy practices, it must be asked to what extent food aid has been and can be 
both a significant resource for development (and humanitarian assistance) 
and an important instrument of agricultural trade policy.The economic pol
icy model associated with Tinbergen suggests the need for a multiplicity of 
instruments to manage multiple policy objectives. Can food aid be simul
taneously an active instrument of these different sets of policy concerns? An 
alternative approach regards agricultural trade concerns as constraints 
within which food aid policy could be formulated for developmental and 
humanitarian goals in a frankly political context. 
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The difference in approach can be illustrated hy examples. In a review 
of Swedish and some other donor policies it was suggested that agricultural
concerns act as constraints on the food aid program. l)omesticallyavailahle
commodities for export are expected to be programmed, and commodity
levels are determined in aclassic bureaucratic pxlicyprocess. However, the
formulation of policy, including country programming and choice of com-
modities, is the concern of the Swedish International De'velopment Agency
(SIDA) and the Foreign Ministry' A contrasting model is provided byagricul-tural exrxrt agency practice, which regards fiood aid as one of a range of 
possible export options that can be combined in a bilateral agricultural ex-port agreement. This implies that at the level of the individual fix daid agree-
ment trade xlicy objectives could override other concerns.. riLanka's fixx. 
aid relationship with donors,examined by this author inthe early 19H0%.appeared to have some such elements.' I.ikewise, a number of donor food.
aid agreements with Egypt often are considered to havesuch acomplexion.


This chapter is concerned 
primarily with the developmental andhumanitarian objectives of fxxl aid. The trade promotion objectives offo6.kl
aid are considered important insofar as they indicate potential areas often-
sion in policy practice. As much of the supr)n for fixo aid (and probably
substantial, additional resource flows) results from support by agricultural
interests, it is appropriate to ask to what extent the record suggests fidaidhas contributed simultaneously to trade policy goals. 

Food Aid and the Repent lonomysome 

Thade Ca~eSiudiesThere are few areas in the development literature more controversial than
the impact of fxx aid cn the general, and in particular the agricultural, 
economy of recipient countries. Food aid has had both pmponents and de-trators who have identified a range of potentially positive (incentive) andnegative (disincentive) effects on recipient economies. A taxonomy of thegtiential effects most commonly identified in the literature provides someindicattion of the complexity of the issues and the opprrtunity foir confu-
indcation o f he cp eitfhe i as ilut
sion. sedan d rae pp ity f oFor every positive effect identified as an illustrative case, it is possible 

to provide contrasting negativecaseand viceversaThe direct disincentive effects that occur when .food aid imports lower
prices for domestic food prolucers have received the most attention.' But ome observers, in turn, point to circumstances in which such effects aIre
absent, noting that. in any case. a counteracting effect encourages growth in
consumption of basic fex~lsltf~s from lower prices." otentially positive ornegative effects of fixKaid on income distribution and pover)lsiftenare identified.a 

Foodx aid may bring about long-term changes in consumer tastes, either
by creating adependence on imports or,alternatively, by providing a market
that makes povsihle the expansion of domestic pf.0duction of previouslv little
conumed commaodities." ihe technological basis of import dependence isalso important.' Capital- or labor-intensive technologies. with their po)sitive
or negative emplovment effects, can be promoted."' These potentially con
tradicto y effecs all concern prices and interventions in agricultural mar
kets by governments. 

There are also budgetary. public expenditure implications of food aid. 
which include the dangers of becoming fiscally dependent on the sale ofaidcommodities, although such Sales also an relieve otherwise unsustainable 
udgetarpressures on a government thafhaolidlescope for increasing
 

domestic taxation in the short run." Reliance on concessionary food imprts may have disincentive complacency effects by reducing the priority
accorded to agricultural px)licy.Alternatively, the direct use of food as wage
goods and of revenue from the sale of food imports can provide resources
f,- investment in agriculture." Many observers have stressed the mac
roeconomic growth and anti-inflationary possibilities of food transfers"
Others see in such transfers the dangers of enabling governments to avoid
adjustment to overvalued exchange rates. Thev also see distortions in the
internal structure of prices that in the long run inhibit growth."

When confronted with such a range of possibilities and in reviewing fre
quentlycontradictory interpretations ofevidence from the same experiences.' 
indeterminate. Judgments rmst on the interpretation of unavoidably selective. 

observers, myself included, conclude that the debate is intrinsically 

and often different evidence. Foxd aid does offer positive opportunities fordevelopment,hut realiation of these depends on the adoption of onstruc,tive policies by recipients and donors and on effectiv inplementation.,
Surveys covering the period up to the late 1970s reflected both the 

.senseofthe opportunity provided hy fxd aid and the concomitant need forappropriate poflicies.," Subsequenth there has been a growing interest onthe part of researchers and policy analssL, in the economic and. in particular.the agricultural impact of fxxJ aid. There also have been two other important development -s.First, since the early 1970s most recipients have receivedaid from a number of sources, whereas in the earlier period, the bulk of 

f x d a d w sp yt d S a elixd aid was providedo i e bythe ettni!edII ~ States. Most members of the Western or.M s e b r . o h ~ s e n o
Organization for Economic Co.operation and Development (OECD) donor
community now have some interest in flod aid. Second, there has been adramatic shift of flows from the newly industrialized countries (NIC,; in 
.SouthAmerica and Asia to a large number of smaller economies in sub
aharan Africa. 

First, it is difficult to isolate the role of I.-49O flow.;, and it is necessan-from 

Two impo~rtant analytic implications proceed from these developments 
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adevelopmental perspective to assess the impact of all fxx aid. As there is 
at least informal partial coordination of Pi.-480 and other aid to individual 
countries, this is simplified by actual policy practice. Second, the evaluation 
record tells us little about many of the currently impXrtant countries. Faced 
with the need for selectivity, I have chosen here only to examine recent writ-
ings that have minimized confusion and clarified conflicting findings and to 
search for any shift in the evidence on the actual effect of fixid aid emerging 
from recent impact assessments. 

Aditionalin'or Balance-ofpa.mentsSupporrt' 
The apparent confusion regarding the economic impact of food aid indicates 
that any discussion of these issues should begin with a careful restatement 
of the macroeconomics of food aid.' An intentionally simplified, analytic ex
position helps to identify the important relationships and interactions that 
must be taken into account both in impact assessment and in prescriptive 
policy analysis. This analytic exposition also provides the basis for a review 
of the donor/export trade implications of food aid transactions. 

AdditionalFRodImnports. The potentially negative effect on domestic 
production and the counteracting positive consumption effects of food aid 
are illustrated most clearly in the introduction ,ffood aid imports that are 
wholly additional and without direct substitution effects on commercial im-
ports or exports. The shift to the right in the supply curve (more food avail-
able at any given price) has adepressive effect on domestic prices and pro-
duction. lowever,such a reduction in prices also would have apartially or 
wholly compensating positive effect on demand. This consumption or de-
mand effect will be maximized where government intervenes to segment 
the market and target food subsidies (or in the extreme case, provide food 
free) to low-income households with the highest income elasticity of de-
mand for basic foods." The direct disincentive effect will be greatest where 
government engages in open-market, unsubsidized sales. 

Some of the potential, indirect effects of food aid in the pure additional-
ity case also should be noted. in general, the highest real income effect of 
the transfer to final recipients, assuming decreasing marginal utilit,; will be 
achieved by perfectly targeting freely distributed food to the poorest house-
holdsn Where the structure of asset holding and production results in 
undernutrition of children in poor households, the positive impact on human 
capital formation through improved nutritional status will be maximized in 
this special case." Ifthere is underemployment of labor for technological or 
structural reasons (such as the seasonality of agricultural operations or the 
way control of land isdistributed between small and large farms and estates), 
then the use of food aid commodities to create additional employment 
would have multiplier effects on aggregate demand, including food con-

sumption, and would allow investments that reduce the costs ofproducion" 
Local currency proceeds from sales of food aid hy governments (coun

terpart funds) generate revenue." This budgetary support is maximized at 
market clearing prices, indicating a tradeoff between the potential. direct 
consumption income transfer to beneficiary households and financial sup. 
port to the government." This support is fungible and available for any pur
X)se, developmental or otherwise." It Is possihle simultaneously to lower 
fixx prices to consumers, pay higher prices to producers, or reduce their 
costs through input subsidies, agricultural investments, or intensified exten
sion services. The developmental impact depends on government policy 
Donor desire to obtain commitments and to monitor actual uses of reve
nues has led to the establishment of special accounts for sales proceeds 

Balance-ofp7nentsSupp -t.In the other boundarycase of an open 
economy, where domestic prices are set by the world market, food aid 
would substitute for commercial imports by providing balance-of-payments 
support." The impact would depend on the use of the freed foreign ex
change, which in practice is a function of general development policy in
cluding the strategy for the agricultural sector. T7eiv can be no direct din
cenite effects througb prces. Balance-of-payments support, on the one 
hand, can have apotentially important, positive impact on acountry's overall 
development effort, and. on the other hand. can have complacency effects 
on policy,particularly in avoiding adjustments in exchange rates and reduc
ing the financial and political pressures to invest in domestic food produc
tion capability. 

The mythology of good neighborly agricultural trade policy, as en
shrined in the Food and Agriculture Organization's (FAO) Rules on Surplus 
Disposal, Is that food aid is not supposed to substitute for usual commercial 
imports. Historically. much of the opposition to food aid being used 
explicitly as balance-of-payments support and thereby militating against the 
proper planning of such aid has come from agricultural interests. The recent 
U.S. Fooxd Securit-.Act contains only a minor concession on the formal opera
tion ofthe rules of surplus disposal, which require countries to maintain the 
usual marketing requirement (IINMR) provision of commercial imports as a 
condition of food aid. The UNIR is the responsibility os"USDA. and in the 
European Economic Community (EEC). of the Directorate General for Ag
riculture, rather than of food aid administrators. The EEC Council of Mini'
ters also explicitly rejected the objective of balance-of-payments support put 
forward in the EEC Commission discussion paper on food aid in IQ3 
the practical reality is that a large proportion of food aid imports isbeing 
channelled into urban and formal sectors of national food s-stems in Africa. 
and the underlying rationale is that this aid is intended to reduce the burden 
of imports, thereby providing balance-of-payments suppon. Uhether that is 

ii 
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the real intent of food aid imports is a sensitive question in donor/exporter 
agricultural circles. Such sensitivity inhibits research and explicit policy 
analysis of the balance-of-payments issue. 

A WidespreadDonorAspiration:7b Hate Your CakeandEat It Tbo 
An important implication of the one-to-one substitution case for policy 
analysis is that there is no net budgetary gain to the recipient government, 
whether foreign exchange savings are used to finance other, possibly non-
food imports (an expansionary policy) or to reduce other foreign borrow
ing (a disinflationary alternative). Relatively simple analysis of the substitu-
tion case therefore provides another criterion for discriminating between 
logically consistent and inconsistent writing on the impact of food aid. 

Even though the provision of balance-of-payments support and addi-
tional budgetary resources are logically alternative, mutually exclusive con-
sequences of food aid, in both impact assessment and policy prescription 
the practice of considering these effects sequentially and independently re-
mains widespread." The criterion given for assessing the impact of food aid 
for balance-of-paymenLs support is the performance of the whole econo-
my." There is a further policy implication. Where food aid provides even 
partial balance-of-payments supports, a donor who enters into a policy 
dialogue about the uses of revenue from all local sales is seeking to influ-
ence the allocation of the government's existing revenue. 

Neither boundary case is typical." The opportunities for trade, legal or 
otherwise, open up the possibilities for alternative outlets that dampen the 
direct effects. First, entirely additional cereal imports may promote smug-
gling ofdomestically produced food into neighboring economies, thus leav-
ing foreign exchange in private hands. This issue is probably most signifi-
cant in sub-Saharan Africa where traditional trade patterns do not conform 
at all to postindependence political boundaries. Second, government inter-
ventions in domestic agricultural markets are pervasive with or wl.'Nout 
food aid.)' These can increase the aggregate demand for food, dampen the 
disincentive impact ofadditional imports, or,alternatively, intensify balance-
of-paymens pressures where imports are the marginal source of supply 
Third, food aid can free foreign exchange or act as an additional means to 
relax conewraints on economic growth, which, in turn, increases demand for 
food staples and other agricultural commodities. Alternatively, these re-
sources may provide a cushion for "bad," nondevelopmental policies. 
Fourth, the uncertainties of programming food aid have resulted in corre-
lated movements in both commercial and concessional imports where risk-
averse governments have sought to manage the food system with imports 
(examples are Bangladesh and Kenya). 

There are two distinct responses to the problems of assessing the food 
aid record when confronted with these potential effects. Many analysts con-
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sider it necessary to model the food sector and intersectoral interactions for. 
mally with econometric techniques or at least consider effects within a con
ceptual framework that recognizes intersecteral interactions."2However. 
the greater pan of the assessment literature, even for the recent past. con
sists ofstudies in which there is partial analysis of each separately identified 
aspect of the food aid transaction. The advantage of this approach is that it 
includes the effects of policy, commodities, and technology that rarely are 
considered explicitly in sectoral modeling research." 

The DisincentiteQuestion: AgriculturalSector Models 
The overall impact of food aid is apriori indeterminate, but theory provides 
a number of alternative hypotheses. This complex but real set of possibilities 
implies that meaningful quantitative estimates of the impact of food aid can 
be obtained only through multiequation models that can handle simuhane
ously the direct and indirect supply and demand side effects on production 
of the imported goods (wheat in wheat-growing economies for example), 
close substitutes (maize or rice where food aid is received as wheat . and 
alternative land use (including export crops). This consideration also pro
vides criteria for assessing attempts to estimate the overall macroeconomic 
and narrower agricultural (disincentive) effects of food aid on recipient 
economies. There are no formal procedures for testing models that are equiv
alent to those provided by statistical theory for scientific experimentation. 
Rather, a model reflects judgments by the analysts based on a priori reason
ing drawing upon statistical exploration of the characteristics of the particu
lar economy and the particular forms of public intervention. The results of 
modeling exercises may be interpreted as plausible quantitative values 
where analysis otherwise provides only qualitative assessment. Some of the 
desirable features of satisfactory models have been identified by writers 
making a critical analysis of the earlier literature on the economic effects of 
food aid, particularly for India and some previously important recipients of 
cereals aid, in per capita and total terms.- These cases provide evidence on 
the impact of PL-480 until the early 1970s. 

India,1954-1970. Much of the earlier modeling literature on the eco
nomic effects of food aid was formulated within a partial equilibrium of the 
framework focusing on national supply and demand relationships for cere
als only Within the restricted assumptions of these models the implied 
cumulative effect on cereal production ranged from a 15 to 31 ton reduction 
in domestic production, and the additional food grain consumption ranged 
from 59 to 93 ton, for every 100 tons of food aid shipments within the ref
erence period of the models. This variation in results contributed to wider 
confusion on the impact issues." Blandford and Plocki show the importance 
of clear specification of the way in which government intervention through 



I?12 Icsiur I(5flrith. 

dual-price operations affects price determination and output. They als) 
dent nstrate tile sensitivity of results to analysts choices, such as the sample 
peri( KLs and specification, underlining the lack of robustnes.s of such m d-
els. The issue cannot be determined on a head count of modeling exercises, 
therefore, hut has to he decided in terms of the realism with which models 
characterize the strategic interrelationships within tile agricultural sector 
and linkages to the general economy More recent studies for India and 
other countries that were formerly (rare currently large-scale recipients of 
fxd aid indicate the ways in which earlier work has been superseded. 

Colombia, Brazil, and Tunisia. These three countries are graduates 
from large-scale food aid where controversy surrounds the impact of U.S. 
PL-480 shipments. For Colombia, Goering originally argued that wheat food 
aid in effect provided balance-of-payments support while counterpart funds 
(budgetary support) contributed to investment.1" Dudley and Sandilands 
subsequently challenged thee conclusions, finding a dramatic impact of 
imports and low prices on domestic wheat production." Analyzing within a 
restrictive partial equilibrium framework and focusing only on wheat, they 
concluded there was a severe tradeoff between food imports, aid-supported 
policies and lw prices in terms of the negative effects on wheat production. 
A subsequent reanalysis by Hall. still modeling only the agricultural sector 
but disaggregating to consider other commodities, reached a contradictor.' 
conclusion. The negative impact of wheat pricing policies was outweighed 
by higher relative prices of rice. Hall also noted a finding generalized in 
many more recent impact assessments--that tile role of food aid was rela-
tively restricted and was only a small proportion of total wheat imposrts. A 
parallel study for Brazil by Hall showed how fxd aid resources were used 
to help finance a dual-price system, which supported producers, subsidized 
consumers, and resulted in both higher production and consumption." 
Tunisia also successfully operated a dual-price system involving imported 
and domesticali grown cereals as well as imported soybean oil and domes-
tically produced olive oil. These policies were favored by the high-income 
elasticity of demand for imported productS.4 A pattern begins to emerge 
from these country experiences of ftxx. aid imporLt used as part of a relatively 
complex fixd pricing policy that involved, dependingon k'al circumsances, 
discrimination between commodities and two-tier pricing for consumers 
and producers. In the long run, these counti tes ceased to be dependent on 
large-scale fixd aid, relative to the size of their fxod system. 

Such agricultural sector models can be criticized as t(x) restrictive in 
treating government expenditure, nonagricultural production, and foreign 
exchange as, in effect, exogenous, when these variables are likely to he influ-
enced heavily by food aid resources and also tt)have significant effect on 

v_- agricultural sector productivity The earlier Indian models, for example, ig-
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nored substitution possihilities in both production and consumption, as did 
tile earlier Dudley and Sandilands smxiel for Colombia. Changes in ,he 
composition of agricultural output can have important implications for farm 
incomes, trade (and therefore foreign exchange), and the price structure (if 
agricultural and nonagricultural commodities. 

bite toral Unkages:A/rcultural-nonalsicuituralhrteractions 
Recent studies for Bangladesh, Egypt, and India illustrate the two ways in 
which analysts have sought to transcend the restrictions of working within a 
partial equilibrium framework when measuring impact on the agricultural 
sector and on food consumption. The first approach, exemplified by Mel
lor" on India and Nelson" on Bangladesh, may be characterized as partial 
analysis within a general equilibrium framework. Mellor explored the dif
ferential effects of food price changes in India on consumer incomes, pro
ducer incomes, the level of agricultural production, and employment up to 
1970/71. He found that Ixth real consumer and producer incomes in the 
lowest two deciles diminished significantly with a rise in food prices. In a 
parallel study,he also concluded that the accelerated rate of increase in em
ployment in the early 1960s was sustained by food imports. Contrary to the 
assumptions of earlier studies, fx)d aid probably provided significant balance
of-payments support and sustainedgrowth by forestalling massivediversion
 
of foreign exchange from capital good- to food imports in poor crop years. 

Nelson, adopting a broadly similar approach, undertook a reassessment 
for Bangladesh that questioned the widespread view that food aid had had 
adverse effects on domestic agriculture. The advantages of this informal ap
proach is that it permits analysis where the time period under study is tx. 
short for satisfactory econometric modeling (in this case Bangladesh for a 
period of less than a decade since independence and the end of large-scale 
emergency relief). It also allows the analyst to consider structural and 
technological constraints as well as difficult-to-quantify tensions in mac
roeconomic and agricultural sector policy. Nelson's cautious conclusion. 
which might be generalizable to a number of other low-income countries 
during periods of severe economic and food system disruption, is that it is 
difficult to envisage a sustainable counterfactual scenario in which signifi
cantly lower levels of food aid would have resulted in more rapid, equitable 
agricultural development. 

Bangladesh and Egypt, the largest recipients of food aid through the 
1970s, have displaced India as the most discussed cases. The divergence of 
opinion on the overall economic impact of food aid on the economy, par
ticularly agriculture, indicates the limitations of the informal factor by factor 
approach." First, the data, particularly regarding policy and implied counter
factual scenarios to historical levels of food aid, are susceptible to differ
ences of interpretation. Second, in a qualitative analsis. unless 211 the indi
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cators are consistently positive or n.gative, the overall assessment becomes 
' a matter of judgment and disagreement " 

The alternative formal approach is to explore output and price behavior 
in a general equilibrium model in which behavior in the agricultural and 
other sectors of the economy is linked. The potential x)wer of such an ap-
proach is illustrated by Alt luwalia's relatively simple model of the Indian 
economy, which explores output and price beiavior in two sectors (agricul-
tural and nonagricultural), thereby quantiiing the broader economic impli-
cations of food imports that only can be handled qualitatively in an informal 
approach.' Simulations suggest that a relative decline in the price of food 
grains (prima facie evidence of a disincentive effect) is compatible with an 
overall marginally positive impact on agricultural output through the effects 
of lower wage rates in the manufacturing sector and a shift away from food 
grains to other crops. The simulation approach inevitably precludes empiri-
cal verification but obliges the analyst to quantify relationships. Awhole gen-
eration of models comparable to that ofAhluwalia is now being developed." 
These models offer the opportunity to explore the role of food imports (sup-
ported by food aid) in a wider macro context. This would be an advance 
because the lesson from the literature on former recipients and countries, 
such as Bangladesh, Egypt, and Sri Lanka,10 which continue to be significant 
recipients, is that partial and sectoral analyses seem likely to sustain an in-
conclusive debate. But, as Blandford and Plocki show in their careful review 
of Indian sectoral models, the results of such econometric exercises are 
likely to be sensitive to choices in model specification and data." The seri-
ous questions that surround the reliability of fxxl production as well as im-
xrt and export data for many recipient countries (particularly sub-Saharan 

Africa) will continue to hamper all quantitative and qualitative analyses. 

Some CurrentRecipients:A ProisionalStocktaking 
The formal impact assessments of countries such as Brazil and India, which 
have ceased to be important recipients of cereals food aid in absolute or per 
capita terms, provide one form of evidence that is inconsistent with strongly
negative disincentive critiques of foxd aid. In the case of these two coun-
tries, fixd aid has been a resource for growth, and relatively sophisticated 
management of agricultural systems has limited, if not eliminated, direct dis-
incentive effects. ,' But to what extent is it appropriate to generalize from the 
experience of earlier decades to the low-income countries, particularly in 
sub-Saharan Africa, to which fxxl aid now has been reallocated?" There 
have as yet been few systematic assessments of the impact of f(xd aid for 
many currently important recipient countries." But recent impact assess-
ments for agency programs as well as independent research are beginning 
to suggest some important issues. These studies consider the implications 
of three important changes in food aid relationships since the early 1970s: a 
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reduction in volumes of assistance, a reallocation between continents (to 
Africa) and between countries (from India to Bangladesh within Asia). and 
an increase in project and emergency uses at the expense of bilateral pro
gram assistance. 

The impact assessment of PL-480 Title I concessional credits to five 
countries--Bangladesh, Egypt. Jamaica, Peru, and Sri Lanka-indicates the 
reduced significance of what historically has been the most important ftx x 
aid channel and the most researched in terms of economic impact." With 
the po)ssible exception of Bangladesh, the scale of food transfers has been 
modest in relation to foxd imports and public food system operations for all 
five countries. But in the low-income African countries, food aid has been 
increasing in relation to food imports.'This raises a question a-xbut the rele
vance of the historical experience. To what extent is the debate on disincen
tives and the macroeconomic growth implications of fxxl aid out of propor
lion to the current scale of transfers to many recipient countries? 

These evaluations, studies of the EEC program, and some other country 
case studies reconfirm earl ier findings that program ftxx. aid acts as a s ou rce 
of balance-of-payments support." An expected corollary of this result is that 
the exact magnitude of any production disincentive effect that can be traced 
directly to foxd aid has proved difficult to determine. Evaluators therefore 
have emphasized the critical rt-le of domestic food policy in their prescrip
tive cnclusions.A Food aid can p;-,vide a recipient government with food 
resources to withstand pressure to alter food policies that imply disincen
tives to producers. This also may bring significant positive and widespread 
nutritional and income benefits to consumers, as noted in the All) evalua
tion for Egypt." But by implication such policies only are sustainable while 
fxod imports are concessional. Alternatively, a food aid agreement can cn
tribute it) an overall foxd impx)rt policy that provides appropriate incentives 
to general po)licy reform, as in Jamaica,"' Mali," and possibly Bangladesh.-
There is growing interest in such models in staple food import-dependent 
economies such as Madagascar, Mauritania. and Senegal. 

ConsumerTstesandDieta3Pattern$ , 
Changes in consumer preferences, particularly the acquisition of tastes for 
imported fxxis to the disadvantage of locally produced commodities, have 
been widely identified as a potentially serious long-run disincentive effect 
of fxxd aid." The analysis of this issue has distinguished between observed 
changes brought about by rising incomes, urbanization and socioeconomic 
change and the eftects of changes in relative prices." As rising food imports 
are associated with economic growth, urbanization, and the expansion of 
the secondary and tertiary sector throughout almost the whole developing 
world, aseparate elfect o fixd aid has proved difficult to isolate 'llowever. 
in the short run, food aid has been observed in cross-section tt) be positively 
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correlated with differences in levels of cereal iminxrts,- largely wheat and iRx.4Alarktl'iglg, .'loruget' and Pmce-ingrice, especially by low-income countries." To the extent that these imports The growth of food imports, which are financed in part by food aid andare additional, there would he some opiortunity for impact, depending on which create a set of fix id system linkages. has been identified in a numlxrimporting country pricing and distribution policies or dietary patterns. of recent country studies as having far-reaching negative develhpment imph-or example. fixxl pricing policies have contributed to steadily increased cations. The growth of large-scale, capital-intensive, centralized sturage and pe-r capita consunipt on of imported wheat in Bangladesh, Indonesia, and pnoessing can lead-as in Bangladesh," Egypt,- and Indonesia'--to an ah-Sri Lanka, where litle was consumed previously Without differential pric- solute decline in fo(d industry employment and to the redistribution of ining, wheat consumption would not have expanded at the expense of the cor.e from wage labor to capital and from rural to urban areas. These techni.major staple, rice, as well as various coarse grains and tubers." In general, cal changes concern domestically produced staples as well ;.s impx)rts Onceovervalued exchange rates supported by fxol aid may favor increased con- made, the opportunity for profits on such investments linked to imporedsumption of imported commodities even where there is no explicit policy supplies, as in the case of wheat processing in Egypt and Sri Lanka. can slitof subsidizing consumption.'" the balance ofprivate and public.sector financial (but not nece.,ssarily s .iaiThere is wider evidence that socioec,-nomic change, urbanization, and return toward continued reliance on imports.rising energy costs have favored increased consumption of convenience An asymmetrical set of foxd system linkages frequently has been obftods.- Myriad factors contribute to the growth in consumption of pro- served even in least-developed countries. These linkages involve an effi.cessed fXds using imported cereals. The accidents of colnial history and cient import sector, large relative to total market suppl. able to handletrade explain the relative significance of different bread wheat, durum a high inflow of commodities and stocks, which exists side by side with awheat products, and rice types in particular countries." Food processing poorly articulated fx] marketing, storage, and processing systemtechnologies transferred from developed countries are specific to particular 
for 

domestically produced fxd.This asymmetry has various negative devek pproducts and raw materials.- The evidence from country case studies is con- mental implications. Development is inhibited in peripheral regi ns." Thesistent with the view of critics that the availability of surplus bread wheat, -.4or internal infrastructure contributes to the inelasticity of domestic marrice, soybean oil, and dairy products on highly concessional terms has en- keted supply." Large-scale imports that stabilize consumer prices,especiallycouraged imports and increased consumer acceptance of these specific in urban areas, force adjustment effects of production instability onto)commodities." Market development, long an objective of food aid policy, domestic producers and rural consumers (who are not integrated into naimplies a higher level of demand than does the absence ofsuch measures.' tional markets) and intensify disincentive effects and rural foxd insecurity"Some analysts suggest that the growth in im)rts of folod is an inevitable Systems that are well geared to handle imports, and even the marketing andpart of industrialization and tertiary sector and urban growth." According to pr cessing of domestically produced fIod, typically do not readily alt w exthis view local agriculture in the early phase of development has a low over- ports.0This set of concerns abxut the longer-term implications ofdevelhpall shurt-run ela.':ticity of supply The growth in effective demand for mar- ments in the fxxd industry are stated succinctly by Dunlop and others in ankeed staples and, with real income growth, demand for animal products, overview of the five country impact assessments of PL-40 Title I programedible oils, and so on therefore will outpace the capacity of local agriculure fixd aid-where fid processing, storage, and distribution are uncoupledto respond in the short run unless the intersectoral terms of trade rise to gradually from the agricultural sector, the backward and forward linkageslevels that directly choke off (he transformation process or induce political critical to development fail to grow"
and economic instability.What is at issue, therefore, is the extent to) which 
import, price, and investment policies for the food sector have increased
import dependence and reduced the positive intersectoral linkage effects FoodAssisance and U.S. Agricutral Exporsof a growing domestic food market. This is illustrated most clearly in the There is - long tradition ofseparating the policy discussion of aid as an incontroversy about appropriate patterns of investment in the fxod industry strument of development (and its foreign policy and trade environment)and f(x)d sector infrastructure. is the observed low elasticity of supply par- from questions of aid as an instrument of donor country export politytiallya consequence of failure to invest in infrastructure and the integration Characteristically. the analysis of aid policies takes as given the scale. theof local markets? commodity composition, and the terms on which resources are availahle. 
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But in asking what margin of maneuverability exist%for making food aid amore effective develcpmental resource, it is critical to take account of the
evolving trade policy context. Food aid continues to represent asignificant 

; ~ ~ 

-

a 
, 

I..:i . 
of large-scale exportable surpluses in the major donor countries (the United 
States, Australia, Canada, and the EEC). In the context of this chapter, which
is also concerned with the prospects for U.S. agricultural trade to developing
countries, four issues regarding food aid and trade policy are considered:-(1) the changing relationship between food aid and trade policy,a historical
perspective necessary because of the lag in perceptions among those out-
side the small professional community of aid and trade analyst%; (2) a briefreview of the significance of PL-480 food aid in the 1980s, including recentlegislative changes; (3) the potential tension between the developmentaland trade promotion objectives of food aid, particularly the import-
substitution versus additionality and commodity composition issues (atten-tion is focused on food aid as conventionally defined by the OECD Develop-
ment Assistance Committee, which in effect means transfers under Public 
Law 480); and (4) the projection of fxod aid requirements. 
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Tbe ChangingRelationshipofPL-480 to US. Thade Policy
After a cursory glance at the trade and aid statistics (Table 7.1). it is legitimateto ask why give much attention to food aid in a discussion of agriculturaltrade policy. Food aid on a large scale began primarily as a surplus dispoxsal 
operation in the 1950s following the Marshall Plan aid to postwar Europe.From that time until the mid-1960s, PL-480 exports amounted to some 25 
percent or more of all U.S. agricultural exports, and about two-thirds of allU.S. wheat exports and nearly one-half of all U.S. rice exports were shipped 
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Table 7.3 US. Food Aid Fo by Chanel an mlilloan dollarf% f total) 

Bilaterai Thaias perttage of 
Year Gant Loan Muigerdl Toa ODA fwmm OECD Countries ODA fTm US. 

1970 360 n.a. I n.a. MSa. n. 

1971 373 430 2 805 10.7 25.9 


(46.3) (53.4) (0.3) (100.0)
1972 360 494 124 978 10.6 24.7 


(36.8) (50.5) (12.7) (100.0)

1973 251 313 54 618 6.9 23.3 


(40.6) (50.7) (8.7) (100.0) 

1974 238 400 90 723 6.3 19.8
 

(32-7) (55.0) (12.3) (100.0) 

1975 375 300 91 1.266 9.1 30.4 


(29.6) (63.2) (7.2) 00.0)

1976 565 600 45 1.210 8.7 27.8 


(46.7) (49.6) (3.7) (100.0) 
1977 432 700 78 1.210 7.7 25.8 


(35.7) (57.9) (6.4) (100.0) 

1978 406 637 75 1.118 5.6 19.7 


(36.3) (57.0) (6.7) (100.0)
1979 06.9)480 "745 7"7.9) (103.0)1.30M 5.7(57.2) 27.8 

1930 471 687 149 1.307 4.8 18.3 

(36.0) (52.6) (11.4) (100.0) 


1931 430 693 139 1.262 4.9 21.8 

04.1) (54.9) (11.0) (100.0)


1932 87 628 119 1.134 3.8 M8 

(34.1) (55.4) (10.5) (100.0) 


1983 557 656 137 1,350 4.5 15.5 

(41.3) (48.6) (10.1) (100.0) 


1934 651 733 153 1.542 4.9 16.4
 
(42.2) (47.5) (10.2) (100.0) 

Source: OEDC (da), 

under PL-480. A decade later PL-480 exports represented only 5 percent of 
total farm exports." In the early 1980s, PL-480 represented only 5percent of 
U.S. grain exports, 11 percent of wheat and rice, and a little more than 1.4 
percent of coarse grains, the growth area in cereal trade of recent years. The 
African fo)d cri.s;is has resulted in a large but possibly temporary increase in 
total aid flows (Table 7.2). Food aid also has steadily declined in significance 
as a proportion ofdevelopment assistance since the early 1970s (Table 7.3). 

Other legislative and internationally agreed regulatory changes have 
led a number of analysts to suggest that food aid is now more a resource of 
humanitarian and developmental aid policy than a resource of foreign pol-
icy' These changes are paralleled by the declining significance of the 
United States as a provider of food ad. Before 1970, the United States was in 

,, effect the only significant provider of foxed aid. Following the establishment 

Food Asswance 

of the World Food Program (WFP), there was an informal understanding that 
the United States would provide one-quaner of the resources :o this pro
gram of wholly grant fxoi aid, including shipping costs, for projects and 
emergencies. Following the 1967 Food Aid Convention, a broad group of 
donors also agreed to minimum contributions of cereals fixx! aid." 

in the decade following the World Food Conference of 1974. food aid 

flows were quite stable at 9 million tons of cereals and 500,000 tons ofother 
commodities. At the 1980 Food Aid Convention, minimum commitmenLs 
close to recent, expected programmed levels of cereals were made by most 
donors. The United States contributed more than one-half of all com

moxities. Only the Lnited States and Japan provided food aid on aconces
sional credit basis. Allother donors provided aid on agrant basis, and some 
included all associated costs, so that the overall U.S. contribution. when cal
culating commodity costs at national world market prices, was closer to 40
 

percent of the aid transfer." 
The implication of these changes is that officially designated aid under 

PL-480 and other donor programs ceased to be a policy instrument for man
aging the changing export surplus situation for the most important com
modity groups, particularly wheat, maize, and oilseeds.- Rather, from the 

point of view of export trade managers in the USDA and other exporting 
countries, official food aid is a relatively more predictable, intramarginal ele
ment in their market management strategy A fler understanding of this 

role requires an examination of commodity determination. But prior to re
viewing this question it is important to ask why the role of food aid has 
changed so significantly 

The changing role of food aid, not only for the United States but also for 

other donors. probably lies in the multiplicity o food aid objectives and the 
decreasing flexibility from a market management viewpoint that this aid 
eventually produced. Food aid flows increasingly have become in
stitutionalized. The establishment of the World FooJ Program and other 
smaller-scale multilateral programs has resulted in what are in effect oliti
cally mandated commitments ofresources to agency programs and the chan
nelling ofaid into project uses. The voluntary agency program underTitle II
 
probably has undergone a similar institutionalization. There are powerful 
developmental, programmatic, efficiency argumens for making forward 
commitments on a multiannual basis; even where these are not formalized. 
strong informal pressures exist to maintain annually programmed commit
ments in relation to past levels. 

The 1975 Foreign Assistance Act was an important landmark in mandat
ing food aid; according to the act, the larger share of such aid was to be used 
for developmental purposes."A minimum level ofresources was to be con
mittt-d to the Title I Nongovernmental Organization (NGO) multilateral 
and emergency program. In addition, a minimum share of Title I agricul
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tural credits was to be programmed to the World Bank's International )e- Table 7A Tobi US. Cmrsl Food Aivelopment Association (IDA)-defin-d !ow-income countries. lile sub-
ste C.ubaoum 7troNO
 

sequent development of the Title Ill food-for-development legislation 
the Food AMd Comvenmof 

FAC 
 Nimumfurther mandated tile flow of Title I comm(olities.' Program management 	 Food Aid as 
also was 	 FCooibnion TOW ACALS a Miniumorequired to take account of "self-help" legislative reluirements Year 	 n FAC

(000 ion) (000to Cuibutonand, subsequently the Bellmon determination of avoidance of recipient%country agricultural disincentive effects.' 
1970/71 	 1390 9039 478The cargo preference sections of the legislation and the associated Mer-chant MarineAct mandating a sh:re ofgross tonnage for U.S.Ih"ouns further 	 1971/73 1390 6943 3631973f74 1890 3136 	 168decreased the flexibility of food aid as an agricultural trade policy instru- 197475 	 1890 4722ment. The implications of those provisions may be more serious in the 	 250
1976/771975076 13901390 4273highly competitive dry cargo shipping markets of recent years. 	 6068 226 

3211977178 1390 5992Since the mid-1970s, side by side with the broad stability in P1.-480 	 317
1978f79 	 1890 6233flows, there has been 	 330a significant increase in other purely agricultural, 1979/30 	 1890 5339soft" credit measurts to manage markets.9 More recently, Section 416 of 	 283 
1980/811981/82 5242the Agricultural Act of 1949has been employed at thle margin in preference 	

44704470 4791 117 
107to PL-480 for the use ofsurpiu.. commodities in international programs. The 	 1982/S-3 4470 5362 131!963/84 	 4470subsequent administrative issues raised by this add-on tactic are reflected in 	

6453 144
1984/85 	 4470 6976the extensive legislative provisions of the 1985 FoxxI Security Act (Section 	 156 
Source: FAO. Food Aid inFts; Izgeml Whm COnnL
1109 of PL99-198) concerned with S416 donations.
The evolution of agricultural export policy and aid policy practice inlight of legislative and other regulatory action since the 1960s suggests an 

"normal" levels in respo-nse to emergency conditions. Whether or not the 
important lesson for the legislature and for aid lobbyists. The original legis-

scale, direction, and timing of the response was strongly countercyclical 
lation reflected n.x easily reconcilable trade and foreign policy as well as 

(thereby dampening the short-run effects of reduced production in sub
developmental objectives. The progressive introduction of regulatory con-	

Saharan Africa) is an issue for review. 
The establishment of a food aid wheat reserve of 4 million tons by thestraints intended to prevent a repetition of Vietnam War-style foreign poiicy Carter administration represented another form of commitment to makingabuse and damaging (to low-income countries) short-run, trade-motivated 

behavior (1971-1974) has encouraged a multiplication of policy instru-
food aid a more stable element of foreign assisance and global food secu

ments. An impclrant question for policy analysis is whethergiving increased 
rity. The reserve was created in a weakening market as stocks accumulated 

priority to developmental and humanitariar, goals within the oflicial food 	
in 1979 following the restriction on sales to the .Soviet Union. The practical
significance of earmarking wheat to sustain commitments and to allow foraid program (i.e., PL-480) is justified by the significantly lower level of food high levels of shipments in food crisis in weaker market conditions genersurpluses moving through this channel. What are the developmental impli- ated some initial skepticism. But this move appears justified retrospectivelycations of a larger share of subsidized exxrts flwing through agricultural

channels? During the period in which world markets for temperate zone 
by the comparative ease with which the United States cov'd expand 

commodities are overhung by surpluses, this question concerns the United 
emergency food aid levels during the African emergency (se'. Table 7 21)
This measure, which in many ways could have been a model for otherStates as well as food aid policy more generally, donors in establishing exporter-managed food security stocks, underscores 

PL-480 andUS. AgriculturalExportshn the 1980s an important lesson. It is precisely in a weaker market that conditions favorsuch forward-looking measures.The scope for short-run programming flexibility of food aid has been very
substantially reduced under the 1980 Food Aid Convention (Table 7.4).' 

There have been no significant changes in the procedures and practices 
This convention is likely to be extended until the end of the decade, at least 

for determining the commodity composition of either credit sale Title I or
the grant Title 11program. The programs continue to depend on USDA deterat existing levels. The experience of the years since 1980 has shown that a,. capacity also exists to increase commodity flows substantially beyond these 	 mination of "available" commodities. The practical consequenc, of theseprocedures is apparent in the lack of any significant trend prior to the African 
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emergency in the pattern of cere-ais and !he buildup of milk powder aid. 
There has been substantial shon-term fluctuation in the level of individualCOmllodjties "made available" and programmed under Nxlh grant and credit 
programs (Tables 7.5 and 7.6). 

Within the cereals group, the most significant flutuations have been in
rice (Table 7.5). A more detailed Ireakd,-twn ol oler cereals that distin-
guishes types of wheat and coarse grains probahly would reveal similarshort-term movements. These fluctuations indicate a possible tension he-
tween short-run export market and surplus man.agement objectives and 
tighter and predictable medium-tern programming in relation to develop.
mental criteria. If allowance is made for a few large, more predictable coun-
try pn gram ,especially to Egypt, the year-to-year fluctuations imply that 
many marginal countries and projects do not know with any certaintywhether they will get assistance and what commodities will be availa!he. A.%discussed earlier, this cannot foster constructive programming.

T7he cereals part of the pr gram is also significant for particular produc-
er, processor, and trader interests. For example, the proportion of agricul-
tural experts in fiscal year (FY) 1981 accounted for by food aid ranged from
less than 2 percen of coarse grains to 68 percent ofwheat flour and 76 per-
cent of bulgar wheat exports (Table 7.7). 

Vegetable oils have remained the most important noncereal commodity
group.Shipment again has fluctuated as availabilities have been determined
by changing internal market conditions and stock levels (see Table 7 6).
There apparently has been little investigation of the consequence of this 

Tabk TS Coannmodity Compostdo of US. Cgaab Food Ai (000 tos) 
Year 'bez Coarve Grains Rice TOaW Coeve 

197W7I 6.566 1.550 923 9.0391971f72 6.408 1.750 1,062 9.220197273 4.071 1.128 1,050 6.9481973/74 3.423 1.124 641 3,86
3974175 3.4731975176 3.321 442501 747 4.722511 4,273 
197677 4.737 486 45 
 6,069
1978179 4.806 950 41 6,2381979160 3.879 97 494 6,3391980/81 
 3402 1,382 429 5.212 
1981/82 4.077 1,0421982/A3 4,'21 223 5,341594 492 5.3751983/84 4.3750 792b 488 5.655 

Sources: FAO. Food Aid in Filwer; Inrtenur-on- Wheat CowciL 
1indudes 2G9,00G ti of bzlar he,

7 b1,indes 353,00 tas of cereal i.xanponent of blaidal foos 

A a m e
 

Table 7.6 Commidlty CompodUon of US. N0memal Food Aid (tmu) 

Yew Solid Milk Products Other Dais, Produ Bum Oda Veieable Oil

1977 57,041 14,726 
 - 171.679
1978 74.443 17.541  229.955
1979 63.3151983 98,a58 10.0O - 150.67324,450
1980 63.634 . 275.3547

26.320 


-1982 311.676 234_5015.095 2.460 299.722
1983 1262(6 41.709 - 290.108 
1984 163,341 33.133 64 270593
 

Sources: FAO, Food Ad inFiguer Intemazimal VA" Ccil.
 
$o d rn/d lene d WheAo .
arco i f 

ahdudi the ds 
canpni of blended foc'. 
fluctuating supply for either credit sales or project use.' 

After a sharp drop in leveis of dairy pnucts aid by the early 19"'0., dhere
has again been a gradual buildup of supplies, especially of dried skimmed
milk, or DSN! (see Table 7.,,. This is one of the few apparent, sustained
movements in the commodity comp)sition of the program. In FY 1981. ship
ments under PL-480 accounted for 90 percent of U.S. exports of DSM Isee
Table 7.7). The use of aid channels to dispose of surpluses subsequently ha
been carried further by provision for donanons under Section .116 of the
Agricultural Trade Act of 1949. Some processed products, such as soya
.s)rghum grits, that have export outlets and, indeed, are only marketed 
through Title i have been among he most stable elements in the program 
Yet it is important to recall that the introduction of these blended product-sresulted from the search for substitutes (in nutritional projects.) for shrink. 
ing supplies of milk powder in the 196(s.

When the commodity composition of the program is considered incross-sectioo, in FY 1981 for example, a clear relationship emerges betweenchannels and commodity types (Table 7.8). The credit sales under Title I areheavily concentrated in widely traded wheat and coarse grains, althoughthese form a relatively small proportion of the market in commodities. For 
wheat in particular, year-to-year movements are small in relation to tota! 
quantities programmed for export. However, where food aid represrns amore important segment of the market, as in the case of rice or soybean )il.then the relative scale of annual fluctuations has been much larger The program is much more sensitive to, and perhaps plays amore important role in.
market management.

The grant program Title If is disproportionately significant in compari.son with Title I for less widely traded commodities, such as DSM, bulgar 
wheat, and blei-ded foods, where the United States has had no signific-3nt
commercial export trade. Wheat flour and vegetable oils appear to be inter
mediate cases, important in xth programs and relatively significant within 
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Table 7.7 US. Commodity Cmpoddom ofPL4W and Mulm a== Aid Pograms, Table 7.8 US. Cweas Food Ad by Cmssita, 333
FMcl Year 1911 (000 tons) 

PL-480 AID PL480 PL-480 + Aid As percentage(Mutual Percentage of Total As Pacmage
Commodity Tide I Tide I Quiy of Total Qamry of TOaTod Saurity) Agriocltund Eaport Coun (0001) Cereal Aid CmNY (000 ) Cerea Aid
 
Animals ad Products 
 - 91.4 91.4 103.8 5.0 10.6 Angola 14.4Inedible tallow - 19.3 Kmpuchea 17.3 34.7- - 113.8 - 6.6 Bangladesh 453.6Poultry mu frehff'o - 45.1 Kenya 50.3 39.5- - 15.0 - 3.9 Barbados 0.2Nonfat dry milk 1GO.0 Korea. Rep. of 160.3 37.3- 91.4 91.4 - 90.0 90.0 Benin
Grains and Poduct 3.663.4 4.8 

2.4 28.9 Lestho 21.3 82.71.473.6 5.137.0 441.0 4.4 Bhuta
Wheat 1.1 100.0 Liberia2.203.0 2665 2.469.5 4.2 5.8 5.9 40.9 96.5BoliviaWheat flow 664.3 217.5 8123 - 68.1 68.1 
14.2 32.1 Madagascar 17.1 40.4

Botuwaa 6.3Bulgff Wheat 96.9 Malawi0.5 354.4 354.9 - 75.7 75.7 0.9 45.0Brazil 1.0 33.3 Maul 5.9Rice 242.0 104.6 346.6 - 10.9 10.9 8.9
BunmdiCors gran and Wuoaaaa 553.1 325.2 373.3 443.1 7.2 30.0 Mumitaia 24.9 28.81.3 1.9 Cameroon 6.7Blended food products - 115.1 155.1 - 90.9 90.9 

63.8 MU.iUus 32.5 76.5 
Soys-sorhurn grits - 20.3 20.3 

Cape Verde 25.3 47.0 Morocc 414.1 36.7- 100.0 10D.0 C.A.R.Oileeds and Producus 130.4 0.3 15.0 Mozambique 22.0 14.8121.7 252.1 - 0.3 0.3
Soybean ad 126.7 121.4 248.1 

Chad 11.2 39.2 Nepal 9.8 42.2- 33.6 33.6 ChileCmmaC oil 3.7 --
8.3 45.4 Niargua 1.5 1.43.7 - 1.2 1.2 ChinaPaldscs - 10.3 13.1 Niger 19.3 27.08.0 8.0 :5.5 1.0 17 C(mioroComm 4.2 - 4.2 - 0.4 0.4 
20 25.3 Paistan 131.6 37.9

Congo
Tobms - -
0.1 25.0 Panama 3.1 100.0- 3.6 - 1.4 Cos RicaOther -

43.2 95.6 Paruay 1.1 100.0- - 0.6 - b Djibouti 5.2 46.0 Peu 61.2 50.3o e r.USDA. Rep ort o4Food F orP ac (Washingtn. D.C: USDA . 1931 Dominican Rep. 57.1 100.0 Pilippirse 49.0 89.9
al maizc s Ecador 5.3 63.9 Poland 397.3 95.2 , Egypt 1,695.4 16.7 RwandabNegave aoumrial =n. 6.2 49.2

El Salvador 125.2 97.0 So Tane 0.1 3.2 
GambiaEthiopia 4.4 21.0 Senegal les 31.8 38.57.6 4.0 S~e 0.5 31.0U.S. agricultural trade. There is a large international market for flour,but the GazbStp 4.7 79.7 Sien Liae 5.6 19.4United Staies has faced severe competition, especially from the EEC, and Ghets 31.1 72.2 Somalia 63.2thus the relative share of food aid in total flour exports probably fluctuates Guatemala 

34.0 
sharply from year to Vear. Flour and oil also !:ave an important role in 10.6 100.0 Sri LAMB 116.4GuineaGuinea Bisanu 17.3 44.8 57.56.6 21.8 Sudan 111.8Tanzania 57.613.0emergency assistance and direa distribution projects so that large aloca. 

39.9 
Guyana 0.3 23.1 Togo 4.6 100.0tions would he required for Title Ii. Broadly, where recipient countries are Haiticontributing directly to commodity and associated costs of credit sales 

34.4 93.9 Tunisia 66.0 61.8 
under Title 1,they show a revealed preference for widely traded com- Honduras 24.9 73.7 Turkey:ndis 0.3 10D.0
Indonesia 
 310.090.6 91.8 Uganda85.0 26.0 53.6Upper Voltam'xlities. Where, as under Title 11, commodities are made freely available, 

44.6 55.1 
Jamaica 71.5 56.4 Zaire 79.5 100.0then less widely traded commodities and, indeed, some commodities that Jordan 5.2 7.2 Zambia 73.2have found a niche only in the food aid program are much more significant.This discretancy between the outcome of decisions reflecting the greater 

_.__ Totl__ _8.4_.3_
influence of recipients and suppliers on commodity selection is suggestive Sowcas: FAO. Food Aid in Filgwr Intemnatinal Whea Cancilof a tension between recipient/developmental and supplier/internal agricul- Nowe: Includes indiret U.S. conarbuins through mukilateral pigins and NGOtural interests. From the onor viewx)int this raises questions about the cost activiies. 
-ffectiveness of the aid :ransfer." 
Tensions .- enrenDe)lopmenialandAgrcultral 7Wde Concerns 
In the first fifteen years of PL-480, the United States in effect cnItl in almnmi 



198 Imefi~ AJ. YI'noia 

as a discriminating monopolist operating on the demand for agricultural ex-
p)rt comm(Klities, particularly wheat. In retrospect, there was some signifi-
cant consistency of interest between the United States as an exporter and 
developing countries with a growth potential. Overhanging surpluses with 
little value were disposed. The extent to which impo)rtLs were truly addi-
tional, or involved substitution of concession for hard currency imports, is a 
matter for speculation. The scarcity of hard currency probably implied that 
a high proportion of such imp)ns were additional, especially in the case of 
the largest recipient, India,- and at least to some extet.. in the case of the 
now middle-income countries in East Asia and latin America. Where food 
aid provided balance-of-payments suppo)rt, the transfers promoted the 
growth process and indirectly promoted the market for impo)rted cereals. 
South Korea was such a cane." The global distributional impact may have 
been higher prices to commercial importing countries. Since the collapse 
of that trade regime, food aid, it is argued, has come to play adifferent role. 

Flows are more predictable overall, but in quantitative terms they are 
smaller. The higher share of aid from non-U.S. sources implies a higher de-
gree of concessionality; thus, assessing the changing value of the total re-
source transfer is less clearcut. Official food aid has been reallocated toward 
the least-developed countries in sub-Saharan Africa and to Bangladesh. 
Egypt, not a least-developed country but the largest recipient, is the out-
standing exception (see Table 7.8). The fragmentary evidence suggests that 
most program food aid is only partially additional to commercial imports.' 
A balance of unfavorable factors beyond the control of low-income coun-
tries, particularly the world recession since 1979, have put all these coun-
tries under severe economic stress. In these circumstances fxx. aid flows 
have represented an income transfer in kind. The considerable degree of 
fungibility implies support for policies both good and bad. The chapters on 
food strategies and agricultural policy reform in this volume reflect these 
issues." Yet food aid remains an inherently second-best way of providing 
such support. The long-standing justification for such aid always has beIen 
that at least part of the food aid is an additional resource transfer reflecting 
the strength of agricultural support. But clearly, the tension still remains he-
tween developmental and agricultural influences on food aid flows. 

In an aggregate sense official food aid has become a more predictable 
resource. There is an opportunity for a greater degree of predictability at a 
country level through programmatic innovations, such as Title Ill, that of-
fered multiyear commitments. There is greater concessionality, again exempli-
fled by Title Il1, larger-scale emergency aid, and significant government-to-
government aid under Section 206 ofTitle 11to Africa. Yet in contrast to other 
aid, the complexities of controls and commodity timing that reflect exporter 
agricultural interests are more severe. The process of commodity selection, 
which is strongly sensitive to short-run surplus disposal considerations, in-

FcAumsance li9) 

volves the acctxance of a potentially significant tradeoff between develop
mental and market management concerns. This issue is exemplified by the 
rapid expansion of DSM exports through PL-480 and subsequently under 
S416 as well. Since the early 1970,, until 1985, the EEC has been thf mot 
important source of food aid in dairy products, directly and through theVVi1 
The record does not justify the United States becoming a significant supplier 
of DSM as ftxx. aid. 

lair iiodAid 
World markets of dairy products are depressed by large, overhanging 
surpluses. Most developed country producers are dumping into developing 
country markets. Food aid has been used to facilitate the development of 
local dairy production (this is called "project food aid"). The best-known 
example is Operation FloodJ in India, and there have been other projerts in 
Kenya andTanzania. More recently. the Unized States has supported asimilar 
"project" in Sri Lanka. Other aid resources have been used to support dar-" 
development through complementary capital investments and technical 
cooperation. 

With seasonally fluctuating local supply,dairy production in most tropi
cal and semitropical developing countries typically depends for at least a 
proportion of its inputs on imported dairy products for reconstitution. Food 
aid therefore can facilitate the development of local production by financing 
the import of such inputs. Attention always has focused on the local genera
tion of revenue, called counterpart funds. These funds can be used for local 
dairy development or for subsidizing local processing capacity. With mar
kets overhung by surpluses, the profitable reconstitution of commercially 
acquired inputs may be difficult at import parity prices for full-cream milk 
powder. What is at issue is not just the prices at which domestic producers 
can be encouraged to supply milk, but also the operating costs of the local 
dairy processing industry Are local prices to final consumers set at a level 
that ultimately allows the profitable expansion of local dairy production' In 
present market circumstances tariffs or other restrictions may be required 
on commercial inputs of products in a form readily salable to the final con
sumer. The real danger is that food aid will be used to subsidize both con
sumer and local processing capacity by making possible sales of locally re
processed commodities at or less than input parity levels established by 
dumping. 

Dairy aid is meeting the balance-of-payments costs by providing more 
materials to a local industry. Consumers are being subsidized. But are these 
desirable beneficiary groups or middle- and upper-income urban house
holds? More imr)rtantly, is the aid being provided in a context in which a 
local production capacity will develop that can be base6 on local milk pro
duction or efficiently can utilize commercially purchased imports in the fit
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lure? Evaluation of EEC-supported projects was pessimistic as to the de- 
velopmental value of most such programs (except Operation Flxxl).''With 
dairy products, the scope for policy dialogue is far less than is the case of 
cereals that have macroeconomic significance. The donor of course can 

withdraw, but this is a difficult decision when larger leveis of commodities 
are being psogrammed. 

The other common use of dairy aid is in supplemental nutrition pro-

grams. This again is a highly controversial area. There are lactose intolerance 

problems. The desirability of organizing nutritional programs around com-
modities that are not widely consumed locally by poor, vulnerable groups 
has been questioned. Except where these commodities are widely con-
sumed among potential beneficiary groups or have a local market resale 
value approximate to import parity prices, the use ofsuch commodities may 

not be cost effective. Finally, these are more difficult commodities than 

grains to store and distribute. The EEC, in part bowing to the considerable 
weight of criticism, progressively has been reducing the scale of dairy aid. 

An EEC CAmmission policy paper on food aid described DSM as a "difficult" 

commodity and proposed a reduction in the levels at which it can be used 

effectively.'0' From a developmental point of view it would probably be 

more cost effective for the EEC to dispose of these commodities in some 

other way and substitute other, more appropriate commodities or nonfood 
aid.'° What then is the developmental rationale for U.S. intervention on a 

large scale? 

7heAddilionality i~ue 

A long-standing concern of agricultural interests has been to safeguard the 
sale through commercial sources of all transfers less concessional ones.This 
concern was reflected in the strict requirement that commodities provided 
through NGOs or international programs under Title II would not be sold 
on local markets. In circumstances where practically no other external re-
sources were provided to support local projects, this imposed a severe re-
striction on project design and finance. The whole evaluative experience is 
that project food aid, both food for work and nutritional programs, has been 
constrained severely in its effectiveness by a lack of complementary re-

sources, including finance for the local movement of commodities, payment 
of staff, purchase of equipment- maintenance, and the like. Of course, any 
local sale of commodities raises difficult management and accounting is-

sues, which could be handled on a case-by-case basis. Blanket restrictions 
reflect an overwhelming concern for agricultural trade interests that se-
verely reduce the developmental possibilities of food aid as a resource. It is 
encouraging that this has been recognized in recent years, and there is more 
wilHingness to allow the monetization of a proportion of commodities to 
meet local costs. A positive feature of the 1985 Food Security Act is the re-

quirement that monetization must become a normal feature of voluntary 
agency nonemergency projects (Section 1104). 

I lowever, PL-480 budgetary practice still falls short of the flexibility of 
some other donors in terms of their capacity to program locally available 

commodities into emergency or developmental action (local purchase) and 
swap arrangements (exchange of imported for local food). Little attempt is 

being made to utilize triangular actions (importing food from another de

veloping country). This issue of flexibility is highlighted by the recent ex

perience in sub-Saharan Africa. As noted previously, local staples, such as 

white maize and indigenous varieties of sorghum and millet, often are pre

ferable, particularly for rural projects and relief operaions. Where projects 
are funded on an annual basis, local purchase and swaps offer the opportu
nity to respond to fluctuating local food supplies. For example, the WFP is 
currently purchasing grain in Burkina Faso-which has recently been in 

serious fIxod deficit-for local projects. Maize surpluses in Kenya, Malawi, 
and Zimbabwe might be similarly utilized in-country (in the case of K'!nya) 

or to meet the food requirements of neighboring countries. The budgetary 

framework and policy practices of PL-480 :,e in this respect apparently less 

flexible than those of other food aid donors such as Australia, CanadaJapan, 

and most European countries. The multiplication of policy instruments to 

manage agricultural markets has not reduced the tension between develop
mental and agricultural trade objectives in the budgetary and policy 
framework of PL-480. Is this because other donors characteristically fund 

food aid as pan of their aid programs? 

FutireRequiementsforFoodAid 
Globally the projection of recent trends indicates a continually rapid in
crease in the demand for imported cereals by developing countries.'" Such 

projection exercises are fraught with difficulties. More recently, rates of 
growth have declined, and many developing countries have experienced a 
sharp fall in per capita national income levels. Consequently, income

related expansion in demand may be less than implied by projections re
fleting trends since the mid-1960s. The most recent movements in oil 
prices and currency rates are a reminder that the international distribution 

of growth in demand in the Third World may be different from that of the 

past decade or so. Exercises in projections into the future are difficult, and 
te estimation of foxd aid requirements is no exception. Nevertheless. in 

the context of a volume looking at prospects for development and agricul

tural trade, these questions require consideration. 
In reviewing projection exercises by FAO, the International Food Policy 

Research Institute (IFPRI), WFP, and USDA. two general results were 
noied.1" First, food aid requirements reflecting various a.,essments of ca
pacity to finance imports are typically in excess of current levels and are ex
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panding. Second, est'mates based on World Health Organization (W-O1)/ 
FAO nutritional guidelines--which are a reminder of the urgent need to im-
prove nutritional status in many countries beyond current abysmal levels--
produce far higher requirements than projections reflecting demand,
whether based on past trends or improved growth scenarios. 

Some analysts are much more optimistic about the future. For exampie,
Bale and Duncan, using the dictum that "we know that the future will be 
similar to the past because in the past the future has been similar to the past," 
argue that the trend has been for agricultural prices to decline and crop
yields to increase in developing countries and tha. here is no reason why 
these trends should be suddenly reversed.,- Indeed, if developing coun
tries have "pricing policies that remove the existing distortion under whichagricultural production labo~rs," then the poxsitive trend in foodJ consumption they observe would be accelerated. In this optimitiic, highly aggregatm
view, no mention ismade of aid requirements, athough the authors' implicit
view is that food aid would be temorar., which does not accord with the
vaiouis projecfon etimw os n e eorrealywh incesedot winalctons 
the future. 

he highly. griculture, 
Such highly aggregated a!se~s ments are not consisent with the results
of FAO's disapgreg;ed explorntion of greater-than-trend growth scenaris.1" 

Other ana.lysts also stres- that although short- to medium-run projections of 
food production may not look too bad for many countries, longer-run pro-
jections show the importance of continued attention to sustain supply in-
creases." " It also has been suggested that optimistic assessments confuse he 
micro and macro question. Some countries will succeed in being less de-
pendent on food transfers, if not on food imports more generally, but many 
others will fail to do so. This is not readily apparent with aggregate figures, 
but it means that in terms of actuarial risk increased concessional financing 
for food imports probably will be required and should be taken into account 
inplanning US.food aid policyheonus isupon thosewho argue for main-taining or reducing levels of food aid to ensure that alternative financial 
mechanisms exist to meet the unavoidable fx import hill of low-income 
countries. The notiorAt actuarial risk provides a useful metaphor for the 
problem.Jus, as insurance companies do not know exactly who will be mak-
ing claims, they nevertheless can anticipate that the level of claims during
several years will be such that adequate resources must beset aside to meet 
these as they arise. Some projections made in the early 1980s for food aid 
requirement% insub-Saharan Africa in1990 already have been exceeded in
the crisis period of 1984/85. 


The record on the recipient and donor side indicates that there are not 
only choice-, but constraints on what Is institutionally and politically pos-
sible in the foreseeable future. The requirements estimates should be inter-

c} preted, therefore, as an upper limit to the amount of food aid that can be 

FoodAw gwi 

used effectively Food aid is aresource with the potential for powerful posi
tive and negative impact, on recipient coumcies. To grasp the opportunity 
t.i;u. food aid positively requires not just the political will zo follow difficult 
poliies. but con.,dlerable planning and manage:-,-,ent soph stication in re
cipient countres. Tne evidence is that development will create significant 
markets for agrLuitural exports. But there are risk- -specially when agricul
ture generally or particular agriculturai sectors are under pressure. In these 
situations the shortsighted assertion of narrow interests over developmen
tal and humanitarign conc -rns can undermine the credibility of an aid re
source that requires flexibility and sensitivity on the donor side. 
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11. QXg jj isio~v cf P.-480 Program
 

Bancladesh is a seriously food defi:it country with annual
 
domestic foodgrain production currently of roughly 16.1 million
 
metric tons. If FAO/WH3 minimum calorie requirements were to be
 
available ior consumption, an additional 4.6 million tons or
 
over 
21 million metric tons would be required. In recent years.

BDG has been able to supplement availability through

concessional and ccomercial imocrts, effectively levelling out
 
'status cuo" requirements but at a level rouahlv 15-20 Perceni
 
becw nutrition based needs.
 



a 

Taxinq into a::ount fluctuations in nationai ano local food 
ctoz rocauction (wNhich can be very large due tc orcught, floods 
and cyclonic storms) food production has been growing at roughly 
2.4 percent per annum -- or roughly the rate cf pcoulation
 
growth. 

While "food self sufficiency" was the goal of both the BDG
 
Second Five Year Plan (1980-85) and the current plan 1986-1990,
 
it is not likely that Bangladesh can achieve either
 
Uself-sufficiency" or 
rood self reliance within the next
 
Oecaoe. 
 Tnis has obvious conseouences for the administraion
 
and Flanning o US food aid to Sangladesh.
 

A. 1978 Agreement
 

The first Title 1/111 Program in Bangladesh started in FY 73
 
with a Title I program which was primarily a famine relief
 
program using wheat. This Title I program was in effect from FY
 
77 to FY 80. The Title I program was foilowed by a Title III
 
program in FY 
78 when there was increasing reali:ation cf the
 
need for a longer term objective of foadgrain security and 
an
 
expandeld oodorain production system. During this first Title
 
III program FY 78 to FY E1), wheat 
was the sole commodity
 
egcept in the final year when a shipment of soybean oil was
 
included. (See Table III D.1).
 

B. 1982 Agreement
 

The Se:cond Title III program began in FY 2 and conciuced in
 
FT E6. This prooram continued the longer ierm oojectives of the
 
first Title III orooram. It was also characterized tv greater
 
cotmoditv flex:oility with wheat. rice; :otton. and szybean oil
 
being incluied in the commodity mix. (See Taols III D.11.
 

The major initiatives under this second Title III program
 
were: agricultural production, food security, and spe:ial
 
commodity activities.
 

1. Agri:ultural production: The agreement scailed out the need
 
for 815 to maintain an effective procurement program, including
 
setting procurement pri:es at 
a level that would provide an
 
incentive tc farmers. Thus each year the government would
 
analyze the structure of the foodgrain croouction system. taxing
 
into account the costs of production and relevant factors
 
including consumer 
and world price trends, and establish
 
procurement prices for rice, paddy and wheat.
 

2. Food Security: An integral part of the second Title IiI
 
agreement dealt with the reduction of subsidies in the Public
 
Food Distribution System (PFDS) and the use of 
the Coen Market
 
Sales (OMS) program to moderate food grain price instability.
 
Also, the maintenance and management of reserves for food
 
security was actively encouraged in the agreement.
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. oezia' Commodit-v Activities:
 

a. Soybean Oii includec in the agreement was to ae sold
 
only througn private sector wnoiesale and retail outlcts and not
 
through the ration system. The amount of vegetable oils in the
 
PFDS ration system was not to be increased.
 

b, Cotton provided under the agreement was to be used for
 
rural cevelooment oupposes. The yarn Spun from the raw cotton
 
oas to be sold to tne rural tased handloom industrv to provide
 
emoloyment and income to rural dwellers, most cf wnom are women
 
in this sector.
 

Ill. A. General Situation in the Agricultural Sector in FY86
 

According to the latest World bank analysis the
 
agricultural sector in Bangladesh grew by 3.8% in FY 86, up from
 
1.8% in the previous year. This growth is attributed to the 50%
 
increase in jute production. although overall agricultural
 
incomes were depressed due to a 50% decline in the jute prices
 
and falling (ocdgrain prices. The Aman rice crop had an
 
outstanding year ir FY 86 -- uc 600,000 tons to over 8.5 million
 
tons -- but overall foodgrain production remained stagnant at
 
16.1 million tons due to a 30% drop in wheat oroduction and a
 
small drop in the Boro rice crop. This drop in wheat and boro
 
production is attributed to drought like conditions in the
 
surplus wheat/borc areas of the country durino the boro season.
 
Also for Boro rice. olanting was reduced in the wake of a bumpor
 
Azan rice crop whicn affected farmers' decisions on Bcro
 
planting.
 

Relative orice shifts, input use. and credii
 
availability all played important roles in the FY-B6 croduction
 
picture. Low paddy ;rices dampened incentives for boro and
 
wheat production and, in combination nith buoiant prices ior
 
sore of the minor croos, stiouated some substitution. Input
 
purchases which declined for the first time in many years. were
 
discouraoed by lower rice prices, low cash incomes from Jute,
 
and the souee:u on agricultural credit. Fertilizer sales were
 
also lower in comparisor to that in FY 85. partly because FY 85
 
fertilizer use mas high as a result of additional use on
 
replantino of croos. Gross credit extended to agriculture feel
 
from the equivalent of $280 million in FY 85 to $215 in FY 86'
 
Recoveries, amounting to $210 million,.rose slightly in absolute
 
terms from FY 85, but as a proportion of outstanding loans fell
 
from 38% to 26%. Partly as a result of this, as well ae serious
 
institutional problems, sales of irrigation equipment slumped
 
badly; only 400 shallow tubesells were sold in comparison With
 
19,700 in FY 85, and sales of dead tubewells fell from 2170 to
 
670. The growth in irrigated area was thus only 2% in contrast
 
with B% in FY 85. This will undoubtedly influence the output in
 
both FY 86 and FY 7.
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i1Z. B. 
Pubjic Food Distribution System
 

The origins of 
the Public Food Distributico Syte.
(PFDS) and food 
policy in Bangladesh have been summarized in
Annex A of 
the proposed Agreement PAAD. initiated in resoonse
 
to 
famine conditions -- which necessitated rationing 
-- it has
grown to 
include twelve official food distribution channels. Ai
recently as 
1974, "large farmers' were required to sell
oorticn of their Proouction t 

a
 
the PFDS at a fraction o freemar~et 
prices. This food was then distributed through a raiicrcard sysiem at highlv subsidized rates. Measured against thiabase point, policy and program modifications have beenextraoroinryv and positive wnile chronic food deiicits remain.
 

The principal policy objectives of 
the first Title III
Agreement, continued in the second, 
were various measures

designed to phase out 
subsidized distribution channels over
oeriod of a
tice and move toward the use of 
Coen harket Sales from
FFDS stocks as 
the preferred mechanism to 
buffer market orices
tanz consumer income! against 
increases in food priots, 
causec
by supply shortages. Simultaneouslv 
 ourchases at ore-announced
 
Orce levels during peak harvest seasons. "ere to be expanoed to
(a) stimulate the expansion of 
domestic foodgrain productions
through producer incentives &nd 
 Wb)buffer 
ooen market farmgate
prices against temporary local market supply gluts.
 

Tc sumoarize, the PFWS system has multiole 
(and on occasions)

ccn;licting program :uncticns:
 

To reduce wide swings in (wh.lesale and :onsumer) foopcrains

orices (and farmers' in:ome) not justified by normal

seasonal availability and varketing costs. 
by distributino
 
commodities 
from fooograin reserves 
when consumer prices

exceed a preset trigger Price.
 

-o support producer Prices 
(and faem income) through

purchase of wheat and rice when market prices fail 
 below a
preset orice level. The trigger (floor) price is 
to be

announced prior 
to tha planting season.
 

- To set iloor prices for wheat and rice pur:hases at a level

adeauate to cover 
all farm input 
costs plus a margin for

crofit, 
to encourage investment such that 
farmers will be
able to take advantage of high yielding varieties 
(self-help
 
measure No. 2 and Annex A).
 

- Following assessment of availability and forecasts of
expected yields, 
to document the need 
for concesional food

aid (including Title I and 11) 
anu/or seek BB6 authority to
 
buy foodgrains from commercial 
sources.
 

0cC
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To continue phasing down the ration 
svstem by (W? graduaiv
moving (ration) prices upward toward the open 
market price

levels (b by reducing the rice partion of rations, to te
 
substituted by wheat, 
which provides equal caioies at a
 
lower price and (c) by gradually lowering the ration quota

for individual card holders (SHM 4).
 

To maintain adequate levels of food security reserves and to
 
errand the average level cU food securitv reserves to
 
00,000 metric tons on November 1st (iust orior to the
 
orircioal aman rice harvest and to !.I million metric tan,;
 
an JNly ist (just prier to the Qost risky suopiy period.
 

1. 	PFDS Markefina Channels
 

The 	PFDS acquisition of 
wheat and rice (and offtake) in
 
recent 
years has varied from 1.5 to 2.5 million metric tons.
 
Tyoically it handles somewhat less than 
15 percent o; all rice
 
moved through marketing channels but approximately 50 ercent of
 
all wheat. Most oi the rice consumed love; 95 oercent) is

oroduced within Dan.iadvsh while roughly half of 
all 	wheat is
 
imorted. Because it handles such a small 
snare of all rice.
 
fine tuning purchases and disbursals to support farm level
 
prices while capoing price increases (takin into account four
 
marketing seasons and local 
yield variabilities) is a fUrmidable
 
-task. 
 The BDE deserves credit for-the relativelv good success
 
it has achieved in levelling out oroducer and consuoer prices.
 

The FFDS, he major wholesale; of wheat and rice, has had
 
anc will contiiue te have a major impact 
on the wholesale and
 
retail profit margins of the marketin trade. 
 FFDS Yficia:
 
distribution cnannels are 
the following:
 

A. 	Statutory Rationing (SR) 
-- Sales through licenced,
 
privately owned ration shops 
to ration card-holders in six
 
major urban centers at a controlled price set by the MOT.
 

. Other Priorities 
(OP) -- Sales under similar to SR. a ration
 
card system, for 
oublic empicvees and other categorie; in
 
non-WR areas.
 

C. 	Essential Priories.J) 
 -- Ration card system for
 
personnel of 
police and military services. Price remains at
FY 74 levels, providing a valuable 
"
 park' to these employees.
 

D. 	I 0dif0d90tog (MR) -- Ration-price rales in per-urban
 
and rural areas. Food allowances are supiposed to favor
 
persons with low incomes.
 



E. Larce Ceolovess (LE) -- Whoiesale sales tc emplcyers of 50
 
oer~ons or more who compensate employees partly in kind.
 

F. 	Flour Mills (FM) -- Wholesale sales of uheat to both large 
and small scale white-flour millers. 

G. 	Market _Eertions (MO) -- Sales category used to dispose off
 
surplun stocks at Lhe SR ration price currently in effect.
 

H. 	 Oen Marke: Sales (01iS) -- Sales of gr'ain to local wholesale 
and retail outlets at a orice which shnuld cover acquisition 
and handling costs. 

1. 	Free Sales (FS) -- Sales of damaged stock at whatever price
 
is warranted by stock condition.
 

3. 	Food For Work (FFW) -- Distribution of Food as a wage in
 
kind through: World Faod Program (WFP), Title 11 (CARE) and
 
SOD managed programs, targetted to c:nder-employed persons.
 

K. 	Vulnerab1e 6rouE Feedino (VGF) -- Mother/child feding.
 

L. 	8ratuitouts Relief(6iR) -- Distribution to destitute pirsons. 

N. 	 !en!Ey- ding_ EE "" A special category of SE with
 
distnib-ution tc persons temoorarily without food due to
 
natural disasters.
 

The Public Food Distribution System (PFDS) cfftak!s by
 
Channel for the ceriod 1978/9-1%/87 BDG/FY is shown in 'able
 
III 	B.I.
 

2. 	Evaluation of PFDS Performance
 

The 1978 and 1962 project documents looked forward to a
 
Tuture date when Bangladesh was aro'jected to achieve food
 
self-sufficiency. It assumed, without supporting analysis, that
 
seif-sufficiency would be achieved by the end of 
the 	second five
 
year plan which corresponds with the fourth year of 1982
 
Agreement. At that ootnt, th2 FFDS. it was aroued. would need
 
to have only three distribution channels. These were to be:
 

1. 	Open Market Sales (OMS);
 
2. 	Food For Work (FFW)i ano
 
3. 	Gratuitoas Relief (SR).
 

The PFDS system is a very large and very cQIplex system.
 
Among other things. it maintains offices in 64 districts and
 
roughly 460 sub districts (Upazilas). administering, bu,'ing, and
 
Nolesaing activities and ration card prograr. for 10
somu 

millions families. On the operations side. it manages 4 silos
 
at key points with good transportation network, 12 central
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st.raoe depots used for storing foodorains for longer peridds,

600 permanent local storage depots, which may increase zs ouyino
 
centers, and 200 temporary procurement centers.
 

TheNOF Food Budoet: The basic management tool of the MOF
 
i3 a Food budoet. Data inputs to thp budyet 
include estimatez
 
of demand (offtake) by channel for each commodity, estimates of
 
supply (acquisitions) based an crop yield estimates and offering

orir. , and the :urrent levels of operations and securiiv stock.
 
kiter estLimates of con,teasional iocd commodity arrivals for 
the
 
period are factored in, the balance may be mei througn
 
commercial purchases. Good data is available for each of the
 
major net surplus and net deficit districts such that the
 
purchase and movement of commodities takes place on a rational
 
and timely basis under normal conditions.
 

The MOF foodgrain budget intake of commodities over the
 
19CI-85 period has averaged roughly 19 Percent local purchases,
 
2b percent commercial purchases and 55 percent conLessional food
 
aid including PL 480 (Table 5.1.) Concessional and commercial
 
food imports have averaged roughly 1! percent of total national
 
foodgrain availability. Title ili shipments have averaged
 
roughly 14 percent of the nOF food budget over the 1981-85
 
period and about 2 percent aT total food availability.
 

These simple statistical analyses illustrate the importance
 
ol concessional food aid 
in the MOF food budget. The levels and
 
sources of commercial ano concessional food commoaities for th&
 
period 1981 - 1586 
are shown in Table 2.321. Some donors dc not
 
ciace concitions on the channels through which the hOF 
can
 
utilize their commodities. while others, like the USE do. 
 The
 
BIG6/MOF uses commercial importations according to its 
own
 
p'iorities.
 

The Title Ill 1982 agreement is unious in reouir'ny that the
 
HOF allocate, in preference, PL 480 wheat and rice to the
 
unsubsidized channels of 
the HOF food budget. A specific
 
commitment contained in the 1982 agreement was that the BD6
 
could only learn' Taka to be used for currency use offset by

proof that commodities (equivalent Lo the tonnage of 
each yeirs
 
agreement) had been marketed through the open market sales 
(OMS)

channel. A corolary condition was that the official OMS sales
 
price was to be nstablished at 
15 percent above the official
 
acquisition price in order' that 
as much cf the subsidy element
 
as 
possible is eliminated from PFDS operations. The 1982
 
agreement was amended 
to permit the MOF to earn currency us*
 
offset from sles through other c'hannels where the sales price
 
was set at the current OS pricv. This amendment also fixed the
 
mark-up to cover adainistrative costs at 15 percent of the base
 
acquisition price for wheat.
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The oricin oi the DiOline -roblem discussea :n more detail 
in section III D is derived from the fact tnat the MOF ha5 not 
been able to sell all of Title Ill foodarains provided each year 
throuah the full price/cost recovery distribution channels as 
was projected in the 1982 agreement, as amended. 

Detailed information on the historical and projectEl offtake
 
hv channel are published by the MOF. The world Food Program
 
(W;F) maintains indecendent re:ords as a cross check for the
 
,ood dcnor communitv. A vnrv sianificant ano growing oortion of
 
the total PFDS offtake is mvle tnrough the targetted FFW, VGF
 
and other rplief channels wit0 the perLentage increasing from 21
 
percent in 1981182 to 44 percent in 1985/6 III B.1. This
 
growth has been offset by a corresoonding decrease in offtake
 
from the ration channels from 62 to 38 percent of total offtake.
 

Over the same BD6/FY 81/82 to 85/86 period, rice as a share 
of the ration channel offtake decreased from 45 to 26 percent. 
Rice as a share of all PFDS ofitake declined from 37 percent to 
24 nercent. 

The impact of concessiona and grant food on offtake
 
pal.itrns is large and growing. Wheat dominates concessional and
 
grant food aid. In addition, donors are increasinglv targeting
 
their grant aid on FFW and VSF channels.
 

Of some interest to the maaket development contrioution of
 
the FL 480 program. almost nu Wneat mas proouce3 or consumeo 
Bancladesh prior to 1965. Todav. wheat is consumed by all 
eonomic groucs and rouchly 5- percent of consumption is 
oroduced in Eangladesh as a cozzlementarv drv-seesen crop. 
Because of large MOF commercia! purchases of wheat. a UMR oi 
thcusand metric tons will be added to the 1987 Agreeaent. 

in 
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3. Producir Price Sucpoort and Disincentive Analysis 

The MOF food budget (and corresoondin: fiscal budget) is
 
derived from rojections of domestic production (supplv) and
 
projected offtake. HOF officials generally recooni:e the
 
relationship between establisneo floor prices or producer
 
incentive;, and expected domest.ic production in future periods.
 

The 1982 agreement contained a commitment that the HOF
 
announce its procurement price for eachcrop harvest season in
 
advance of normal planting dates. We understand that on
 
occasions procurement price announcements have been tardy but
 
this has been rare.
 

Monthly mark&t, procurement, ration and open market sale 
prices for whwat and rice by month over the period July 1983 to 
September 1986 are shown in Annex Tables 9,11 and 9.1 
respectively. Prices are in Take Per maund. 

http:domest.ic
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ce f.unc 
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The 1980s will almost certainly be recorded by future development
historians as a decade of rising poverty and malnutrition in many if not 
most countries of the world., Certainly this is true for the vast majority
of countries in Africa and Latin America. It is probably true also for 
many of the better-off countries in the Middle East. Even the US, Britain
and some of the ether industrialized countries have experienced in
creases in poverty---and possibly in malnutrition among the poorest as
well. Only in the economically dynamic Asian countries can one be
reasonably sure that malnutrition and poverty are declining rather than 
increasing-in both the proportion of the population affected and the 
depth of poverty and malnutrition they experience.

What has been happening in the majority of countries is a widespread
and marked deterioration in the human condition.' Poverty and malnut
rition are worsening, not merely persisting as for so iong before. Nor, 
as often before, is it a matter of worsening poverty in some countries 
with improvements in others. The early 1980s have produced a strong,
sustained, and systematic set of downward international pressures on
the majority of developing countries, with the consequence that living
standards have very seriously deteriorated. There is still time for change,
but without it, the second half of the 1980s will be little better. 

*A version of [his paper was originally prelpared for a conference in honor of Prof. 
W.W. Singer and will he lublished in IA'nert ', Develpment and Fod: Revisited, eited by

Ed%,cid (11 ;, r.d 1) 
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This chapter will focus on the situation and the need for offsetting 
action in that majority of countries whose economies are open to global 
influences, especially the economic repercussions of world recession. 
In 	most cases, it is extremely difficult to disentangle the effects of global 
influences from national influences and to distinguish causes from the 
effects of policy actions they often engender. Such disentangling, while 
not without interest, is not essential for deciding that remedial action 
needs to be taken both nationally and internationally. Action is the 
concern here, just as action for development has been the focus of most 
of 	Hans Singer's life work. For this reason, this chapter shows what a 
broader approach to adjustment policy would involve and how this 
content relates directly to earlier development concerns with basic needs 
and redistribution with growth. This is done in five parts: 

* 	 The context-rising malnutrition and economic decline in the 
1980s 

* 	 The-impact of adjustment policy 

* 	 Adjustment with a human face 
* 	 Links with basic needs and redistribution with growth 

* 	 Monitoring of the human dimension of adjustment 

The Context-Rising Malnutrition and 
Economic Decline in the 1980s 

The increase in the levels of severe and moderate malnutrition of chil
dren under age five in six African countries is shown in Figures 4.1 
through 4.6. These figures are of double interest. In the first place, 
they show the seasonal fluctuations in the levels ofchild malnutrition-a 
typical situation in predominantly rural countries where for poor 
families food shortages become increasingly common in the pre-harvest 
period. For young children, the period of food shortages is often com
pounded by seasonal patterns in the incidence of diseases like measles 
or diarrhea, with their own downward pressures on growth and weight 
gain. 

In the second place, the figures highlight the increasing pressures 
on child nutrition in all parts of Africa in recent years-the starting 
point of this discussion. Ghana showed the most serious increase of 
those recorded. The proportion of children moderately or severely 
malnourished almost doubled from 1980 to 1983. Fortunately, the situ
ation improved somewhat during 1984, though malnutrition levels re
mained well above those for 1980-81. Botswana and Burundi also 
record clear increases in the proportion of children malnourished. 
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Figure 4.1. Burundi: Percent of under 5"s below 80 percent of HarvardStandard 
Weight for Age. 

Although the changes in Lesotho, Madagascar and Rwanda are rela
tively small, one should note that in every case the changes are upwardand from unacceptably high base levels-20 percent or so in Lesotho,
30 percent in Rwanda, and 45 percent in Madagascar.

These figures also show the possibility of regularly monitoring nutrition, one of the most basic indicators of the human conditions. But forthe moment, let us return to the economic pressures creating or con
tributing to much of the human deterioration observed.

The forces zt work can be illustrated in graphs and references. Figure
4.7 shows schematically the movement over time of per capita consump
tion (the C curve) in a hypothetical developing country-one highlydependent on primary commodities with an economy open and highly
sensitive to changes in the world economy. With deteriorating terms oftrade for primary commodities, sluggish world demand for manufac
tures, rises in interest rates and debt servicing, stagnation in private
capital flows, often compounded by other influences, it is not surprising
that per capita income has fallen and with it per capita consumption. 
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Figure 4.2. Madagascar: Percentof under 5's below 80 percent of HarvardStandard 
Weightfor Age. 

There are, of course, many possible variations in the decline in income 
(GNP) and consumption per capita. In Figure 4.7, C% shows a sharp
fall followed by unmitigated long-term decline. If we assume that "ad
justment policy measures" are taken nationally or internationally, and 
that domestic policies are severely inadequate, without major corrections 
the downward path of production and per capita consumption seems 
likely to continue. In other cases, as C'v, there may be hope of some 
future upturn if external conditions improve. 

A 1983 UNICEF study explored the impact of world recession on 
children, especially the poor and vulnerable, using data from a dozen 
country case studies. It showed that the impact was usually magnified
rather than diminished in the process of transmission from rich to poor 
countries and from rich to poor within countries. In general, and in 
the absence of special offsetting action, world recession took its greatest
toll on children. Two major reasons account for this result. 

The mechanisms of international transmission usually magnify the 
economic effects of global recession on the poorer countries. These 
countries in turn have a greater proportion of their populations poor, 
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Figure 4.3. Botswana: Percent of under 5's below 80 percent of HarvardStandard
 
Weightfor Age.
 

young and in the vulnerable groups. The extent of this multiplied
impact is often disguised by referring to average annual growth rates 
for the main regions of the world rather than rates per capita of total 
decline sincepeak year for individual countries. Table 4.1 summarizes the 
number of developing countries recording declines in per capita income 
each year since 1980. 

In addition, another six or so countries (twelve in 1985) recorded per
capita growth of less than 1 percent per year. Over the period shown, 
almost two-thirds of the developing countries recorded negative or neg
ligible per capita growth. The lowest income countries of Africa were 
affected t:he worst. 

The net effect was cumulative decline of a substantial magnitude 
(over 20 percent, 1980-85) in eighteen of the seventy-nine countries 
for which we have data and of 10-20 percent in another seventeen. 
Altogether fifty countries experienced negative growth from 1980-85. 
These economic setbacks, because of their size and sustained effect, 
stand in sharp contrast to the slow but mostly positive growth of' the 
industrial countries o'ver the salne period. t 
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Figure 4.4. Lesotho: Percent of under 5's below 80 percent of Harvard Standard 

Weightfor Age. 

Within countries, this decline in average per capita income has a 

magnified impact on the poor and on children. There are three main 

factors at work: 

1. 	the tendency for cutbacks in employment and wages to hit the 

poor more severely than the better-off 

2. 	 the tendency for health education and other social sectors to be 

cut back more than the so-called productive sectors of government 
spending
 

3. 	 the tendency for poorer families to have larger numbers of chil

dren and others who are vulnerable 

The effects of declining income are offset for some of the rural 

population because the more remote rural areas are comparatively in

sulated from government and the urban and international economy. 

Just as this part of the rural population commonly received only limited 

benefits from the expansion of government services, so also it has suf

fered relatively less from the cutbacks and withdrawal of these services. 
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Table 4.1 
Number of Developing Market Economies with Growth Rates of Real 
GDP At or Below the Rate of Growth of Population,* 1979-85 

Total 
Number Number of Affected Countries

of i 
Countries 1979 1980 1981 1982 1983 1984 1985 

All developing 
market economies 83 26 32 38 55 51 45 49 

Africa 32 14 15 21 25 21 25 21 
Latin America 23 6 8 12 21 19 11 18 
West Asia 14 4 5 5 7 8 8 7 
South and East Asia 14 2 4 0 2 3 1 3 

*Excluding India. 

In Brief, GDP per capita has been declining or stagnating for between half and two-. 
thirds of the eighty-two developing market economies included in the sample, while in 
1985, 718 million people, or 42 percent of the population of the developing market 
economies (excluding India) were affected by negative growth rates of GDP per capita.
In Africa 84 percent of the popula:ion experienced a negative growth rate in GDP per 
capita in the same year.

The cumulative decline in ;DP per capita experienced by many developing market 
economies over the 1980-1985 period has been very large in many cases. In about 
one-fifth of the eighty-two countries the cumulative decline was extremely large (greater 
than 20 percent). In the next fifth it was also quite severe (between 10 and 20 percent).
Only in a little more than a quarter of the countries has there been sustained growth 
from 1980 to 1985. 
Source: United Nations Department of International Economic and Social Affairs, Table 
11-2. New York: UN-DIESA, 1986. 

However, too much should not be made of this insulation. The truly 
subsistence economy is rare, and subsistence economies have always 
left much to be desired in the area of basic health and nutrition-espe
cially when land is limited and population has grown. Nevertheless, the 
change in per capita consumption conveyed in Figure 4.7 may overstate 
the extent of decline in the subsistence sector where consumption will 
probably have fluctuated less but arouad a lower level. The major set
backs in this sector will be more the result of drought and much less 
the result of national and international factors. 

But for major parts of the population, national and international 
forces will have had a marked effect on household incomes-especially 
on the incomes of the poor and vulnerabi'e groups, shown as Cv in 
Figure 4.7. This figure also shows consumption in relation to a minimum 
level of basic needs (BN) consumption, defined in reference to the 
minimum requirements for nutrition, clothing, shelter, health and edu
cation. The declines of income and consumption soon reduce consump
tion to levels below minimum requirements, as Figure 4.7 illustrates. 
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Figure 4.5. Ghana:Percentofunder 5'sbelow 80 percentofHarvardStandardWeight 
for Age. 

Note that because there is a certain arbitrariness about the precise line, 
numbers below it may be imprecise-but there is less doubt about 
changes. 

There are, of course, many possible trends in Cv. Figure 4.7 shows 
perhaps the most favorable of the likely options, in the absence of 
special action. In this scenario, the consumption pattern of the vulner
able changes pro-rata with per capita income--implying unchanged 
factor shares and unchanged income shares by income group. However, 
if all the tendencies listed earlier were operating, Cv would decline even 
more than shown. 

The Impact of Adjustment Policy 

So far-at least conceptually-the argument has tried to portray the 
direct impact of world recession against some background of broadly 
unchanged domestic and international policy. In practice, there will 
almost always be some immediate policy adaptations to the worsening 
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Figure 4.6. Rwanda: Percent of under 5's below 80 percent of Harvard Standard 
Weight for Age. 

international situation, but as a frame of reference it will be convenient 
to ignore them.
 

What now 
of national "adjustment policies," that set of domesticpolicy changes and international pressures and support consciouslydesigned to curb the macro deficits in the balance of payments and thegovernment budget and to restore a pattern of non-inflationary
economic growth over the medium term?2 

These measures of domestic adjustment policy may be adopted independently of any international quid pro quo or as part of some formal
or informal international agreement, whereby the domestic 
measures
are part ofa total package of reform and international financial support.
Either way they will further affect the level of consumption and livingstandards of the population. Usually these measures involve some conscious reduction of consumption in the short run in the hopes of restoring balance, investment, and growth of the economy in the medium to 
longer run. 

This is shown in Figure 4.8 as the curve (',-a reduction of theconsumption curve inthe shlori run and, after a period, some return 
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Figure 4.7. Paths ofaverage per capiti consumplin nd averageper capitaconsump:tion of bottom 40 percent when no adjustment measures are taken. 

to growth of income and consumption. This addition to growth willresult, in principle, both from restructuring the economy and from anextra inflow of funds from abroad. In practice, as the controversy over
orthodox adjustment policy shows, neither in theory nor in actualachievement is it clear that the orthodox policies general!y have led to
such an acceleration or "restoration" of growth.

Recently there have been calls for more growth-oriented adjustment,giving more conscious attention to policies and measures to stimulate
growth during and as an objective of the process of adjustment. Figure4.8 illustrates a more growth-oriented adjustment path as C"v, corresponding to the emerging orthodoxy of -Amore conscious concern withaccelerating growth in the adjustment process. Note that if the adjustment process is accompanied by a marked increase of net foreign exchange inflow from abroad, both C'v and C"v could be somewhat shifted 
upwards.

But for the present the purpose of the diagram is to illustrate aseparate and simpler point. How are the consumption and the livingstanidards of the poor and vulnerable affected by the process of adjust
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Figure 4.8. Paths of average per capita consumption of bottom 40 percent under 
different adjustment policies. 

ment? There are three basic possibilities, corresponding to whether the 

income distribution effects of the adjustment policies followed are posi
tive, neutral or negative. 3 If neutral, the consumption levels of the 

poorest will fall by the same proportion as the consumption levels of 

other groups; if positive, by not so much; if negative, by more. 
However, I argue that the critical issue is not whether income distri

bution as such ;s worsened or unchanged, but where the consumption 
and living standards of the population are left in relation to their basic 
needs. If the preportion of the rural or urban population whose basic 

minimum needs for nutrition, food, or health are unmet is increased, 
and if the ceficiency between their needs and their actual levels of 

consumption is also growing, there will be growing numbers in the 

country who are less and less able to support the process of economic 
revival and participate in its achicvement. In economic parlance, there 
will be a disinvestment of human capital, affecting both the short and 

the longer run. In the short run, low levels of nutritional intake and 
probably increased levels of illness will take direct tolls on productivity, . Iv ;., , .. I. , . - I .... ; , I , ,. I . , , 

, , : 



and the informal urban sector. Even in the small scale agricultural
sector, where most farmers will have access to their own production,
there are likely to be some repeic.:ssions as the result of cutbacks inagricultural equipment and materials, essential drugs such as antimalai
rials, and other things needed for basic services. 

The longer-run effects may be event more serious, especially for chil
dren under five years old. This is the age group most vulnerable toshort-term health ai'd nutritional deficiencies and the period of life over which critical needs cannot be postponed without considerable
risk. If t .e purpose of adjustment policy is to lay the foundations forsustaine( growth in the economy over the longer term, it is senselessto ignore the most basic needs of the population in the process. Yet if
nutrition standards fall or basic health 7nd basic education services are 
cut back, this is precisely what is being done. 

Adjustment with a Human Face 

We have now provided the frame within which a broader policy ofadjustment with a human face can be illustrated. Such an approachwould combine the basic economic elements of adjustment policy withconscious efforts to ensure that the basic nutrition and health and edu
cation needs of the entire population are satisfied. This is shown iFigure 4.8 as the curve C"v, which includes special measures to rais)
the consumption levels of the most vulnerable the basicto needs
minimum during the periods of adjustment when consumption levelsin general ar.,- most constrained. In this respect, the consumption path
of the most v,:lnerable would be kept as 
near as possib!e along the
horizontal BN line until point BN', after which it would rise along the 
curve C"'v as shown. 

As I have explained elsewhere (Jolly, 1985), this would involve three 
types of policy action: 

First, a clear acknowledgment in the goals of adjustment policy of concern for basic human welfare and a commitment to protect the
minimum nutrition levels of children and other specially vulnerable 
groups of a country's population.

Second, the implementation of a broader approach to the adjustment 
process itself, comprising four components: 

1. Actions to maintain a minimum Goor for nutrition and other basic
human needs, related to what the country can in the long term 
sustain. 

2. Restructuring within the productive sectors-agriculture, services, 
industry-to rely more upon the small-scale, informal sector pro

92 
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ducers and to ensure their greater access to credit, internal markets 
and other measures which will stimulate growth in their incomes. 

3. 	Restructuring within health, education and other social sectors, 
to restore momentum and ensure maximum coverage and benefits 
from constrained and usually reduced resources. Already, there 
are important examples of what can be done to reach all of a 
country's population, but still at relatively low cost. 

4. 	 More international support for these aspects ofadjustment, includ
ing more finance, flexibly provided and with longer term commit
ments. The extremes of the present situation will often require a 
ceiling on outflows of interest and debt amortization if the protec
tion of human needs is to be feasible in the short run. 

Third, a system for monitoring nutrition levels and the human situ
ation during the process of adjustment. We should be concerned not 
only with inflation, balance of payments, and GNP growth-but also 
with nutrition, food balances and human growth. The proportion of a 
nation's households falling below some basic poverty line should be 
monitored and treated as one of the most relevant statistics for assessing 
adjustment. 

There is one point about adjustment with a human face which is 
frequently misunderstood. Because the focus is on human need, there 
isa common tendency, almost a reflex of the economic mind, to think 
of the program as a welfare program. I would stress that it is primarily 
a program of enhancing production and investment-in an area of 
production and investment often overlooked and downplayed in spite 
of clear economic evidence of the positive and often high economic 
returns accruing to these activities. 

This is not the place to summarize the literature, but it may help to 
remind readers of the basic points and evidence in the key areas con
cerned. 

Economic Efficiency of the Small-Scale Producer 

Many studies have documented the relative efficiency of the small-scale 
producer, rural or urba~i. In terms of productivity per acre, use of 
resources and equipment, and returns to capital, the small-scale farmer 
usually achieves much better economic efficiency than the large-scale 
farmer. The same is frequently true of the small-scale urban producer
in both the formal and informal sectors, though here the evidence is 
more limited. A strong case can be made, therefore, for expecting that 
a shift of emphasis in production to the small-scale producer will in
crease, not reduce, productivity and growth. There is overwhelming 
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evidence that increasing production by the small-scale producer is the 
most effective way to increase incomes in the producer's household. 

Labor intensi-'e investment generally is both efficient and employl 
ment creating. This was the basis of the East Asian success. It is not, 
therefore, just a question of adding some small-scale production to the 
existing industrial structure but of changing the industrial structure 
radically and also shifting to rural industrialization by: 

1. 	promoting small-scale production throughout the economy 

2. 	 fostering linkages between the agricultural sector and rural indus
try and processing 

Productivity 

Alan Berg (1981) writes: 

Overcoming deficiencies in nutrition produces stronger, more energetic 
workers, reduces the number of work days lost because of illness, lengthens 
the working lifespan, and increases cognitive skills. The flow of earnings is 
thereby increased above what it would have been in the absence of improved

14). 4nutrition and health. (Berg, 1981: 

The same publication summarizes the links between improved nutri. 
tion and increases in the benefits to childre,, and society from education 
family planning programs, anti-poverty programs and, in general 
human well-being and the capacity "to enjoy whatever sources of human 
satisfaction are available." 

It is important also to recognize that these nutritional benefits accrue 
to workers in the recognized (or formal sector) part of the labor force 
but also to others, especially but not only women, who are engaged in 
household activities which may not be counted in national income but 
which greatly influence economic production and household living 
standards. 

Investment 

Investment, the long-run contribution to enhancing productivity, may 
be even more important, especially in the case of children. The failure 
to provide adequate nutrition during the first five years of life may lead 
to lifelong impairment of all the human and productive capacities men
tioned above. The economic evidence of positive returns to basic levels 
of human investment has been frequently documented. For instanci 
the World Bank's World Developnent Report 1980 gives estimates from 
sixty developing countries showing that the social returns to primary 
education averaged 22 to 27 percent higher than the typical returns to 
physical investment. Moreover, the rates of return to primary education 
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were significantly higher than the returns to secondary and highereducation and showed only a mild tendency to decline over time aseducation expanded. In addition, investment in primary education alsotends to be redistributive towards the poor, thus enhancing incomedistribution and poverty alleviation. These direct estimates are supported by the evidence of education's long-run, qualitative benefits toworker productivity: for instance, the effects of primary education ofwomen in improving child care, reducing infant and child mortalityrates, and reducing fertility and thus population growth rates.

Evidence of the economic return from basic health services and expenditure is more limited. But there are impressive examples of the highcost-effectiveness of preventive health services over curative, preciselythe sorts of health actions to which a basic needs approach would give
priority. 

The Impact of Adjustment with a

Human Face on Economic Growth
 

With these reminders of the positive contributions to productivity andinvestment of expenditures on basic needs, it is time to return to theeffects of an adjustment strategy protecting human needs on the subsequent path of economic growth and consumption. Figure 4.8 showedthis as C'v, in which the upturn took place sooner and the rate ofconsumption growth was higher than for any of the strategies which

omitted direct attention to the human factor.
This, however, is only one of several possible growth paths. It corresponds to a case 
in which basic needs expenditures strongly and immediately enhance productivity-as, for instance, when the initial deficiencies 
 in headh, nutrition and incentives of the active labor forceare very considerable. To redress these deficiencies will then have an 
immediate effect on production.

At the other extreme, if the basic needs expenditures have a weakimmediate effect on productivity but the long-run investment effects are strong, the total adjustment package will still help to accelerateeconomic growth, but only after an interval. In this case, the upwardshift of consumption will occur later, as shown in C"'v (b), Figure 4.9.The relationship of the various CM paths to the conventional or moregrowth-oriented adjustment paths (C' or C") will also depend on the sources of support for the basic needs measures. If they are taken fromconsumption of higher income groups, from "unproductive" uses ofgovernment expenditure, or from additional foreign aid, the adjustmentwith a human flwe path will at every point do as well as the growth
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oriented path, and at some point it will accelerate and do better-follow

ing some path like Ciii(a) or Ciii(b). If, however, the sources of support 

for the basic needs measures are taken from resources which would 

otherwise have supported the conventional adjustment program, long

run growth may be accelerated, assuming the rates of return on the 

human investment are higher than those on the foregone investment 

in physical investment-but it may take longer for the higher returns 

to materialize. Inthis case, the curve C ii(c) might start its upward accel

eration later than C' or C" but after"a point cross over to produce the 

greater long-run growth which it promises. 
Obviously these are only the polar cases of possible combinations. 

And it must be emphasized that they are analytical abstractions from 

real world in which mairy other factors, economic, political, social,a 
inevitably enter. But with appropriate attention to the right conditions, 

it should be possible to aim for a Ciii(a) path with as much probability 
of success as any of the other paths sketched out. 
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In the short run, this is likely to be the significant tradeoff, relievableonly to the extent that additional outside support is provided to ease
it. In the long run, by making more rapid growth possible, this tradeoff 
can be greatly eased if not made to disappear.

And this is the parallel with the arguments for redistribution withgrowth or for a basic needs growth ;trategy. Within a considerable 
margin of options, one can show that over the long run a country can pursue a positive-sum growth strategy in which all groups can be betteroff than they would otherwise be, especially but not only the poor. One 
can identify a number of countries which have in fact achieved justsuch a combination of growth and increasing basic needs satisfaction,
sometimes with considerable redistribution, over the post-war period.

I have stressed the need for restructuring within the social sectors, inaddition to the continued concern with restructuring the economic sectors. Here I must make another general point cf fundamental impor
tance. Adjustment policy with a human face will remain a sham-an attempt to paint a smile on a face with tears-if it is seen only as a matter of a change in the macroeconomic policy of government. Instead it mustinvolve a move to a more people-focused process of adjustment, a more
fundamental restructuring-a shift to much greater self-reliance, to decentralization, small-scale production and community action, empower
ment of people and households. These are the groups and approaches
which in fact provide the goods and services and generate the incomes
for the low-income sections of most populations. These are also thesectors
which more often than not are squeezed by adjustment approaches as
conventionally implemented. Yet for sheer cost-effectiveness, as well as

protection for the poor, these are the approaches that matter.
 

Antecedents 

Precisely because this broader approach to adjustment differs from
much current thinking, it may be helpful to set it within the context ofearlier development thinking. The obvious links, as explained, are withstrategies of redistribution with growth and of meeting basic needs.
Both were part of the rethinking of development strategy in the early
1970s and both are closely associated with the work of Hans Singer.

Singer himself played an important part in the evolution of redistribu
tion from growth thinking, initially in his contributions to the ILO
Kenya Mission report, Employment, Incomes and Equality. Later theseideas were generalized and developed more formally in the IDS/World
Bank study, Redistributionwith Growth;which explored both the economic
rationale and the approaches for such strategy. 
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As Paul Streeten has aptly summed up in the World Bank Study, 
First Things First, the emergence of basic needs thinking in the 1970s 
was in one sense a 

homecoming. For when the world embarked on development thirty years 
ago, it was primarily with the needs of the poor in mind. Third World leaders 
wanted economic as well as political independence, but independence was 
to be used for man's self-fulfillment. The process got sidetracked.... 
(Streeten, 1981). 

Streeten points out the compelling logic of basic needs. It is not only 
a strategy for efficiently meeting the needs of the poorest 40 percent 
of the population but of increasing their productivity and thereby en
abling them to contribute efficiently to their own development and the 
alleviation of their own poverty. 

In the same book, Mahbub ul-Haq sums up the core of the argument 
(Streeten, 1981). 

It is true that the only way absolute poverty can be eliminated on a permanent 
and sustainable basis, is to increase the productivity of the poor. But direct 
methods to increase the productivity of the poor need to be supplemented 
with efforts to provide their unmet basic needs, for at least the following 
four reasons: 

* First, education and health are required-in addition to machines, land, 
and credit-to increase productivity. Sufficient empirical evidence is now 
available to suggest that education and health services often make a greater
contribution to improving labor productivity than do most alternative 
investments. 

* Second, many poor people have no physical assets-neither a small farm 
nor a small industry. They are the landless or urban poor. The only asset 
they possess is their own two hands and their willingness to work. In such 
a situation the best investment is in human resource development. 

* Third, it is not enough to enable the poor to earn a reasonable income. 
They also need goods and services on which to spend their income. Markets 
do not always supply wage goods, particularly public services. Greater 
production of wage goods and the expansion and redistribution of public 
services become essential if basic needs of the majority of the population 
are to be met. 

• Finally, it may take a long time to increase the productivity of the absolute 
poor to a level at which they can afford at least the minimum bundle of 
basic needs for a productive life. In the interim, some income groups
particularly the bottom 10 to 20 percent-may need short-term subsidy 
programmes. 

This quotation underlines again the basic argument for making the 
protection of basic needs the highest priority in the adjustment process. 
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With this priority, the living standard of the poor will not only be 
protected, but their productivity will be considerably enhanced. Indeed, 
without concerti for the human dimension, not only will productivity 
be set back, but investment in the next generation will also decline. 

Monitoringthe Human Dimensions of Adjustment 

If human concerns are to be given proper attention during the process 
of adjustment, it will be essential to develop some monitoring system 
to ensure that some indicators of the extent to which human needs are 
met or unmet are regularly and rapidly collected, analyzed and pub
lished in a form which policymakers can take into account in devising 
remedial action. Experience suggests this is less momentous a task than 
might at first appear, even in data-weak, low-income countries. Many 
of the indicators required are already being collected in the course of 
day-to-day operations by the government departments or private 
organizations working at the grassroots level and in touch with poor 
and vulnerable communities. The statistical reliability of this informa
tion may not be perfect-but, almost by definition, it matches the 
administrative capacity and outreach of the services available to play 
some role in remedial action. The challenge is therefore to develop 
ways to ensure that this data is used for monitoring and policymaking 
at the regional and national level, not only at the level at which the 
data are originally collected. 

The data on nutritional status given earlier in Figures 4.1 through 
4.6 provide an excellent example. In the case of Botswana the data are 
collected as part of regular and largely routine nationwide child health 
activities, whereby each child is weighed monthly at a health clinic, the 
weight recorded on weight charts and the clinic takes remedial action 
as necessary including the distribution of food supplements. In Ghana 
and the other four countries presented, the data on nutritional status 
are obtained directly from the food distribution services run by the 
Catho- lic Relief Services. In these cases, because only a fraction of the 
country's children are covered by the services and because child weigh
ing is used to determine eligibility for free food, the sample of children 
covered by the data is undoubtedly biased. But for purposes of monitor
ing changes in the nutritional status of the poorest, including the adequ
acy of remedial action, the data are both highly relevant and well fo
cused. Some 250,000 children in Ghana are covered by the data, and 
tabulations are available separately for all ten provinces. Even ifcoverage 
is partial, the picture presented of the month-by-month and year-by
year changes in nutritional status is highly indicative and probably much 
less biased statistically as an indicator of the position of the poorer 
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sections of the population than most of the other statistical indicators 
available. 

In addition to these data, the need for two other classes of information 
can be identified. First, there is the range of more conventional social 
indicators already widely collected, analyzed and used-such as school 
enrollment data, basic health care service data, consumer price and 
income data, production data from farms and small-scale producers, 
urban and rural. Here the issue is timeliness and focus. Unlike most of. 
the economic data used for adjustment policy, where collection, proc
essing and often publication is expected and achieved in two or three 
months, the statistical lag between collection and publication for the 
human indicators is usually two or three years-if that. The result is 
that even when willing, economic policymakers seeking to include 
human concerns into their adjustment deliberations are starved of the 
data which they need to do so. A priority in every country should be 
to develop a system for producing a core of human indicators with the 
same urgency and priority as is routinely accorded to some of the core 
economic statistics. 

The second class of data required relates to the functioning of the 
key parts of government administration which support the poor and 
vulnerable. One needs indicators of the adequacy and effectiveness of 
these services in reaching out to the poor and in responding to their 
needs. Sample surveys and the routine statistical services have an impor
tant part to play in all this. 

Even with increased timeliness znd a sharper focusing on a critical 
core of indicators, there will still be a lag between data availability and 
the indicators needed for policymaking. It is here that the world of 
social concerns needs to borrow from the world of economic concerns. 
Some short set of leading social indicators is needed, akin to the leading
economic indicators regularly compiled and considered in many of the 
industrial countries. These should be available some six to nine months 
ahead to indicate likely trends in the human situation, based on such 
statistics as: 

household foodstocks at end of last harvest 

forecast rainfall 
pianned government expenditures in key areas such as primary health 
care 

vaccines and essential drugs 

maintenance of village water supplies 
credit for small farmer inputs and small-scale industrial producers 



ni uviur erspective • 101
 

As before, the issue is not the lack of data or the intrinsic difficultyof devising appropriate weights for an effective system of leading indicators. The essential issue is one of perceptions and priorities. To recognize that the human dimension is central to the formulation of alleconomic policy and, especially at times of severe economic constraintand adjustment, cannot be assumed to follow as an inevitable by-productof general economic policy. There is a need for conscious attention tothe human dimensions and for indicators to guide this.
Interestingly, this was the Keynesian lesson of the 19 30s out of whichgrew direct concern with the level of unemployment in the formulationof macroeconomic policy and from which, in turn, grew the presentsystem of national accounts which provides a focus and priority of muchof the economic statistical work in most countries. Ironically, it was thisoriginal social and human concern underlying GNP which is now beinglost in the cver-preoccupation with GNP and the neglect of the humandimensions of the people involved in its creation and use. 

Notes 

1. Paradoxically, the sheer size of China and India, accounting for almost 40 percent ofthe world's population, makes it difficult to be sure whether (in terms of the totalnumber of persons affects:d) worldwide pov.rty and malnutrition is growing, constantor declining. The economies of China and India by their size and structure are relativelyinsulated from world economic repercussions, their populations therefore being moreaffected by domestic changes of policy, the results of which in terms of poverty and
malnutrition are not yet clear.2. This isan orthodox and optimistic view of the goals ofadjustment policy. Critics wouldpoint out that the actual measures of adjustment adopted often fail to achieve thesegoals-as some of the I N1F's own evaluations have made clear. There is also the matterof internationaladjustment policy, international action (or inaction) to correct majorimbalances in the pattern of trade or income flows between countries, or of deficienciesin the total level of global economic activity. We return to this point later.3. The measurement of income distribution is complex. Here I refer to the effects ofincome distribution on consumption levels of the poor and vulnerable, that is, on Cv.4. See also World Bank, Poverty andHunger, 1986. 
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The Impact of Economic 
Adjustment Programs 
Jere R. Behrman 

Difficulties in Analyzing the Impact ofEconomic
 
Adjustment Policies on Health and Nutrition
 

The analysis of the impact of economic adjustment policies on health 
and nvitrition is very difficult for a number of reasons: 

1. There is considerable disagreement about the impact of standard 
economic adjustment policies on macroeconomic outcomes such as 
aggregate demand and supply, imports, exports, international financial 
flows, inflation, and employment. 

2. Whatever the impact on such basic aggregate macroeconomic in
dicators, the effects on health and nutrition depend critically on changes 
in composition at various levels, including the nature of income and 
asset distributions, the breakdown of go ernmental expenditures and 
revenues, and relative prices. The health anid nutrition effects are likely 
to be most deleterious if the real resources available to the poorest 
members of society are reduced by adjustment policies. The poorest 
groups typically include landless rural laborers, subsistence and small 
farmers, informal sector urban workers, and disabLd or elderly indi
viduals and children. Real output reductions or cuts in social services 
due to adjustment policies may hit some of these groups hard, but 
others-such as subsistence farmers-may be unaffected. Moreover, 
relative price movements may benefit some of these groups at the same 
time they disadvantage others-e.g., increases in relative food prices 
may harm poor urban dwellers and at the same time give poor rural 
producers and agricultural laborers increased purchasing power. 

3. The proximate determinants of health and nutrition are the deci
sions of individuals and households, given their assets and the prices 
(broadly defined) that they face. But individuals and households have 
considerable capacities for substitution among products and activities 
given changes in relative prices. Well documented examples include 
short-run and longer-run migration in response to employment options, 
substitution of lower cost sources of nutrients in response to adverse 
relative price or income shifts, substitution over time by dissaving, sub

4P 
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stitution of informal for formal sector activities, and even human energy 
expenditure idaptations to nutrient intakes. 

4. The effects of the components of stereotypical adjustment pro
grams on heaith and nutrition may partially offset each other and may 
appear with differential lags. The so-called J-curve response in the 
balance of payments to devaluation, in which there is observed an initial 
deterioration and then an improvement, is but one of many possible 
examples. 

5. The empirical basis for monitoring and assessing health and nutri
tion outcomes and the many complicated links in the overall process is 
very weak or almost nonexistent in many cases. Therefore deductions 
often are made on the basis of very imperfect information such as 
indices of inputs rather than of outputs. 

6. The phenomena under examination are complex and are em
bedded in a complicated, dynamically evolving context. This makes it 
difficult to maintain ceteris paribus assumptions. But without such as
sumptions, it is almost impossible to identify the health and nutrition 
impact of economic adjustment policies or to ask the appropriate 
hypothetical questions, i.e., what would have been health and nutrition 
without the adjustment policies or with a different economic adjustment 
policy package? 
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V.B Findings of Existing Studies
 

V.B.1 Degree, Duration and Distribution of Hardship

Associated with Adjustment
 

For a variety of reasons, getting out of the "transition"
and into the "sustained growth" has taken much longer than
expected in most countries undergoing systematic adjustment.
External conditions remain unfavorable. The weight of debt
overhang is consequently very heavy. Often implementation of
adjustment programs has not proceeded as planned due to rapid
changes in external factors, political tensions associated with
reform, unexpected bad weather, etc. 
Private sector response to
adjustment measures has been cautious, partly due to considerable
uncertainties about government commitment to reform.
 

Existing studies largely document the hardships of the
transition, particularly during (a) initial contractionary
periods associated with stabilization, and (b) ensuing and often
extended periods of recovery. Here we report the findings of
existing studies on related socioeconomic trends, particularly
trends in employment, incomes, consumption, poverty incidence,
health and nutrition, and access to social services.
 
Before we turn to specific findings, it is worth stressing
 

that the studies reveal significant variation between countries
 
4 Thus the main questions in the debate prompted by UNICEF: was
 
deterioration caused by the nature of the adjustment strategy
and therefore could have been avoided? 
or did it result from
continued adverse developments in external conditions? 
or was
it exacerbated by the government's failure to implement the
adjustment program as planneI? 
or were non-policy factors such
as weather and civil unrest integrally involved?
 

9 
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in the degree, duration and distribution of hardship associated
with the trpnsition. 
 With respect to the degree and duration of

hardship, three important factors ara:
 

(1) the magnltude of the adjustment problem. In general, the
 
larger the magnitude of the adjustment problem, the larger
the initial contraction required to stabilize the economy.

Countries with heavy debt burdens and significant terms of

trade deterioration have been particularly likely to undergo

pronounced 
- and sometimes prolonged - recessions (e.g.
Chile). 
 This includes many of the heavily-indebted middle

income countries, as well as low-income countries in
 
Subsaharan Africa.
 

(2) the "deen-rootedness" of the adjustment problem. 
In

general, the longer the period of postponing adjustment via

ad hoc measures, the more deep-rooted the problem becomes in
the sense of producing a distortion-driven economic
structure. Large divergences between the pattern of
 
investment, production and employment and underlying

international compkeitiveness tend to produce large initial
contractions in inefficient sectors and long periods before

growth resumes. In contrast, some countries developed large
cyclically-induced macro imbalances in the early 1980s that

had to be addressed through stabilization; but because

their underlying economic structures were basically

competitive, growth resumed, unemployment fell, real incomes

returned to normal levels, etc. with world economic recovery

(e.g. Costa Rica).
 

(3) the level of development and degree of economic dynamism.

The speed at which benefits of adjustment materialize

depends on countries' level of development and degree of
economic dynamism. For example, the medium-term impact of
devaluation on encouraging efficient import substitution and

non-traditional export promotion is likely to be much
 
greater in a context where a dynamic group of industrial
 
entrepreneurs already exists. 
Higher food prices raise

small farmers incomes and induce a supply response only if
they are integrated into the market via a system of decent

roads. Reorienting government services to target the poor
may take an unacceptably long time if the bureaucracy does
 
not work well to begin with. In other words, while
adjustment may be a necessary condition for sustained growth

and development, it is not necessarily sufficient.
 

The distribution of hardship varies across countries

according to the adjustment strategy and its interaction with
patterns of employment, income generation, asset ownership and
other aspects of the socioeconomic structure. 
But, in general,

urban groups are far more likely to experience acute difficulties

than their rural counterparts. Urban-based sectors of the
 
economy tend to be much more dramatically affected by adjustment

measures. 
Lay-offs occurring in the early phases of adjustment
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are concentrated in urban-based formal sector firms, public
enterprises and government. Urban consumption patterns tend to
have higher import content than rural patterns, so purchasing
power of income is more strongly eroded by measures raising
prices of imports, notably food. Contraction of formal sector
employment and incomes, as well as spill-over of laid-off workers
into infcrmal sector activities, can depress incomes of informal
 
sector workers through a multiplier process.
 

Concentration of adjustment-related hardship in urban areas
is therefore said to have an equalizing distributional effect,
since (a) urban residents have higher incomes on average than
their rural counterparts, and (b) the incidence of absolute
poverty tends to be lower in urban than in rural areas. 
 This is
of little consolation for two reasons. 
First, the relatively
high urban average often derives from a very unequal urban income
distribution, where a large share of total income is concentrated
in middle- to upper-income groups. 
 Thus, the information
 
content of the average may be low.
 

Second, relatively lower incidence of poverty in urban areas
does not mean that the incidence of poverty is low in absolute
terms. 
On average, rural poverty incidence is 15 to 25
percentage points higher than urban poverty incidence in Asia,
Latin America and the Caribbean, and Subsaharan Africa;

difference is much narrower in North Africa. 

the
 
Nonetheless, onequarter to one-third of urban populations are poor. Moreover,
after decades of rapid urbanization, urban areas are now home to
large shares of the population, especially in Asia, Latin-America
and the Caribbean, and North Africa. 
Consequently, in these
regions one-quarter to one-half of all poor people live in urban
areas. In Subsaharan Africa, in contrast, only 15% of all poor
people are found in the cities and larger towns.
 

In short, the urban concentration of negative effects of
adjustment may indeed equalize rural/urban income distribution.
But of and within itself, equalization of incomes is not
desirable since, especially during contractionary phases of
adjustment, equalization may be associated with serious
deterioration in the absolute living standards of lower-income
 
groups.
 

V.B.2 Adjustment and Employment
 

Unemployment. As expected, unemployment has tended to
increase in the early phases of adjustment when fiscal and
monetary contraction are being used to stabilize the economy. 
In
Chile, unemployment rose from 6% 
to 17% in the mid-1970s when the
 

This is the case in 24 of 32 countries for which data are
available in the World Bank's Social Indicators of Development

1987.
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country's long-standing orthodox stabilization efforts were
initiated .
 Elsewhere in Latin America, systematic adjustment

began around the time of the 1980s world recession when net

capital inflows dried up. 
Where resulting contraction was
 
severe, unemployment increased substantially.
 

Urban-based unskilled worker were particularly affected by
contraction in job opportunities. Investment levels declined

sharply in the adjustment process since (a) the brunt of
 
government spending cutbacks fell on the investment budget, and
(b) private investment also contracted due to depressed aggregate

demand, considerable economic uncertainty, and incentives for

capital flight. 
 The associated slowdown in construction

activity sharply reduced jobs for manual laborers, many of whom

tended to be recent migrants to the cities and only casually

employed.
 

In Subsaharan Africa, unemployment trends cannot be
documented. Labor market statistics cover only the 10% or so of

the labor force employed in the formal sector. However, data

7rom a handful of countries - Cote d'Ivoire, Malawi, Zambia - do

show reductions in total formal sector employment during

contractionary phases of adjustment. 
Very little can be said
with precision about this reduction except that three factors are

involved. 
First, as in Latin America, deficit reduction efforts

have involved sharp cutbacks in public investment and related

drying up of construction jobs for unskilled laborers.
 

Second, in selected countries,9 efforts are being made to
scale back employment in government and public enterprises to
reduce government expenditures on wages and salaries and

transfers to PEs. In general, government staff reduction
 
programs have focused on trimming back the ranks of lower-level

employees since overstaffing was perceived to be most pronounced

at this level. Particularly affected have been those without
 
tenure in the civil service.
 

Third, reductions in current account deficits have been

realized through severe reductions in imports, given perceived
difficulties in increasing export revenues in the short run. 
In
 some places, this has given rise to "import strangulation", i.e.

private firms' inability to get imported intermediate inputs
 

6 Pfeffermann (1986); Altimar (1985).
 

7 Pfpffermann (1986); Altimar (1985); Ffrench-Davis and Raczynski
 
(1987).
 

8 Thus, for Latin America as a whole, real per capita investment
 
fell by 33% between 1978 and 1984 (Musgrove 1987).
 

9 C.A.R., Gambia, Ghana, Guinea, Guinea-Bissau, Mali, Nigeria,

Somalia, Zambia.
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necessary for production. Lay-offs have resulted, again
apparently concentrated among lower-skilled workers since firms

have tried to hang onto experienced, skilled workers till crises
 
pass.
 

Shifting emplovment patterns. 
Few studies or statistical
 
sources permit documentation of how employment patterns have
shifted over time following initiation of systematic adjustment.

Available information is therefore primarily suggestive.
 

In the absence of government-provided safety nets, many
urban workers laid off from paid jobs take up casual work or
informal sector activities. 
In Costa Rica, this produced an

increase in underemployment: the share of the work force
classified as "underemployed" rose from 8% to over 13% during the
1980-82 crisis. In Chile, the crisis of the early 1980s

exacerbated employment instability among the lower echelons of
the work force: 
a study of the slums of Greater Santiago found
that less than 50% of the economically active population had a
stable job. 
 However, in many Latin American countries, this
trend reversed itself as recovery proceeded, i.e. people were

drawn out or low-income informal. r casual activities back into
 
better-paying, more stable jobs.1l
 

Elimination of price controls appears to have created new
opportunities in informal sector commerce in some Subsaharan

countries; for example, in Ghana, the "renaissance of legal

trade" attracted many of the laid-off workers from the civil

service and public enterprise. In Ghana and Nigeria, increased
involvement .n informal sector food processing is reported to

have accompanied higher prices of food imports, as consumers
 
shifted to lower-priced domestic substitutes (e.g. cassava).
 

Rural-urban migration decelerated in Brazil and Mexico, as
urban job opportunities contracted. 
In Costa Rica, employment in
agriculture increased during the worst year of the crisis, partly
because the extent of erosion in real wages made it attractive

for farm owners to hire more workers (see below). However, this

trend reversed itself when recovery was underway. In some
Subsaharan African countries (e.g. Ghana and Nigeria), 
urban

contraction - as well as improvements in the rural sector's terms
of trade - reportedly provoked some urban-rural m~qrationl though

this trend has not been statistically documented. I
 

The labor force participation rate increased markedly in
Costa Rica during the crisis, as non-heads of household entered
 

i0Fields (1986); Ffrench-Davis and Raczynski (1987); Pfeffermann
 
(1986).
 

llPfeffermann (1986); Collier (1985); 
 West Africa, various
 
issues.
 



57 

the labor force to compensate for sharp reductions in family
income. 
Poorer households were particularly likely to intensify
their labor force involvement as a coping strategy: 
 among this
group, 12% 
more household members of economically active age
joined the labor force, of which three-quarters found work1 But
again this trend reversed itself as the economy recovered.12
 

In some countries, governments and donors have set up
emergency employment programs to buffer hardships of economic
contraction dnd related displacement of workers. 
The Chilean
programs have provided work for 5-13% of the labor force. 
Pay is
set at below minimum income to avoid creating incentives for
permanent dependence on government assistance, but the programs
have played an important role in supplementing and reducing the
variability of poor households' incomes. 
 Few Subsaharan African
countries have such safety net programs in place. 
International
agencies have therefore been more involved in setting up and
financing schemes to alleviate hardships in worker displacement.
The ILO in particular is supporting schemes to help laid-off
public sector employees resettle in private sector activities via
training and small business credit program3, agricultural
resettlement schemes, and emergency public works programs.
 

V.B.3 Adjustment and Incomes
 

Trends in GDP Per capita. In many countries undergoing
adjustment, GDP per capita declined in the early- to mid-1980s,
reflecting the combined influences of economic contraction or
stagnation with continued high rates of population growth.
1986, per capita GDP was 15% lower than it was in 1978 in 
In
 

Subsaharan Africa and almost 10% lower in the 15 heavilyindebted countries. In contrast, it wa 3 25% higher in countries
primarily exporting manufactured goods.
 

Of and within themselves, these trends suggest declining
living standards of worrisome proportions in countries with
adjustment problems. 
Of course, trends pick up the multiplicity
of factors influencing aggregate economic performance, including
all the adverse external developments discussed above. 
Indeed,
very simple statistical analysis confirms intuition about the
severity of the adjustment problem and trends in per capita
income: GDP per capita has tended to decline more rapidly in
countries facing heavy debt burdens and significant terms of
trade deterioration thn it has in countries facing less adverse

external developments.
 

12Fields (1986); Altimar (1985).
 
131MF World EconomicOutlook 1987.
 

14 See Appendix Table to be inserted.
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There is still a considerable amount of "noise" left in data
on trends in per capita GDP, i.e. these external conditions

explain only a small part of the variance between countries in
trends in per capita GDP. 
No doubt more variance could be
explained through incorporating factors connected to adjustment

strategy and other exogenous developments (e.g. rainfall), though
such a task is clearly beyond the scope of this paper.
Nonetheless, it is clear that, in the 1980s, acute adjustment

problems have been associated with marked compression in average

living standards, whether on a short-lived or persistent basis.
 

Other information on incomes. of course, trends in GDP per
capita do not provide any information on two issues of key
concern: 
(a) how reductions in income are distributed among
socioeconomic groups, and (b) how the incomes of the poor have
been affected by economic stagnation or contraction. Labor

market and household surveys provide important supplementary

information in this regard.
 

Data on real wages for Latin America and Subsaharan Africa
show that, for urban wage earners, nominal wage increases have
lagged far behind rates of infiation in the 1980s, resulting in
marked erosion of real wages. In Mexico, real wages fell by
over 25% between 1981 and 1983. 
 In Brazil, unskilled workers'
 wages dropped by almost one-third between 1980 and 1985. 
 In
Costa Rica, average wages fell neary 40% between 1979 and 1982
due to a bout of severe inflation. Real wages have recovered

somewhat as countries pulled out of the crises of the early
1980s. 
 But for the most part real wages remain below their pre
crisis level.
 

In Subsaharan Africa, governments have exercised high
degrees of restraint in adjusting public sector pay scales for
inflation, first as part of ad hoc adjustment strategies and now

in accordance with terms of IMF agreements. Given the rapid

rates of inflation prevailing until recently, nominal wage
restraint has resulted in prolonged and sometim s severe real
erosion of public sector and legislated wages. Though there is
substantial variation between countries, on average, the official

minimum wage now commands one-half of the purchasing power it
 
commanded fifteen years ago.
 

There is no clear pattern across countries as to how income

reductions have been distributed within the urban wage-earning
work force. Altimar (1985) documents trends between 1979 and

1982 in five Latin American countries. In Chile during this
period, households at the bottom and the top of the income
distribution experienced the largest percentage reductions in
 

!-Bianchi et al (1986); Pfeffermann (1986).
 
16Lindauer et al (1985); 
Harris and Starr (1987).
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income, whereas those in upper-middle income categories did much
better than average. 
In Panama, the exact opposite pattern
emerged: middle-income groups suffered the largest percentage

reductions in income, while those at the tails did better than
average. 
 In Colombia, incomes of blue collar and self-employed
workers fell by less than incomes of employers, professionals,

and managers. 
A similar pattern occurred in Costa Rica. In
Venezuela, low-income households experienced larger than average
reductions in income in Caracas but smaller than average

reductions in agricultural regions.
 

Little can be said about the incomes of those outside of the
urban wage-earning sector in Latin America. 
Real agricultural
prices increased in Brazil, Chile and Mexico. 
At least in
Brazil, the terms of trade shifted in favor of farmers and
against the urban sector. 
While this benefited farmers, it had
an adverse impact on the poorest group within society: landless
farm laborers. 
For this group, higher food prices contributed to
significant reductions in their real wages, in the order of 30%

in Brazil and Mexico.1 7
 

In Subsaharan Africa, there is some evidence that (a) income
reductions have been most pronounced among mid- to upper-income
groups, and consequently (b) the degree of dispersion in incomes
has narrowed since the mid-1970s. Within the public sector,
salaries of higher-level staff have received much less protection
from inflation than those of lower-level staff. This has
significantly squeezed skill differentials, as the real salaries
of the former have fallengubstantially more than those of the

latter in relative terms.lo
 

At the same time, restraint in adjusting legislated wages
for inflation appears to have eroded differentials between formal
sector wages and incomes in the informal or agricultural sectors.
For example, between 1970 and the mid-1980s, the average
differential between the minimum wage and average agricultural
inczme was cut in half. 
Indeed, in a number of countries in the
mid-1980s, real legislated wages virtually collapsed, falling to
10-20% of their value 15 years earlier (Ghana, Somalia, Sudan,
Zaire). In these places, minimum wage workers  once a
relatively privileged group 
- received paychecks belovy the
 average agricultural income. However, most no doubt had
extensive involvement in other inggme-generating activities to
supplement their meager paycheck.L9
 

While it is probable that formal sector incomes fell more
rapidly than other incomes, it is not so clear what has happened
 

i1Pfeffermann (1986).
 
18Lindauer et al 
(1985).
 

19Harris and Starr (1987).
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to the latter. Of particular concern is the incomes of small
farmers, who make up the majority of the poer in Subsaharan
Africa. 
Nominal prices of export and food crops have increased
to varying degrees in most countries. But it is difficult to
tell what has happened to farmers' real incomes, particularly
because consumer price indices are based on urban consumption
bundles and therefore are unlikely to be suitable for measuring
the purchasing power of rural incomes.
 

The only hard statistical evidence comes from Cote d'Ivoire
during the 1980-1984 period, when a serious stabilization effort
provoked marked economic contraction. Overall, real per capita
incomes declined by almost 7% per year during this period. 
But
rural incomes were much less severely affected, declining by only
1.2% per year. Urban incomes dropped by almost 11% per year,
though low-income urban households fell at0a rate of 4% per year,
i.e. by much less than the urban average. Thus, for Cote
d'Ivoire at least, the dramatic negative effects of adjustment
were concentrated among those groups best able to withstand
hardship, while poorer groups were better buffered from the

effects of aggregate contraction.
 

V.B.4 Adjustment and Poverty Incidence
 

Regularly-collected statistics on poverty incidence are not
available for Subsaharan Africa. 
Some studies have reported
trends in poverty incidence in Latin American countries between
the late 1970s and mid-1980s. Overall, they confirm what one
would expect: poverty incidence tends to increase during periods
of economic contraction, with larger magnitudes of contraction
associated with larger increases in poverty incidence. 
For
example, Altimar (1985) reports that, in the period 1979-1982,
poverty incidence increased markedly in three places experiencing
significant recessions 
 (Chile, Costa Rica, and urban Venezuela).
In contrast, incidence continued to decrease in threa places
where the effects of recession were mild (Colombia, Panama, and
an agricultural region of Venezuela).
 

Altimar's data also suggest that households with large
numbers of children were particularly vulnerable to becoming poor
in periods of generalized economic downturn. 
In the places where
poverty incidence increased, increases were concentrated among
households with larger numbers of children. 
 In fact, in Caracas,
the increase was almost exclusively among households with 3 or
more children. Conversely, where poverty incidence declined,
decreases were also concentrated among households with larger

numbers of children.
 

Ov ,rall, female-headed households, like households with
large numbers of children, experienced higher rates of poverty
 
2UNoel (1986).
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than other households. But the connection between female
headedness and vulnerability to cyclically-induced poverty was
less clear than it was in the case of households with large
numbers of children. In Chile, female-headed households tended
to have more difficulties contending with recession than their
male-headed counterparts. The opposite was true in Costa Rica.
In two of the three places where poverty incidence declined,

female-headed households lagged behind (Colombia and the

agricultural region of Venezuela). 
 In the third, poverty
incidence actually decreased more rapidly among female- than

among-male households (Panama).
 

V.B.5 Effects of Adjustment on Consumption.
 

Trends Jn private consumption. In many countries undergoing

adjustment, expenditure reduction has emphasized compressing

investment rather than consumption. 
Thus, while many countries
registered declining per capita consumption in the 1980s, often
private consumption per capita fell less rapidly than than
investment per capita. The strategy of placing a larger burden
of adjustment on investment does provide some measure of
protection to current living standards. 
 But this protec Ion is
in part at the expense of future growth and consumption.
 

Of course, trends in private consumption derived from macro
data tell us nothing about the magnitude, composition,

distribution or signi:licance of consumption reductions

accompanying adjustment. 
Yet better information is scarce. In
assessing the links between adjustment and consumption, the key
concern is changing quality and quantity of food intake,
particularly among poorer households. 
Sources of information

useful to varying degrees in this regard include (1) caloric

intake per capita, and (2) household-based consumption and
 
expenditure surveys.
 

Calorir intake Rar capita. 
Data on daily caloric intake per
capita need to be taken with a large dose of salt, for all the
 reasons described in Chapter IV. 
 Data suggest that, in heavilyindebted middle-income countries, levels of per capita caloric
intake increased steadily in the 1970s but fell by an average of
2% between 1980 and 1984. 
 In 8 of 15 countries, however, levels
prevaillg in the mid-1980s remained above those of the early

1970s.
 

In Subsaharan Africa, per capita intake levels also declined
by about 2% on average in the 1980s, though their initial levels
 

21Development Committee (1987).
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were lower than those in the middle-income countries.2 3 

Africa, however, declining per capita intake did not start 

In
in the
1980s. 
 In fact, 1985 intake levels were below levels prevailing
20 years earlier in 17 of 
3 low-income Subsaharan countries for
which data are available.2 These trends may well signal an
alarming situation. 
But they do not tell us much at all about
the link between adjustment and food intake in Subsaharan Africa,
since they clearly also pick up the full range of longer-term
problems facing agriculture on the continent (recurrent drought,
increasing demographic pressure, declining productivity, etc).
 

Other information on cnsumptjon. 
The few household-based
 
surveys covering consumption trends over time tend to confirm a
correlation between declining caloric intake and periods of
economic downturn, particularly among low-income households.
They also suggest significant changes in the composition of food
expenditures when the level of real expenditure declines, with
diets becoming less varied and more dominated by staple

foodstuffs.
 

In Chile over the course of the 1970s, the poorest 20% of
all households reduced their real expenditures on meat, oils,
milk, eggs, yegetables, and sugar by 20-30%. 
 In contrast, real
expenditures on flour and flour products increased slightly.
Moreover, the average daily caloric intake among this group was
17% below the FAO norm in the late2960s. In 1978, the average

had dropped to 30% below the norm.
 

In Mexico, the depression caused lower-middle income people
to shift the composition of their diets in favor of cheaper foods
(e.g. chicken, eggs and potatoeq substituted for beef, milk,
pork, sugar, and canned goods).4 In Costa Rica, there was a
slight reduction in per capita intake of calories, protin, fat,
carbohydrates, and calcium, especially in rural areas."
 

V.B.6 Adjustment and Access to Social Services
 

Public exenditures on social services.. In the absence of
 measures of consumption of various types of social services, most
studies attempting to get at the connection between adjustment
and access to social services focus on public spending levels in
health, nutrition and education. Real compression in social
 

2I
3 bid.
 

24World Development Report 1987.
 
25 Ffrench-Davis and Raczynski (1987).
 
26Pfeffermann (1986).
 
2 7Ibid.
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spending per capita has accompanied deficit reduction measures,
with the degree of compression varying across countries. 
In
general, social spending has been less severely squeezed than
other typq of expenditure, notably investment and productive

programs."
 

How compression in real social expenditure has affected the
level and composition of social services provided, particularly
to the poor, is not clear but appears to vary across countries.
In Subsaharan Africa, it seems that the worst-case scenario has
often arisen: the efficiency with which available resources are
used has deteriorated a 
the same time that the total resource
availability declined.' 
 In particular, in terms of the economic
classification of expenditure, public expenditures on materials
and supplies have been compressed much more severely than wage
expenditures. 
Thus, not only are social service personnel
poorly-paid, but they very often lack complementary inputs needed
to perform their work: clinics lack drugs and clean water;
schools lack books, paper, chairs and desks, etc. 
In some
extreme cases, social service delivery has virtually collapsed as
a result. 
 For example, in Ghana, real health expenditure per
capita declined by almost 80% during the years of chaotic
adjustment and economic decline. 
Thus, between 1979 and 1984,
attendo8 ce at hospitals and clinics dropped by almost one
u
third.3
 

In Latin America, there is no evidence that declining
efficiency in social service provision has accompanied real
expenditure reductions. For example, a study of health care in
Central America found that, although total health care funding
levels had stagnated, the balance between peru
fnnel and operating

cost expenditure was more-or less maintained.;
 

However, in some cases, the composition of social services
provided has been altered in the course of real expenditure
reductions. 
There is debate as to whether this has increased,
decreased or left unchanged the access of the poor to social
services. The evidence is ambiguous. In general, it seems
 programs most heavily utilized by low-income.groups have been
better protected from real expenditure reductions than other
 programs. 
In Brazil, for example, funding for preventive and
ambulatory health care has done bet~lr than expenditure on higher
cost services like hospitalization. Similarly, in several
 

28See for example Kubisch and Hicks (198).
 
29Starr (1987).
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countries, spending on primary education has suffered less than
spending on higher education. However, it is unclear whether
this has succeeded in maintaining lower-income groups' access to
social services or whether it has provided them with some degree
of differential protection from the full impact of real

expenditure reductions.
 

In Chile, deliberate gforts were made to target social
services to poorer groups.- Aspects of health care had been
privatized in the 1970s. 
But functions remaining in the
government domain were streamlined to address the needs of poorer
groups, particularly mothers and children at nutritional risk.
Intensification of mother-child health care programs did
contribute to continued progress in reducing infant mortality and
malnutrition, despite the extremely difficult circumstances
 
poorer families were facing.
 

Also to better address the needs of the poor, public
spending on education in Chile was reoriented from secondary to
primary school programs. 
However, this reorientation has not
been particularly effective: primary school enrollment rates
sagged and drop-out rates increased. Addison and Demery (1987)
place considerable emphasis on improving returns to assets owned
by the poor as a means of alleviating poverty in the course of
adjustment. Unfortunately, the Chilean experience with
attempting to improve the human capital of young poor people
illustrates that such efforts do not always take hold in
difficult economic periods: day-to-day pressures to make ends
meet, bleak medium-term job prospects, etc. can make education
look like a very uncertain investment that takes too long to

yield.
 

3iFfrench-Davis and Raczynski (1987).
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The Political Economy of Policy Reform
 

In Developing Countries
 

Nerilee S. Grindle and John W. Thomas
 
Harvard Institute for International Development
 

The development 
message of the l980a is clear: 
 little can be
accomplished 
to enhance growth and welfare unless major policy and

Institutional reforms are undertaken and sustained by developing
 
country governments-
 The bearers of this message--international 


aid
 
and lending agencies, development advisors, academic specialists,
 
and industrial country governments--have 


become increasingly
 
I cnnvinced of: 1) the Importance of macro-policy constraints 
on
economic performance; 2) the need for adjusting sectoral policies to
 
encourage efficiency and responsiveness 
to market forces; and 3) the
 
Imperative to lessen bureaucratic constraints 
on economic
 
Interactions. 
The debt crisis In Latin America and the food crisis
 
and apparent failure of two decades of development In many African
 
countries, contrasted with the apparent success of a number of Asian
 
countries in achieving and sustaining high rates of growth, have
 
helped focus extensive attention 
on the issue of appropriate
 
macroeconomic, 
sectoral, and Institutlonal 
contexts for development.1
 

For many years, capital scarcity was considered the primary

constraint 
on development, 
a shortage that could be alleviated
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directly through foreign aid. 
In contrast, policy and institutional
 

changes are domestic matters that donors could only hope to affect
 

indirectly. 
USAID gave official recognition to the new focus in a
 
1982 policy paper stating that, 'The soundness of domestic economic
 
and social policies Is 
in general the dominant long term influence
 

on development. 
7Rconomic assistance in support of Ill conceived
 

policies would be 
a poor investment indeedg. 2 
 The World Bank came
 

to a similar conclusion about the centrality of policy to
 

development. 
 Its 1982 policy paper on Africa concluded that, OThe
 

task before donors is therefore clear and urgent. 
If donors
 

increase their support for policy reforms and basic programs, they
 
will help Africa overcome its immediate economic and financial
 

crisis. 
 They will also be building the propsect of a better, more
 
hopeful future.-3 
 As a result of this 
concern for domestic policy
 

change, donors had to ask how they could influence policy decision
 

making. 
A new set of concepts began to emerge based on the idea of
 
leverage, that is, 
to provide aid if certain desirable policies are
 
adopted. 
Terms such as conditionality, conditions precedent to
 
disbuirsement, policy dialogue, and structural adjustment lending
 

became prominent in donor vocabularies.
 

Despite leverage, policy dialogme, conditionality, and
 

structural adjustment lending, donor efforts to encourage
 

significant macrocconomic, sectoral, and institutional changes are
 

not necessarily persuasive to the policy makers who decide the
 
direction and scope of public activities in developing countries.
 

Although techniques of policy analysis to generate recommendations
 

about needed economic and organizational reforms are well developed,
 

the process by which reforms are effectively promoted is much less
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well understood. The gaps in our understanding of the dynamics of 
policy and institutional reform reflect the complexity and frequent
 

ambiguity of the political and bureaucratic issues that influence
 

the readiness of policy makers to adopt and sustain reform
 

initiatives.
 

Those who have been participants In policy reform initiatives 

in developing countries often have unique insights into the dynamics 

of change, but rarely are their experiences tapped as part of
 
analyses of policy reform. As a result, assessments are frequently 

hindered by the lack of information abcvt events and decisions made 
Inside the Oblack box" of government decision making. 
This is
 
particularly true in developing countries where processes of
 

decision making tend to be relatively closed to public scrutiny or
 
widespread participation by interested citizens. 
The purpose of
 
this paper is to explore issues of policy and organizational change
 

5y building on the experience of participants in reformist
 

Lnitiatives 
 In several developing countries.
 

During the academic 
year of 1986-1987, the Harvard Institute 
for International Development sponsored a workshop series on
 

"Promoting Policy Reform in Developing Countries- through the
 
Employment and Enterprise Policy Analysis Project. 
At each session,
 

Individuals who were Intimately involved In reform Initiatives as
 
part of their overseas professional experience described processes
 

of change in which they participated. 4 The reform experiences span 

the range of macroeconomic change, sectoral Initiatives, and
 

organizational Innovation:
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Macroeconomic policy
 

Devaluation in Ghana
 

Structural adjustment In South Korea
 

Sectoral policy
 

Agrarian reform in the Philippines
 

Health care 
in Mali
 

Rice price policy In Indonesia
 

Organizational change
 

Decentralization in Kenya
 

Planning In Colombia
 

Planning In Argentina
 

In six of these cases, significant changes were introduced and
 
sustained; in one case, sustainable reform was not successfully
 

Introduced, and in one case, although reform was 
introduced, it
 
contributed to a major regime change. 
In making presentations about
 
their experiences with reformist Initiatives, we asked participants
 

In the workshop to discuss: 1) how the issue of reform got on the
 

agenda of government decision making; 2) what political,
 

bureaucratic, and technical criteria were Inportant In promoting or
 

Inhibiting the process of change; and 3) what factors led to the
 
sustainabillty or 
abandonment of reformist initiatives.5 
 Reflecting
 

this set of questions about the policy process, this paper discusses
 

what has been learned about agenda setting, decision making
 

processes, and implementation from the case histories. 
First,
 

however, the Insights into the criteria utilized in decision making
 
that emerged from the case histories are used to reflect on the way
 
political science and political economy have traditionally dealt
 

with Issues of policy and institutional reform.
 



I.
 

Explaining Policy and Institutional Change
 

At the outset of the workshop, we presented a summary of 
perspectives on decision making that appear in the literature of 
political science and political economy. 
Interestingly, while
 
participants were generally aware of the ways In which political 
scientists and political economists have traditionally explained 
policy choice, they found such explanations of limited applicability 
in their analyses. Instead, case presenters found the literature
 
more useful In explaining why policy does not change than in
 
accounting for how reform occurs. In addition, they identified a 
series of factors that appear to influence decision makers that are
 
not always accounted for by traditional models of policy choice.
 

In this section of the paper, we first review the literature
 
inpolitical science and political economy to indicate how issues of
 
policy and institutional change are dealt with. 
Then, we describe
 
four hypotheses about government decision making that emerged In the
 
workshop cases as participants attempted to highlight the factors 
that influenced decision makers and shaped their responses to
 
specific reform initiatives. 
We believe these offer important
 
correctives to the more conventional explanations by indicating what
 
occurs inside governments and by suggestinc; the factors that account
 
for the acceptance reform as well as for failures to adopt

of 


Important changes. Because 
 of the limited number of case studies 
)resented in the workshop, the propositions we develop are presented 
with the Intention of providing ideas for further study about the 
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process of policy and organizational reform. 

Explaining Policy Choice: The Literature
 

The literature of political science and political economy 

provides several alternative responses to the question, OHOW can we 

account for policy (or organizational) change?' Among those most 

frequently encountered are: 1) a class analytic (Marxist) approach; 

2) a pluralist approach; 3) a bureaucratic politics approach; 4) a 

state interest approach; and 5) a public choice approach. Each of
 

these models focuses our attention on different sets of variables 

and processes of political and economic interaction. Each has been 

influential in shaping perceptions among scholars and others about 

how change does or does not occur in public policies and 

institutions. Nevertheless, traditional explanations frequently 

provide ltttl*e insight into the activities or perceptions of the 

decision makers, those who emerged in our case studies as 

influential actors in shaping responses to significant public 

problems in a variety of developing countries. 

The Class Analytic Approach
 

The distance between current political economy models and the 

Oblack box8 of decision making is clearest in the class analytic 

approach. This explanatory model indicates that policy decisions 

are the result of alliances among dominant classes or class 

Ofractionsw in a society. 6 In such a conceptualization, policy 

makers are instruments of dominant class interests and have little 

independent input into the policy process. When scholars use this 

approach, t.hey explain policy change by searching for shifting 
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alliances among dominant classes, by indicating how a sociopolitical
 
crisis alters existing class structures (as in the aftermath of a
 
revolution), or by demonstrating how an economic crisis (such as a
 
depression) presents the state with Increased Independence to shape
 
responses to public problems. 
Under normal conditlons--that is,
 
except In the rare event of a sociopolitical or economic
 
crisis--policies are derivative of social class formations. 
Marxist
 
and dependency approaches are frequently argued with theoretical
 
sophistication and complexity to analyze Issues of inequity and
 
exploitation in developing countries and to characterize the
 
relationship between domestic elites and elites In developed
 
economies. 
 Such class analytic perspectives are particularly useful
 
in indicating tLe constraints that limit the options available to
 
policy 	makers. In considering the Issue of policy choice, however,
 
they treat the actual process of decision making as unimportant for
 
explaining outcomes. 
They also discount the importance of political
 
leadership in shaping issues and managing the politicl pressures
 

that result from reform efforts.
 

2 	 The Pluralist Approach 

Decision making also occurs within a "black box" in the 
approach most frequently adopted by analysts to explain policy
 
decisions In the United States. 
 In the pluralist model, public
 
policy is the result of the pressures placed upon decision makers by
 
large numbers of competing groups in society.7 
 These groups form
 
around common 
interests, many of which are economic but which also
 
may be based on regional, ethnic, religious, value, or other
 
concerns. 
The state provides a more or less neutral institutional
 
and procedural framework in which conflicting groups form coalitions
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and do battle over policy output. For pluralists, the principal
 

role of policy makers is 
to cope with a large number of conflicting
 

pressures; they do not have the capaci.,y to set agendas for action
 

nor to shape outcomes in any significant way. 
Policy change occurs
 

because different coalitions of interests manage to gain power ani
 

to impose their favored solutions on society. 
In this approach,
 

then, policy is derivative of the competition for power among
 

societal groups. 
As with the class analytic approach, a pluralist
 

understanding of policy choice tells us little about the actual
 

process of decision making and does not accord any degree of
 

independence to political leaders or policy makers In shaping
 

alternatives. 
Moreover, the approach tells us little about the role
 

of information, technical advice, or learning in the decision making
 

process.
 

The Bureaucratic Politics Approach
 

This approach to analysis permits more 
insight into the
 

operational aspects of decision making; perhaps 
because of this, It
 

also emerged as 
a useful tool of analysis in our case studies. A 

bureaucratic politics approach indicates that policystate is the 

outcome of_ competing activities among bureacratic entities and 

actors.8 Bureaucratic and policy actors are considered to have 

different views on what policy should prevail and their views are
 

shaped by their positions within government. In this approach,
 

linkages to society are left unaccounted for or are considered to be
 

part cr bureaucratic *games' in which public agencies acquire
 

support groups to press for organizational or suborganizztional
 

Interests. 
 The independence of decision makers is potentially very
 

great, limited only by the diverse interests of bureaucratic
 

ell 
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"players* themselves and by the influence of the regularized
 
channels of Interaction that are set by institutional frameworks.
 
In significant contrast to the c"Lass analytic or pluralist models,
 
in the bureaucratic politics approach policy originates in the 
bureaucratic and policy making apparatus, not In societal
 
relationships 
 of power and domination. At the same time, the 
approach Is weak In Its capacity to account for contextual and 
historical constraints on policy options or 
In its ability to
 
explain the role of technical analysis or professional consensus
 

that can shape the decirions of policy makers.
 

.
 .TheState Interest Aproach 

This framework is Increasingly used in explaining policy 
choice in developing countries because it is able to account for the 
large and often leading role played by government In the process of
 
economic development in such countries. A state Interest approach 
indicates that the state has Identifiable and concrete concerns
 
about the definition and pursuit 
of *national development..9 These 
concerns are independent of the immediate Interests or welfare of
 
any particulaz group, class, class fraction, coalition, or alliance
 
In society, although state interests may coincide with the Interests
 
of any of these entities at any particular historical moment. 
In
 
this model, policy makers seek to expand 
 the independence of the 
state from societal actors In order to have greater flexibility and
 
power to pursue policies that will engender economic growth and
 
social stability 
and help legitimize and prolong the life of the
 
egime 
 they serve. Policy makers therefore play active roles in 

adopting theories of development, attempting to put together 
supportive coalitions, legislating reforms, and creating new 
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bureaucratic entities. 
 In this approach, then, Policy or
 
Institutional reform comes about because of the interaction of 
policy makers attempting to generate responses to public problems 
and the constraints placed upon them by political, economic, and
 
social conditions and by the legacy of past policy. This approach 
was to some degree reflected In our case studies toin efforts 
explain how technical information or models of economic development 
fit Into decision making processes. 
At the same time, this approach
 
remains almost as distant from tbh 
 "black box' of actual decision
 
making as 
the class analytic and pluralist frameworks. 

The PublicChoce Aproach 

The issue of public choice focuses attention on the political

rationales that underlie the selection of economic policy options by

decision makers In developing countries. 
 It seeks to explain policy
 
by considering the desire of political elites to develop their
 
countries and to remain In power. 1 0 According to the model, they 
are led Initially to select policies that will extract resources
 
from society to fuel efforts to Industrialize. 
With time, these
 
same elites will come under increasing pressure to extract and then
 
'spend* public 
resources to maintain the political support of
 
economically powerful actors. In a process that generates
 
increasing economic Inefficiencles and even 
Irrationality, policy

makers become trapped in a cycle of flagging support and legitimacy 
but are unable to alter policies because of the political power of
 
the beneficiaries of the status quo. 
The public choice approach,
 
adapting economic concepts to political Interactions, demonstrates
 
the barriers to reform that are created by preexisting policies. 
While this Is 
an 
important accomplishment, the model suffers In not
 



being able to explain how or why reform does occur. 
Moreover,
 
although it indicates the importance of the motivations of decision
 
makers, it tells 
us little about how their motivations are developed
 

or altered over 
Om..
 

The models of policy choice described above have proved useful
 
to scholars and others In describing aspects of change and stasis in 
developing countries. 
The case presenters in the workshop also
 
incorport.eed elements of these approaches In their analyses. 
However, they also made clear that the models had little predictive 
value. Instead, the cases suggested that other considerations were 
often more powerful in determining whether policy changed, and 
presenters emphasized the Importance of an Incremental process of 
policy making, starting with the setting of a policy agenda and
 
continuing through the long te-iA Implementation of pollc3,. 
 Our case
 
studies confirm the Importance of understanding the interactions
 

that occur during the entire process of policy making and
 

impleawentation. 
 Therefore, in the next section, we use the cases to
 
outline several critical elements of declsl,)n making that focus
 

7reater attention on what occurs during the process of decision
 
making and on the criteria adopted by policy makers in assessing
 

options available to them. 
We believe an understanding of these
 
factors can stimulate thinking about the process of reform and the 
perceptions of decision makers In making choices about policy and 
organizational change. 
In addition, Insight Into a variety of 
factors that Influence decision makers can illuminate the strengths 
and weakness of how conventional models have explained why they make 

the decisions they do. 
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Four Critical Elements of Decision Making: 
 Views from Inside the
 

'Black Box*
 

Implicit--and at times explicit--in our cases of policy and 
institutional reform in developing countries were a set of 
propositions or assumptions about why decision makers behave as they
 
do when they are confronted by the issue of change. 
Although we did
 
not impose any theoretical framework on the case presentations, 
patterns of explanation emerged during the workshop that were 
consistent enough to allow us to propose a series of generalizations
 
about four factors that appeared to have been influential in
 
explaining decisional 
outcomes. The four elements--technical
 
analysis, bureaucratic 
motivation, regime maintenance, and
 
international 
leverage--are briefly described in the following
 
pages. 
 Important characteristics of these factors are summarized in 
Table 1. 
As we will see, in the cases of actual reform decision
 
making, more than one element is often adopted to explain change.
 
Our 
underlying purpose is to enhance understanding of how processes
 
of policy and institutional change work and to generate insights
 
that will enable participants in the process to be more effective in 

the future.
 

Table 1 About Here
 

0The Influence of Technical Analysis
 

In the case histories, decision makers were sometimes
 
portrayed as rational actors confronted by a difficult issue. 
 In
 
this situation, they were strongly influenced by technical analyses
 
of the problem area and advice about how best the particular problem 
could be solved. Important to the explanation of reform outcomes, 
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therefore, was the Insistence that technical analytic tools and
 

advice based on sound problem analysis were persuasive to decision
 

makers and central to the Issues they considered. In explaining a 

reform Initiative from tis perspective, the reliance of decision
 

makers on their technical advisory teams and the quality of
 

Information available to them is therefore stressed. 
The important
 

role of technical analysis in policy choice may reflect the fact
 

that technocratic elites are often central figures In policy making
 

circles In developing countries and the process of decision making
 

Itself Is relatively closed and even secret. 
A supporting factor
 

may be the complexity of the issues that political leaders are
 

expected to address in shaping development policies in their
 

countries, and in the need to explain their decision In terms of the
 

promotion of the national goal of development. 

The importance of technical analysis in decision making Is
 
often reflected in discussions of reform. 
For example, it Is
 

apparent In statements such as, 
 The minister of finance became an
 

early advocate of devaluation when his economic team demonstrated
 

persuasively 
the Impact the country's overvalued exchange rate was 

having on the capacity to generate foreign exchange through
 

exports,6 or, *The prime minister, convinced of the need to Increase
 

agricultural production, called on the national planning agency to
 

assess the problems of the sector and make recommendations for 

reform." 
 The Influence of technical advic* is also reflected in a
 

recent study of structural adjustment in Korea. 
 "...[TJhe
 

structural adjustment of the Korean economy stemmed from the
 

initiatives of highly motivated and competent technocrats and
 

economists working with the core economic ministry.ll
 

http:ministry.ll
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In our case studies, the following statements reflect
 

influence of technical analyses and advice on the choices made by
 

decision makers:
 

On the decisions to pursue export-led growth In South 

Korea--*[a]s early as 1961, American-trained Koreans 

understood export-led growth strategies but were not in 

positions of power
....Later, a foresighted deputy prime 

minister brought these young number crunchers up through the 

ranks, often skipping them past more senior people." 

On the decision to devalue in Ghana--Poor judgement about the 

consequences of devaluation resulted In part from the fact 

that *the cabinet understood very little of fte economic 

Information given them, Information intended for more 

sophisticated readers at the central bank ....Slipler memos 

with fewer recommendations should have been prepared to offer 

clear alternatives to the cabinet.-


On rice price policy In Indonesia--vith solid evidence of the 

correspondence between consumption and price, the Indonesians 

adopted a pricing policy that helped finance the development 

budget
....This relatively simple work legitimized price
 

analysis to the minister of trade, the director of trade 

research, and [the food logistics agency].. 

In these specific cases, technical analysis and advice were combined 

with other factors to explain a fuller range of Influences on the 

decisions made by policy makers. 
Synopses of each of the eight
 

cases are presented In a later section of the paper and Indicate the
 



use of several sets of decision criteria at once and the relative 
Importance ascribed to each by the decision makers. 

The Power of Bureaucratic Interactions
 

A second perspective that emerged in the workshop series
 
suggested that technical problem analysis is less Important than the 
bureaucratic politics that surround the selection of policy and
 
institutional changes. This explanation corresponda to the 
bureaucratic politics model effectively developed by Gr,ham Allison
 
and implicit in his addage, "Where you stand depends on where you 

2
sit.1
 In this bureaucratic motivation model, outlined In the
 
previous section, decision makers 
within government 
are primarily 
concerned with making decisions or supporting positions that will
 
enhance their own career opportunities and/or the fortunes--in terms 
of budgetary resources, influence over programs, prestige, or 
clienteles--of the bureaucratic entities they lead or are part of.
 
Our 
 cases suggest that individual and organizational Interests 
internal to the bureaucracy 
were important factors explaining the
 

decisions made In several instances. 

Bureaucratic motivations--at both the individual and
 
organizational level--are implicit In statements such as, 
*The
 
minister of trade was opposed to any reform that would weaken his
 
agency's capacity to Issue licenses, grant tax exemptions, pass on 
tariff regulations, 
or 
In any way lessen the rent-seeking capacity
 
made possible by extensive regulatory power.0 
 From a more positive
 
perspective, 
a study of reform decision making in Mexico indicated
 
why high level officials in the government's marketing agency were
 
willing to support change. 
 "An expansion in the agency's activities
 
implied a large Increase in the amount of financial support it would
 



need...A higher budget, In turn, introduced the possibility of
 

enhancing the impact of the agency's programs. 
Concomitantly, as
 

its activities affected more people in a beneficial way, CONASUPO
 

could expect to become increasingly important to the
 

government ...Acceptance of the new policy was also attractive
 

because It might easily result in presidential support and lead to
 

improved career opportunities for the agency's management.*1 3
 

Similarly, in explaining a specific case of choice of irrigation
 

technology, Thomas concludes that technical criteria were eschewed 

in favor of issues more directly related to the internal dynamics of
 

bureaucratic agencies. 
 *Ultimately, it was the organizational 

requirements of the implementing agencies, including the aid donors,
 

that determined choice of tubewell technology for East Pakistan.ol 4 

In the case histories, this element of decision making vas
 

given centrality by several pwesenters. Statements such as the 

following indicated the adoption of the expalantion provided by 

bureaucratic motivations to account for the behavior of decision
 

makers:
 

Building a planning agency In Colombia "evoked antagonism from 

other ministries because such a new agency might challenge 

their influence.'
 

On planning reform generally--'To become a premiere technical 

agency, someone in power needs to turn to the planning agecy 

and enhance Its prestige, because of the weaker position It 

usually occupies in relation to the ministry of finance." 

http:Pakistan.ol


On decentralization in Kenya--oA minister or other senior
 

official builds up his group of followers within the
 

organization and these people don't want to disappoint him, so
 

they don't send bad news up the ladder. Hence, Information 

useful for change does not reach decision makers.-


On health policy in Mali--OThe Mali Health Project was part of 

a weak ministry.. .If changes in laws or regulations were
 

needed, cabinet approval was required. With such a weak
 

ministry, this process took too long and was oftentimes
 

unsuccessful.•
 

Again, the bureaucratic explanations for decision making behavior
 

were combined with others In the case presentations. However, in 

several of the case histories, bureaucratic motivations appeared to 

have had central analytic Importance In the interpretation of how 

reform occurred or did not occur.
 

The Significance of Maintainingthe Regimein 
Power
 

A third element of decision making that emerged in the case
 

histories stressed the 
Importance of regime maintenance as a 

criteria applied by political leaders and policy makers. 
In this
 

explanation, policy reform options are assessed by decision makers
 

In terms of how reaction to them will affect the longevity of the 

regime in power or 
the particular leadership group wielding
 

authority In a society. 
Thus, explicitly political criteria are
 

applied to decision making and they tend to indicate the importance
 

of building or maintaining coalitions of support for Incumbent
 

political elites. 
At times, regime maintenance goals have been
 

adopted as a way of explaining why certain policy options are
 



Off-limits" in a particular political systems because they impose
 
heavy costs on Important groups In the society.1 5 
 They are also
 
used to explain how government actions are employed as 
opay-offgo to
 
maintain the loyalty of importpnt groups or 
interests.1 6
 

Clientelism In the allocation of public resources Is frequently
 

cited as a result of such systems. 
This element of decision making
 
may be appropriate for explaining policy choice in many developing
 

countries because of the fragility of the coalitions that support
 
Incumbent regimes and because of the limited legitimacy that makes 
then vulnerable to the performance expectations of supporters. 

Regime maintenance explanations are i mplcit in statements
 
such as, "The prime minister's principal support comes from the "X8 
ethnic group. How could he make a policy decision that would be so
 
detrimental to their control over marketing tn the country?' 
As In 
this case, the adoption of a regime maintenance criteria can explain
 
why changes are not made In long-standing government policies.
 

Thus, regime maintenance criteria are also Implicit In the
 
statement, OThe military would not permit any modification of the
 
structure 
of the state-owned enterprises they consider to be
 
essential to national security goals." 
 Similarly, an argument
 
Indicating the Infeasibility of significant economic liberalization
 

often focuses on the negative reaction of Industrial elites who have
 
benefited greatly from protectionist policies. 
At the broadest
 

level, Robert Bates has argued that regime maintenance becomes the
 
single most Important factor In explaining the perpetuation of
 
economically Irrational development policies. *Governments want to 
stay In power. They must appease powerful Interests. And people 
turn to political action to secure special advantages--rewards they
 

http:society.15
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are unable to secure by competing in the marketplace.-17 

In the case studies, regime maintenance goals were izportant 
to decision makers considering major policy changes:
 

On devaluation in Ghana--'The prime minister and cabinet
 
decided to undertake the higher devaluation, which meant more 
revenues from export taxes to buy off urban elites and cocoa 
farmers. [It was not clear how much they understood of 
economics], but it seemed clear that they did knov that the 
greater the devaluation the more money available to offer
 

supporters.'
 

On structural reform in South Korea--'Park was trying to
 
consolidate his power within the power structure and
 

at-large. 
Moving the ecoinomy was a surrogate for
 

consolidation of power.* 

On health policy In Mall--OThe project sites were selected on
 
the basis of political criteria. 
 he Malians had recently
 

fought a 'soccer war' with Burkina Faso (then Upper Volta),
 
and wanted to have a presence in the border area. [In another 

area], the government wanted to...forestall any shifts In
 

political loyalty.0
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On agrarian reform In the Philippines--OAdoptlon 

of an
 

agrarifi 
 reform was considered by some leaders of the
 
government to be central to weakening the appeal of the
 
Insurgent National People's Army, but the fact that top 
leaderhaip saw it as potentially disruptive of Its support 
coalition meant that it was consistently given low priority in 
the government's policy agenda.0
 

The Persuasiveness of InternationallLrage
 
A fourth factor that was useful in the workshop case histories 

to explain reform Initiatives emphasized the role of International 
actors and International ef. n1c and political dependency relations 
In determining the outcome of decision making about reform. The 
international leverage element Is of considerable Importance 
n a
 
period of international economic crisis when foreign donors,
 
governments, 
or International agencies can put extensive pressure on

developing country governments to make recommended choices. 
 It is 
also encountered In efforts to explain such issues as 
technology
 
choice and Institutional reform that becomes conditional on
 
Drewards-
 frco the International actors.
 

The persuasiveness 
 of International leverage lies behind such 
statements as 6The IMF forced the government to accept a cut-back In
public sector investment of 'X' percent m or, OUSAID made It clear 
that no further aid would be forthcoming unless immediate steps were
taken to devalue.- In a discussion of the politics of adjustment In

aeveral countries, 
 for example, Stephan Haggard writes of Haiti 
that, OPresident Jimmy Carter's human rights policies placed new
 
political constraints on the regime, forcing Jean-Claude Duvalier to
reduce some of the more flagrant abuses in return for American 
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Support.l18 In our case studies, explanations for reform Included 
reference to the strong influence of International actors or
 

International dependency relations:
 

On structural adjustment in South Korea--'In early 196 3,...the
 
U.S. Ambassador was withholding PL480 food aid to put pressure 
on Park to quit politics and to get the Koreans to commit to a 
stabilization program. 
This pressure was decisive.
 

On rice price policy in Indonesia--NIndonesia 
experienced
 
credit problems in the late 1960s and early 1970s. The IMF 
pressured the ministry of finance to tighten up on credit.-


On health policy reform in Mali--@The Mali Health
 
Project...originated 
at the request of the Mali government
 
which was seeking funds for medical inputs. 
USAID wanted to
 
look at the entire health care system
....AID took the lead on 

.he project at the outset.'
 

On planning reform in Argentina and Colombia-- 'Planning reform 
was pushed In Argentina and Colombia by the Alliance for 
Progress to deal with prob.ems of the 'two-gaps' model: the 
savings/investment gap and the foreign exchange gap.' 
Technical analysis, bureaucratic interactions, regime
 

maintenance, and International leverage were factors that emerged
 
repeatedly in the explanations offered by "insiders' In reform
 

mexDeriences to explain a variety of outcomes. 
As we have suggested,
 
presenters of the cases often utilized more than one factor to
 
explain the choices that were made by decision makers. Of course, 
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these factors, taken singly or together, do not provide us with an 
alternative to the models current in the literature of political 
science and political economy. However, by providing gree.ter
 

insight into the process of decision making, they enable us to 
assess and amend conventional models for understanding reform. 

A revi-w of the cases presented in siction VI indicates that
 
decision makers were frequently Influenced by technical analyses and 
advice and appeared to have had variable capacities to assess gc'2lu 
and priorities in terms of their understanding ofor acceptance 
technical aspects of decision making. However, only the state 
interest model explicitly recognizes that policy makers may have
 
goals and perceptions about national development that are not 
reducible to self-interest (pluralist approach), class interest
 

(class analytic approach), or positional games (bureaucratic
 

politics approach). But even the state interest model does not tell 
us how goals for national development are identified nor hoe
 
technical advice is factored into choices and options. 
The case
 
histories emphasize the Importance of this process and suggest that
 
reformers 
 need to know under what conditions information or analytic 
input would be taken seriously by decision makers. In similar
 
fashion, the case histories suggest the utility of the bureaucratic 
politics model for understanding how a multiplicity of competing
 
agendas within a bureaucratic apparatus can shape decisions. They
 
also provide us with evidence that to understand the way decialons 
are made, we need to look outside the bureaucracy for additional
 

political and situational inputs and Inside it to assess such
 
factors an the technical Information and advice that is available. 
To some degree, then, a number of the cases indicate how 



non-bureaucratic factors are Introduced 
 . decision making
 

contexts that correspond closely to the bureaucratic politics model. 

Regime maintenance goals ftgure prominently in several of thb
 

cases, much as a state Interest or public choice model would
 

predict. To a considerable extent, then, the cases affirm the 

theoretical assertions that underlie these two models. But the 

cases, by focusing on the process of decision making, 

demonstrate--in a way that neither of the models can--how regime 

maintenance goals actually influence the policy process and how 

judgements are shaped and altered by such concerns. International 

leverage is also important in determining the outcome of decisions 

in several cases, cases that indicate how dependency relations are 

reflected or altered within the *black box" of decision making. As 

a factor In decision making, international leverage also indicates
 

how donors become engaged in bureaucratic games in developing 

countries, suggesting the appropriateness of including them within a 

bureaucratic politics analysis.
 

Thus, our brief foray inside the "black box' suggest that 
conventional models of policy choice Ignore much of the zomplexity
 

and variability of decision making 
 and that they are not
 

sufficiently process-oriented 
 to explain change as well as stasis. 

The process of policy and institutional reform can be thought of as
 

an interlinked and interrelated chain of 
agenda setting, decision 

making, and implementation. In the next sertlon of the paper, we 

suggest that the four Important factors that infuenced decision 

makers tended to vary depending on whether the reforms affected 

macroeconomic Issues, sectoral policy, or organ$--tIonal reform, an
 

outceme that Is itself the result of the way these reforms tend to 
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get on the agenda for decision makers.1 9 Thus, we use the case 

studies to Indicate that different types of reform--macroeconc ic 
adjustment, sectoral reform, or organizational change--tended to get 
on the agenda for decision making in different ways and that 

decision makers are influenced by the agenda setting process In 

selecting among sets of decision criteria. Here we attempt to link 

the process of agenda setting to the factors that appear to have the
 

greatest influence on decision makers. A subsequent section of the 
paper considers Implementation In terms of an ongoing process of 

decision making linked to agenda setting and decision making. 

II. 
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PART I:DEVELOPMENT ORGANIZATION EXPERIENCE AND CONCEPTS
 

CHAPTER 3: BUILDING A NEW THEORY OF ORGANIZING
 

A. The Concept of Power.
 

The concept of power on which this book is based came about
 

serendipitously. In the 1978-80 period the author and a group of
 

colleagues from the World Bank discovered that Bank projects paid too
 

little attention to linkages with their environments. At that time we
 

used Trist and Emery's concepts of three levels of environment.
 

internal, transactional and contextual. The internal environment
 

dealt with processes internal to the organization, the transactional
 

environment dealt with exchanges between the organization and its
 

environment. The contextual environment referred to 
 processes
 

through which parts of the environment are related to each other 

its "causal texture". As we began to diffuse the findings of our
 

studies one of the project officers, in particular, had difficulty
 

with the language used to describe the concepts. He reacted
 

particularly strongly to the use of words like "internal",
 

"transactional", and "contextual". 

This is academic jargon I can't use words like that in the
 
field, and if you have to use words like that to explain your
 
concepts then they are no good for what we need: practical
 
ways to teach people in the field how to do a better job.
 

Our first reaction was somewhat defensive as we tried to explain
 

that new conceptsi required new language. However, after others made
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veiled comments, we began. to search for 
more
similar, but 


us to realize the 
It was this incident that hel ed 
alternatives. 


of the actor's perspective.- Our interpretation of the
 
importance 


developed by'
 
officer's difficulty was that the language 

we used was 


from an
to observations
who were responding
social scientists 


was to look 
at the same
 
What we needed to do 
external perspective. 


actor's perspective.
an internal
three environments from
phenomena of 


David Silverman's (1971) call for
 
in this by
*We were encouraged 


organization theory that is more actor than observer centered.
 

of the three
 
We began to search for the "action" 

implications 


We asked ourselves what did the 
actor actually do in
 

environments. 


It t-jas relatively easy to
 
his relations to the three environments-. 


the first two
 that described action in 

find the action words 


in the internal
elements
The actor "controls"
environments. 


in the transaction.-.
elements
and "influences"
environment 


to find the appropriate

It was much more difficult
environment. 


eventually we
 conte;tual environment. We 

action word for the 


in turn
from Vickers (1966) who

"appreciate"
borrowed the term 


Military strategists would
 the British military.
it from
derived 


Such
situation.
of the enemies 

out "appreciations"
carry 


and geographical
not only their physical
included
appreciations 


social, psytholoaical and political profiles. One
 
disposition but 


the likely suicide of
 
for e:ample, forecast


such appreciation, 


to express
though commonly used 

The word appreciation,
Hitler. 


as the word "price",

liking or satisfaction, contains the same root 


well as, understanding.
val.uing, as 

it contains a connotation of 


on him of elemei
 
The actor tries to understand and value the impact 




of the "appreciated" environment.
 

Although the search for alternative'words began as a palliative
 

to Bank critics, once we began 
to use the words, a transformation of
 

perspective took place. The simpler active words had 
a very powerful
 

effect. Instead of looking externally at a set of environments, the
 

words conjured images of active organizing, they unfolded a process
 

of action rather than a process of external analysis of the structure
 

of environmental relations. 
 The actor "controls" events in the
 

internal environment, 
he "influences" elements in the transactional,
 

and "appreciates" 
elements of the contextual environment. We also
 

realized that these words had in 
common a connotation o+ power. Each
 

expressed a different deqree of 
power. The actors perspective became
 

a powerful tool for reducing complexity. Whereas the scientific
 

observer has to examine all 
variables in all 
possible confiaurations,
 

the actor limits his perspective to those variables relevant to his
 

purpose at a specific point in time and space.
 

We then returned to the literature on power 
 to see what
 

practical help 
we might obtain in developing our insight and its
 

application to the problems of organizing 
for devalopment. Early
 

attempts at relating power to organizations had glven uO concluding
 

that power is such a pervasive concept that it 
was not very useful in
 

explaining organizational phenomena. 
 Very recent literature has a 

renewed interest in power as exemplified by Pfeffer's (1977) work. 

He examines how power is acquired and used in organizations. Since
 

this research began there has 
been a significant increase in the
 

number of articles and books 
using power concepts. (See, for
 



example, Noel Tichy, "'Manaing Str teq ic Change",1983). Our 

conclusion from a review of the Iiteratu-e was th t there is no 

general agreement on what power is and that different types of theor 

are needed for different purposes. 

The concept that seemed most relevant to our purpose was that of
 

power as a form of causation. (See Nagel 1975). Organizing is a form
 

of causation. We organize in order to make things happen that
 

otherwise would not happen. The power concept consists of three
 

components, an actor with a purpose, an outcome he seeks relative to
 

that purpose and the relationship between the actor's purnose and
 

the outcome. The actor could oe any individual, group organization or
 

system,
 

Power is a relationship between the actor's purpose and thq
 

outcome he seeks. (See Chart 3.1)
 

a) Control - the highest degree o+ power, defines a
 

relationship in which the actor causes or prodices preferred
 

outcomes directly. Controlled outcomes are those he can predict
 

to occur with 100% reliability. For example, in a development
 

orogram, baseline activities subject to the control of project
 

staff, the selection of objectives, strateqies, and actions, the
 

construction of roads under a highways project, the planting of
 

seed under an agricultural project, the provision of health
 

services in a health project.
 

b) Influence - the second degree of power, defines M
 

4 . . 



relationship in which the actor is a co-pr~oducet-, rather than a 

producer of preferred outcomes, through influonce he can 

incr'ease the probability of preferred outcomes occurring, for 

example, activities of mutual influence between agencies that 

provide inputs or receive outputs from the project organization, 

e.g., in the case of an agricultural project, a credit bank. 

farmers' associations, a marketing board, other government 

agencies.
 

c) Appreciation - the weakest form of power, defines a
 

relationship in which the actor understands and values the
 

impact of events on the achievement of his preferred outcomes,
 

but can neitlher control nor influence them. or example, in an
 

agricultural project, the manager can neither control nor
 

influence government price policies which affect incentives to
 

produce, nor can he influence established government finance and
 

procurement procedures. He is often 
 subject to political
 

interference, e.g. in selection of staff that he cannot control
 

or influence. He may have to adapt to traditional land tenure
 

systems and their impact on farmer motivation without being able
 

to influence them.
 

Chart 3.2 uses arrows to illustrate the different nature of the
 

three types of power. Appreciative power is represented by arrows
 

moving towards the center symbolizing its receptive nature. Influence
 

power is represented by two headed arrows symbolizing its
 

characteristic 'give and take' nature. 
Control power is illustrated
 

by an arrow moving outward from the center indicating its direct
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impact on 
its immediate enlvil'onient. 

Power is the "umbrella" concept, 
 and - ppreciation. influence 
and control 
 are different degrees and qualities of power under that
 
umbrella. 
 (See Chart 3.3). Power is it
not absolute 
 is always
 
relative. E.g. We may have power relative to persuading 
someone to go
fishing; 
 we may not 
have power to persuade the same oerson to give
 
up his job. 
 Our power is always relative to an 
outcome 
we desire.
 
Chart 
 illustrates
3.4 the relative nature of 
the three types of
 
power. 
 If the actori.e. 
manger has 
 control 
over 
all the necessary
 
elements 
 he can produce the desired outcome directly. Por example,
 
he controls the budget and resources allocated 
to him. 
 If he has
 
influence 
he can only co-produce the Outcome either with the help of
 
others or after other 
 outcomes 
haive been 
 achieved. 
He can onlyi

influence 
extension 
agents who rJo 
 not work directly for him to
 
increase their 
 schedule 
of visits 
 in order 
 to improve 
project
 
performance. 
 The nature of 
ilf;luence is indirect causation. 
 In the
 
case of appreciation the outcome 
 is pro.duced 
 by other people 
 or
 
events 
but affects 
 the actor 
or manager. 
 The same manager of 
an
 
agricultural project can 
only appreciate 
the work of 
 agricultural
 
researchers 
who produce products that in the future might completely
 
change the way such projects arc carried out. 
 The manager's 
power

consists 
of understanding 
 the likely affect of 
the elements on 
his
 
performance. 
To the extent that he appreciates 
 the nature 
of the
 
effect he is 
more powerful than 
if he had no appreciation.
 

The power of 
any actor consists of 
the sum of 
his appreciation,
 
Lnfluence and control 
(P=E (A.I.C.)). 
 Even though the manager 
 does
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not control all elements that affect performance he does have soam
 

degree of power over all elements.
 

The actor's power field defines his relationships with his
 

environmenL. He has control over his internal 
environment, he has
 

influence over part of his external environment and has to appreciate
 

the remaining part over which he has no influence but which still
 

affects his performance. In practice this concept of power is very
 

liberating because we generally equate oower 
with control. If we do
 

not have control we believe we are pow'erless; Such thinking pushes
 

us towards the "bureaucratic" or autocratic forms 
 of management in
 

which 
 we try to control everything. We ignore the environment
 

because we know we cannot control it. We give uo our powers of
 

influence and appreciation.
 

Though control provides us with the greatest deqree of power
 

there are relatively few thingn we can control. Control 
is our most
 

limited, though most intensive source of power. We have many more
 

sources of influence, every relati.:nshio we have both of informal
an 


and formal nature is a source of influence. Appreciation, though the
 

weakest form, provides an infinite source of 
power. The potential for
 

creating a better understanding of -.ur environirient and the factors
 

that affect the achievement of 
 our acals is virtually unlimited.
 

Appreciative 
power is the source of new vieions, of innovation and
 

creativity.
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PART II.: TECHNOLOGY FOR ORGANIZING
 

CHAPTER 7:APPRECIATIVE APPROACHES
 

(Learning)
 

In the three chapters of 
Part I we developed an understanding of
 

the current state of organizing for development and outlined 
a new
 

theory of organization more suited,
to the nature of development work.
 

In the three chapters of Fart II 
we elaborated the theory into a
 

general model of organizing which consisted of 
thr-e levels, the Su

perior, focal, and subordinate, linked by three processes, learning,
 

politi.cs and planning. 
 In the last three Chapters of Part III we
 

will provide illustrati.ve technology for putting the theory and aiodel
 

into practice. Because the learning, political 
and planning processes
 

have a great deal of similarity at each of 
the organizing levels,
 

Chapter 7 will 
discuss technology for the 
 learning phases 
 at all 

levels of organization, Chapter 8 will concentrate on 
power relation

ships or the political phases, 
 and Chapter ? will provide a s..mjiarv 

of all phases and recommendations for action, 
 what can be 
 done to
 

implement the theory, model 
and technology in the current 
state of
 

development.
 

A. Technology for Design of the Appreciated Phases
 

Selection o+ technology to carry out 
appreciative work has to
 
take full account 
of the special 
purpose of appreciation and the
 

characteristics of 
appreciative power. 
 The purpose o the apprecia
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tive phases is to create a climate in whicrh it is possible for the
 

organizers to understand the reality of their situation and it 4
 

potential free from the constraints of their own interests, roles and
 

agendas. Its objective is to draw meaning and a 
sense of direction
 

from an understanding of the image of 
reality that ererges. The or

ganizers have to 
be very receptive to ideas and possibilities that
 

could b strange and even threatening to their own particular point
 

of view or interests in the situation.
 

Power differences and attempts at 
 control are the greatest
 

enemies of appreciative work. 
 A climate of fear or cauilon because 

of the presence of power differences in the group destroys the neces

sary free flow of ideas ano the receptivity to learning. The function 

of control is to close down options to apply constraints and 1.
4
 

equally inimical to the process of appreciation. A key criterion in 

choosing appreciative technology is its ability to overcome power
 

differences and avoid premature 
attempts at control. 
 A second
 

criterion 
 is the ability to open creative potenciai, to enable or

ganizers to see the realities they face 1-n t bi-oider. deeper end
 

richer perspective.
 

The appreciative process creates new images 
o reAiity, shares 

and tests them, and then reduces them to parameters of action. Be

cause new *-ppreciations call for creativity, Lye ioo:: to the creative
 

arts for inspiration. Art. in +act, fu.lil].s 
an appreciative role 

for society. Artists :ielp us to see reality in a more profound or
 

enriching way. Thus in the world of mind we can '.tse our imagination,4 

our artistic and poetic skills to envision, describe and communicate 



new possibililies. 
 In the human v-corld we can use role-playing ana
 
simulation 
 (the performing 
arts) to create richer appreciations of 
actual and potential interrelationships. In 
the physical world 
 we
 
car experiment, 
research 
 new forms 
 and build new models. We can
 
change our physical setting, 
 as in the case of the Colombians who,
 
when trying to appreciate The possibilities for 
integrated rural
 
development, 
 made a 
trip to Mexico to actually see a program in 
 ac
tion. The use of 
soap operas in 
Mexico to convey the message of birth
 
control is another example of 
creative appreciation in the service of
 

development 
 objectives. 
 The possible modes and techniques +or 
im

proving the appreciative process 
are virtually limitless.
 

In practice our use of appreciative techniques is fairly limited
 
because of 
our bias towards the rational 
and the controllable. 
 We
 
rely primarily 
on investigative 
research and formal 
evaluation to
 
provide appreciation. 
on 
books and reports for dissemination and 
 on
 
experts to delineate lines of 
action. In practice, it is possible to
 
bring 
a much wider variety of techniques to our policy making. Exten
sive use, for example. can be m .de of 
arouo process 
to tap into so
cial and political appreciations. 
The group processes themselves can
 
bring in aesthetic 
and spiritual dimensions through the use of 
im
aginative techniques, idealization, 
drawing images, 
 and L S of 

metaphors and myths. 

The importance of 
diplomacy and reduction of 
power differences
 
to effective appreciation implies considerable use of 
 face 
to face
 
meetings, because these are the most 
effective in 
developing accurate
 
inferences about real 
purposes and 
levels of commitment. 
 Yet, it is
 



amazing how many development organizations and pltn! are created 

without major stakehoiders being consulted. Becaus e in large 

projects, the designers may not be able to meet individually, face A
 

face with every stakeholder, alternative means of group meeting,
 

large seminars and conferences should be considered where possible.
 

Search conferences, as described by Emery 1974 provide one ap

proach fo- solving this problem. An essential component of the
 

Search concept is tnat there is no attempt to move towards a prear

ranged output. The task is to better understand the nature of the
 

issue Linder discussion. The participants are anyone wno has shown
 

active leadership in relationship to some relevant aspect of the
 

problem area. The design of the process ;s fairly stai: intensive
 

and moves systematically to develop a shared appreciation of the 

problem. In effect, -it places the problem(s) in the center stage an4 

develops a view of the appreciated, influenced, and controlled en

vironments of the problem set. It might involve the participants 

developing an image of how ideally they woula like to see the 

problems resolved. The constraints to implementing such ideals are 

then examined, and the whole notion tested against reality. The 

Search conference does not move on to alannina for actual problem 

solution, but miuht identify the stakeholders with the interest to 

pursue further action. (The Search Conference is specifically a 

learning proces3 at the appreciative level i.e. an (e)valuative
 

process)
 

-
R.L. Ackoff's (1974) process of "idealization" or interactiv
 

planning shares many of the same roots as Emery's work. However, be
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cauSe i t deal s wi th the redesi an of a specific 3vstE.,r. it can1 mr:r 
readily be used where a Search Conference leaves of4. Although it is 
designed to generate an 
appreciation of 
the system and 
as 
a means 
 to
 
identifying 
 and involve 
stakeholders 
its emphasis is 
on planning,
 
i~e. specifying the outcomes of the process. 
 (Thus interactive plan
ning moves from "evaluation" to "policy" it 
also includes 
steps to
 
continue 
the process through to implementation, 
 "operations") 
 The
 
process has been used extensively to facilitate policy 
planning 
for
 
Corporations 
or specific agencies of 
government.
 

The basic 
 idea behind 
 idealization 
 is to free the planning
 
process from the constraints of 
the past and present (i.e. free our
selves from control). 
 If 
we free ourselves from such constraints we
 
can, in effect, create or "redesign the future". The system being
planned 
 is created as 
 though 
 from scratch in 
accordance with the
 
ideals and values of 
those taking part in the design. 
 Ackoff's work 
sets out the premises of 
the design philosophy, 
a rationale for its 
use, and suggested proceoures for implementation.
 

The Search Conference and 
Idealization are processes useful 
 for
 
the opposite ends of the design of 
the appreciated 
level of organiz
ing. 
 The Search Conference emphasizes the learning part 
(evaluation.'
 
and Interactive Planning the controlled part 
(policy).
 

B. Planingas Oranizing:- The A~roach to Enerqy io Colombi-a 

The most complete use 
 o+ the organizing 
 framework 
 has been
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ironically, in the power 'i.e. electricitv sector- o-r Lroj.mi a. The 

process used succeeded in re-designing the nvironmen of the sectr

by linking reforms to 
the whole energy sector and its relationship to
 

macro-economic planning. 
 In this sense it provides an 'example of
 

development organization, the re-design of 
environments to contribute
 

Similar pf-orts have been
 

to productive enterprise. Workshops based on the organizing 

framework and used to carry out the "evaluation" and "appraisal" 

phases of the approach were particularly successful and drew con

siderable attention from other sectors. 

begun in the Information and Transportation Sectors. 
 In the follow

ing section we will describe the overall 
approach used in the Energy
 

Sector and then concentrate in particular on 
the d.=irgn of apprecia

tive 
.workshops using the Information Sector workshop 
as the concrete
 

example. We do not 
mean to indicate that the particuliar approach 
 or
 

choice of technology is the best 
or only way to do appreciative work
 

the examples illustrate 
one way that incoroorates all 
of the prin

ciples of the theory outlined in this book. 
 Tne extensive use of 

workshops reflects the tentative nature of support or innovation. 

It 
is much easier to obtain support for a discrete orqzni-inq event
 

lasting three days than it 
is for a new organizinq process that might
 

last three months or three years. 
 Like most innovations. the ex

perience in Colombia has been a grass roots proce-- t-jith no Fortn-al 

backing or resources. Resources for the innovative prart havei come 

from the extra time and risk that practitioners and 'believers' have 

contributed. However, from the point of view of demonstration or' the 

theory in action, a workshop is a complete organizing event, and be

cause of the holographic nature of the organizing cycle, illustratel
 

all levels, processes and phases of org.anization.
 



C. The International Energy Baefk-qround - The Appreciated Environment.
 

Prior to the oil crisis of 
the early seventiea few developing
 

countries paid attention to planning of the energy sector 
as a whole.
 

Until the 
 late 70's planning consisted of a compilation of the sub

sector plans, electricity, coal, petroleum, gas etc. Within these
 

sub-sectors the electricity sector, because of 
the long lead times
 

required for its investments, generally haed 
the most sophisticated
 

planning system. In most 
 developing countries, even to day, the
 

countries' best planners are generally found in the oower 
sector. The
 

emphasis of 
such planning, however, is primarily technical. It con

cerns itself with forecasts of demand, supply by sources, plant
 

utilization, reserves etc. There is 
no attempt in such planni'g to
 

deal with non-technical 
issues such as institutior,al development, so

cial, political or environmental impact. Similarly, the emphasis is 

on the production of the plan rather than on the crganizing process
 

to moving from plan to implementation.
 

The oil crisis forced most developing countries, who were hard
 

hit by the increased costs of imported oil, to lo.ok at 
 the energy
 

problem as a whole. The initial 
-itempts consisted primarily o+ ag

gregation of the plans of the sub-sectors at the national level. In 

many countries this was the first time Lhz't entities involved in oil
 

and coal were involved in planning.
 

The aggregation of 
the plans of the various sub-sectors is even
 

to-day the most prevalent form of planning for the energy sector.
 



There has been a 
growing awareness of the limitations (of this ap

proach, particularly, that too mucn 
reliance is placed on the 
en

terprises and the demand side of 
energy planning. Several autho 4
 

(e.g. Del Valle 86 
) have tried to shift the focus of energy planning
 

in two additional directions at the same time:

a) from the sector to the national level where the supply side
 

of energy can be planned for, and where energy policy formulation
 

can be better driven by the 
more general national social,
 

economic, and politic values of 
the country as a whole and
 

b) to the local level where energy planning can become more
 

driven by the needs of local 
users in their natural habitats And
 

where non-traditional and non-commercial forms of enerqv can 
 be
 

tapped.
 

These ideas are just now beginning to be put into practice and
 

only in the most innovative of 
 settings. In nost aizveiooi4
 

countries the attempts to develop 
a holistic approach to energy plan
 

ning, such as envisaged by the organizing frFiework, 
 are fairl,
 

rudimentary. 
 They lack the basic information on which to formulate
 

policy (appreciation), 
 governments lack the institutIonal means to
 

resolve the conflicts between the interests of the various 
sub

sectors and the national interest (influence) as well as the institu

tional capacity 
to ensure that the energy enterprises are acting in
 

the national interest,(control).
 

The international 
agencies have found themselves with similar
 

limitations, they tco 
tend to be organized along sub-sector lines.
 

Recognizing the problem they started to create new energy department
 

which attempted to develop aid along more 
 holistic lines. However
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the new energy departments have found themseves in the 
same Positio 11
 
as their counterparts in 
the countries, 
 they have relatively little
 

w
po er 
to overcome the rivalries between the powerLut 
sub-sectors.
 

In terms of the organizing framework the emphasis 
has been on
 
the planning process at the control 
level. The development of 
over

all managerial capacity 
for policy and strategy formulation has
 

received much less attention.
 

D. Te 
 Colombian Enery Experience 
The Influenced Environment
 

The 
 Colombian experience with energy planning has not been too
 

differet from that of other developing countries. 
 It 
has one of the
 

longest traditions in planning but has been 
no more successful 
 in
 
pulling 
 together economic plans to guide sectoral 
activity than "ost
 

othw'countries. (Urutia 1986).
 

Planning for energy has been carried 
out on a sub-sector 
 oasis.
 

The electricity 
sector is probably the shining ev,':npie oi this type
 
of planning. 
 Up until the early 1970's planning for the sector con

sisted largely of the independent investment plan- o 
 the utilities
 

of the three major cities, 
 Bogota, Iledellin :And 
Lzal. A second phase
 

of planning encouraged physical 
interconnection ano 
'oordination 
be

tween the enterprises and resulted in thE 
creation o+ ISA, 'A Cor
poration to 
 manage interconnections 
between the utilities). The
 

degree of coordination, however, 
has not 
yet been e:.tended to include
 

financial integration. 
 The enterprises resisted the loss of 
control
 
brought about by the creation of 
a new level of coordination 
and it
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took pressure from the World Ban:: to ensure the vormation o+ ISA, in 

1967. Even then the decision was only accepted b% =.i1owinq the ma4* 

utilities to have veto power over any decisions made by ISA's Board.
 

Today several agencies are legally 
assigned the function of par

ticipating in the preparation and approval 
of plans for the sector;
 

ISA, the 
 Division de Energia Electrica of the Ministry of Mines and
 

Energy 
and the Consejo Nacional de Planeacion Economica 
y Social,
 

CONPES. In practice it 
has been ISA's Shareholders General Assembly
 

who approved the plans 
 which were automatically approved by 
 the
 

Departmento Nacional 
de Planeacion 
(DNP) and included in the national
 

Plan for Development by the CONPES.
 

It was probably the 
double punch created by the discovery of
 

substantial over capacity in the sector and the devaluation ot thf 

peso, from 90 to the dollar to 190 in 198? (effectively aoubling thW 

external debt of the sector). that signaled the deathr toll for the 

narrow sub-sectoral 
 and technical 
approach to energy planning. It
 

dramatized the effect of 
the external environnment on sector plans and
 

revealed its faulty assumptions on demand, 
on the opportunity cost of
 

capital and the inflexibility of supply built into the 
 heavy depen

dence on large hydroelectric projects.
 

The Estudio Nacional de Energia.(ENE) was the principal Colom

bian response to the energy crisis. 
The Study was carried out by a
 

firm of Colombian consultants with tecnnical 
assistance from German
 

experts financed by FONADE. The study carried 
 out an extremely
 

thorough analysis of 
the energy sector as a whole and of each of 
i t4 
component parts. 
 It created models for analysis of the interaction
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between each of the sub-sector75. However, the Dri-nipei e +ect of th A 
report seems to have been in improvement of the country's intorm 

tional and analytical capacity. It did not succeed in having the in

stitutional problems that are at the heart of the sector addressed. 

Nor was it successful in linking the process of carryina out the 

study to the political decision making process within the government. 

Thus when the government changed its findings were largely ignored. 

In April 1985 the Colombia Division of the World Bank. in seek

ing to assist the Government of Colombia in addressing tnese issues
 

decided to try a new approach based on the organizing frameorke: rne
 

resulting approach was used by the Senior Loan Officer for Colomole 

(Turid Sato) as a conceptual framework to guide her work with thr 

Colomdians to deal with the crisis in the power sector. 

E. Learning at the Policy Level
 

In January 1985 the Minister of Finance appealed to the Bank 

for help in what he perceived to be a serious financial and institu

tional problem in the sector. The Senior Loan Officer convened a
 

meeting of all the Bank stakeholders to carry 'lut : zv-limatic 

"learning" process to decide how Ihe Bank should resper.. The mieet

ing tried to evaluate the real causes of the present sit.tat orn and 

develop preferred future scenarios. rhe meeting cc-n'luded that t:he 

root causes of the present crisis lay in the lack !+ national leader

ship, in the weakness of the national level to deal with the powerful 

regional forces and produce coordination between them in the national 
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interest. A number of solutions viere proposed but the meeting recog

nized that any outcomes hAd to be "valued" by the Colombians them

selves before their commitment to action Could be obtained. The group 

then recommended that Colombians should go through their o 4n learning 

or evaluation exercise and come up with their own outcomes. 

They decided to ask the Colombians to organize a workshop and to
 

invite stakeholders from all three levels of environment affecting
 

performance of the sector. The Colombian officials and the then
 

Resident Representative expressed enthusiasm for the idea of a
 

workshop and indicated who should be invited. The Ministers of
 

Finance, National Planning and Mines and Energy decided to jointly 

sponsor the workshop. The Bank's role was confined to designing the 

voorkshop and engaging outside facilitators to run it. Aorximaily 

sixty particpants attended the workshop. They were rirawn from 4 
bipartisan list to represent three levels, the surerior or national 

policy level, consisting of the three sponsoring Ministries, (the ap

preciated environment) the collateral level consisting of the Heads 

and key staff members of other energy su.-eotor --. Carbocol, 

Ecopetrol etc. (the influenced environment), and the subordinate
 

level consisting of representatives of the key institutions within
 

the power sector e.g. the Regional utilities 'tte controlled
 

environment). Consumers were represented bY .Zeveril Congressmen and 

Senators. Similarly several academics and consultants with knowledge 

of the sector were invited. Three members of the WI:jo-td Bank and the 

IMF were invited as observers. 

The workshop took place in Santa Marta in June 1985. It was 
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designed as the first of the three steps o+ the Dolicy making 

process. (See Chart 7.1). it wa= an evaluative or learning e',ercise 

rather than a decision making meeting. The workshop was organized 

into three basic parts illustrated in Chart -,2 (The rationale for
 

the design of the workshop will be discussed in the next section.)
 

The creation of an ideal future for* the sector, an examination of the 

present situation to determine the constraints and opportunities for 

moving in the desired directions, and then a search for options to
 

move in the direction of the ideal. 

To achieve these objectives with sixty people reauired work in
 

sub- oups and a high degree of structure.. It was the first time -much 

methoology had been used in Colombia. Initially, there was. a con

siderable resistance from the more technical level of the Loiorsi.an 

counterpart team, they believed that the Ministers, esreciaily. .OUICu
 

not conform to the discipline required by the systematic aporoacn ,tr,d 

group work. The facilitators appealed to the particpntz:-,or foi'eri.

tion with the design for twenty four hourS o f thetree ,1L.' .. cier. 

and offered to change it then it: if : -ia rn.t '..o ;.-., :.,!,I,.- i-:. : ..1 :*: 

the aample set by the M1inister of Nines zrod !rJ,. th pr.ic_ pant= 

did accept the discipline of the -'vvp t ,.T.i c rrQr ' - . , 

was a success. The L-or:ki hunoP 7r-.;rc,*..d ::- . ,'i-,-. '.,rNJi;vn o ,?r

ganizing process. t !, I I :.,, .p . iin no 

phas-- and tri. ed 4:. t-4Ve I LU - i, . 1,- 1.f I-, .-- : , I..-. n.'-i nd 

pol ib c.. I (.zc,.-.tor -, 1- i. : 1z:i.i t hz3_ 1- .,'.-t 1 j.f; ,'' . ....,, . !.' 1 1, r,,, t 110 

ideahz aLiun .ec'tcise tde . iir r.i " , *Jdstroyed and the 

particprnt= stripped of ficrmaz :ndtheir xt-d.,,-asked to play the 

role of c,-frocerned Colombian citi-ons, ,.,ltti 'eual tatus, tryino to. 
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produce the best design ;c.tssile :0o-thel- countr',. The desigr 

helped minimize dysfunctins4 political conflict 1,I-ni e iucceeding it, 

dealing with political issues. The ideali,:ation exercise enabled par

ticpants to bring their ideals and values into play. 
 It enabled bach
 

to be involved in acts of 
leadership in which 
 he overcame 
his own
 

parochial interest for the good of 
Colombia. It developed a deeply
 

felt appreciation of the problems and hope for the future.
 

The broader environmental persoective taken was able to reveal
 

that most of the problems could 
not be solved by measures taken 

within the internal or controlled environment o th. 
 power sector.
 

they had their roots in and could only be resolved tnrouon participa

tion with external 
actors or stakeholders. For e:ample the iector 

was organized along regional lines and was unable t:o tai.- into ac

count a national perspective. 
A new "rector" was required to mediate 

between the interests of the sector and those or the nation. In ef

fect the participants recognized the need for 
 -
!nn "I*Ul t-nce level
 

between the the "appreciated" level of macro-econirtic policy forrmula

tion, and the "controlled" level 
of energy -ecior ",petr-t.ons provided 

by the enterprises. The new level would provide the missing level of
 

strategic planning 
between macro-economic pl~nning, 
 and the opera

tional and investment plans of the enterprises. For this approach to
 

succeed the National orqanizations involved in 
plinninq or regulation
 

of the sector would have to be strengthened. p. Ministry of Mines
-.


and Energy. the Planning Department, and the ltnistrv of Budget. 

Attention to the social, 
 political and symbolic aspects of 
the
 

desiqn process helped to raise the emotional end spiritual level of
 



participation and pro-uced PO+,'er+fu ground swei aof ener,'y and sup
port for the new policy directions that was referred to as 

"Spirit of Santa Marta". 

The second or political phase 
of work 
 at the policy level
 
relies 
on diplomacy 
and leadership. 
 In this phase 
 the various
 
stakeholders begin to formulate their positions as a 
result of 
 their
 
new appreciation. The issue of 
how much leadership each will take and
 
how much they are willing to commit to or 
oppose the directions indi
cated 
are addressed in very subtle ways. 
 It is 
a phase that cannot
 
easily be formally managed. 
 Basically, one waits 
to see if 
the chal
lenges of leadership posed in the first phase are 
accepted. 
The per
sonal. 
and political nature of 
the activities also makes it 
a dif
ficult to record or 
describe. 
Much of 
the relevant information nevi
 
becomes public knowledge. 
 We can only indicate 
the apparent outcomes
 
of 
the phase and occasionally infer reasons. 
 Often the outcomes are
 
revealed 
as much 
 by what, the stakeholders choose not to do 
 as much
 
as by 
what they actually do. 
 In terms of l.adership DNP (Planning)
 
appeared to pull back from taking a 
lead. It recognized its limita
tions 
in contributing to 
 energy sector planning and requested the
 
Bank for assistance in improving its approach to energy sactor 
 plan
ning. The Minister of Mines and Enciry 1:ook tt- principle leader-ship 
role and 
 went forward 
 as far as Vf 
 could with the recommendations
 
from Santa Marta. 
He carried out 
three o.rf-site work:shops within the
 
sector 
to review the findings 
and obtained commitment to putting them
 
in practice. 
 He moved to 
 strengthen the government role by 
re
organizing the Boards of 
ISA, ICEL, (the poorest performing entity in
 
the sector, 
 the institute responsible 
 For rural and 
 small 
 town
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electrifIcation., and the utilities. H order-d I'A to :reate a p1.*
for reorganization of markets and submitted a bill to Conqress to e
tablish 
a separate regional utility for 
one o+ 
the poorer regions ,o4 
the country. 

The World Bank tried to resolve its own 
internal difficulties of

developing 
 a 
 common approach between the five groups concerned with
 
energy and also to come to terms with the new approazh which had been

received with 
a mixture of 
reactions that moved 
from hostility, to
 
skepticism, curiosity and eventually qualified support. 

There 
was 
some fear both in 
the Bank and Colombia, 
 from those

who dLd not understand that the workshop was 
only the +irst step of 
a
 
total process of 
organizinq, 
 that all 
future actions 
 in developing

policy and strategy would be handled in open workshop forums. They
feared that groups'without responsibilit, might end up taking deci
sions for Ministsirs and managers who had responsibility; or that theWorld Bank might use such meetings to itsinsert own views on policy
and strategy. 
The Bank, however, 
 agreed to maintain its posture of
 
taking 
 leadership in facilitating the process of policy and strategy

formulation but not 
to have direct input 
 on the content 
of those
 
policies and strategirv. 

The Minister of Mines anid Enery (Ivan DuoUe de Escobar) took up 
the next steps of leadership. 

a) He asked the Eank for supporz of a study to formulate policy 
for the Energy Sector, and
 
b) He requested a loan to deal with the financial and institLt



is interesting to note that
 tional problems of the sector. (It 

two years earlier the Colombiar-s h-:d turned dow4n -An of fer for 

in the BRnk/UNDP Energy Assessment programw
participation 


were activated 
to' meet the
 
was these funds that
Ironically it 


request)
 

(the "rector"
 
c) He decided to set up a Technical Energy Board, 


suggested by.the Santa Marta workshop). It would contain as sug

of three
process, representatives
gested by the organizing 


the sector
national level (appreciative),
levels; the macro or 


the enterp.,ise or institutional 
level
 level (influence) and 


(control) - (IUSA, Carbocol, Ecopetrol etc.))
 

was at this point that the effort to solve 
the problems of
 

It 


were formally elevated to include the problems 
of
 

the power sector 


the.
 
its influenced environment, the energy sector. From 

this point on 


we define an t,
 
the effort became "developmental" in the sense that 


to
 
The problem was one of re-desigrnina the energy 

environment 

book.. 


the enterprises in the national
 improve the productive capacity of 


to obtain im-

The task involved making better bridges,
interest. 


interest and producbetween legitimate national
proved mediation, 


the energy sector enterprises.
tive efficiency of 

F. Learnina at the Stratg.ic Level
 

is to identify the
the strategic level

The principle function of 


social and polItical factors that affect
 most influential technical, 


in the directions identified at the policy level an"'
 
movement 


and structure for addressing the:m. Many
 
on a strategy
decide 
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strateoies and multiple -Atructures need to be examined before 

best fit can be obtained.
 

The complete organizing cycle at 
the strategic level 
 hnvolveq
 

movement across the three phases of 
learning, politics and planning.
 

The learning phase called an 
"appraisal" 
(See Chart 7.1), was carried
 

or.ot, initially, within the Bank. 
 The Country Programs Division
 

brought toagther staff 
from the five separate Jivisions in the Bank
 

working on Colombia to identify the most critical 
factors involved at
 

each of the three jevels, macro, sector 
and enterprise. These ideas
 

were then 
 shared with the Bank's Colombian counterparts who in turn
 

added their own 
list of critical factors.
 

Agreement was reached on 
conducting a study. 
 During two meet

ings held in Bogota the objectives of the study 
, its role in serving 

as a strategic appraisal of 
the energy sector, its linkage to macro

economic policies and to plans for implementation by the operational
 

institutions, were outlined. 
There were three primary objectives for
 

the study:

a) To test the basic directions indicated by the Santa Marta
 

workshop and formalize the decisions that need to be made by'the
 

national government with respect to the sector.
 

b) To examine strategic alternative= for the role of the sector
 

in relationship to the national 
economy, as well 
as the role and
 

relationships of earh of 
the four sub-sectors.
 

c) The third objective was to 
test 
the different organizing ap

proach to carrying out 
the work, i.e. by developing a different
 

working relationship between the World Bank and the Colombians.
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The Administrator shall appoint an advisory committee
 

composed of individuals from nongovernmental organizations who
 

have experience in implementation of micro-enter*prise credit
 

projects in developing countries to assist the Administrator in
 

developing the guidelines for this program. 
The conferees expect
 

the Administrator to report to the Committees on 
Appropriations
 

on 
the Agency's plans and proposals for implementation of this
 

program no later than March 31, 1988.
 

Sub-Saharan Africa, Development Assistance
 

The conferees agree to provide $500,000,000 in direct
 

appropriations for Sub-Saharan Africa, Development Assistance.
 

The House had provided $450,000,000 in transfers for this
 

account.
 

The first twenty-five years of independence has seen little
 
real improvement in the quality of life for the vast majority of
 
Africa's people. Indeed, of all the regions of the world, the

economic performance of Sub-Saharan Africa has brought the least
 
in terms of economic results over this period of time. 
 The
 
causes for Africa's poor economic performance are varied. Any

listing of those causes would have to 
include the pursuit of
 
inappropriate economic policies, often exacerbated by donors and
 
adverse developments in the world economy over which African
 
nations have little control; rapid population growth; recurring

natural disasters and the resulting erosion of the natural
 
resource base; resource constraints that have inhibited the full

development of human resources; conflict and instability; and the
 
legacies of colonialism.
 

The need for a process of long-term development in Sub-

Saharan Africa that is equitable, participatory, environmentally
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sustainable, and self-reliant remains compelling. 
 To achieve

these objectives, the conferees are in agreement that there must
be fundamental changes in U.S. assistance programs for Africa.

Two types of changes seem especially urgent:
 

1. First there must be an assured and stable source of
funding for Africa. 
To achieve this objective, the conferees
 
agree to establish a separate funding account for Africa.
 

2. 
 Second, there must be authority to implement programs

in Africa in 
a more flexible fashion. 
 To achieve this objective,
the conferees agree that these funds may be used for any economic

development assistance activities under the Foreign Assistance

Act of 1961. 
 The language of the bill specifically refers to
"critical sector priorities." In addition, the conferees have
provided greater flexibility in the procurement of goods and
 
services with these funds.
 

In addition, two other points need to be reemphasized:
 

1. First, the role of voluntary agencies and international

organizations should be emphasized. 
Thus, in programming funds
for Africa, the conferees expect AID to consult on a regular

basis with African and American private voluntary organizations

that have demonstrated their effectiveness in helping to address
the development problems of Africa at the community level, and to
involve these and other international organizations in U.S.
 
programs, projects and activities to the extent appropriate. In
addition, emphasis should be placed on programs, projects and
activities that help the poor majority of Africans in addressing

their own problems.
 

2. Second, there is a continuing need for better

international cooperation and coordination of African aid
 programs generally. 
While this issue is not addressed directly

in our recommendations, the conferees encourage A.I.D. to
coordinate its programs closely with those of the Multilateral

Development Banks, United Nations agencies, other government

donors, and private voluntary organizations.
 

Because of the expanded flexibility accorded In the use of
these funds, the conferees wish to emphasize a number of points.
We believe assistance for Sub-Saharan Africa should focus on
certain critical sectoral priorities, including: environmentally

sustainable agricultural production, with special attention to
the role of women; health; voluntary family planning; education;

public administration and finance; 
and income and employment

generation. Assistance under this heading should be provided in
the form of direct interventions to enhance human welfare as well
 as indirectly through sectoral support designed to alleviate

specific policy, institutional 
or resource constraints in a

recipient country's economy. 
It is expected that these

approaches would be integrated into a single country strategy
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whose different components complement one another and where the
 
potential short-term adverse affects of a change in policy are
 
appropriately taken into account.
 

The conferees do not earmark funds for particular uses.
 
However, since most of these funds will be used for projects that
 
primarily address long-term constraints to development, it is the
 
conferees' expectation that AID will allocate at least the
 
equivalent of 10 percent of the funds appropriated by this
 
provision for Sub-Saharan Africa for the following activities:
 
(1) maintenance of the natural 
resource base, including

agricultural activities which directly support this purpose, (2)

improvements in health conditions, with special emphasis on 
the
 
needs and education of mothers and children, and (3) voluntary

family planning. The conferees encourage AID to 
use resources
 
available from this funding as well as 
its centrally funded
 
programs to achieve these levels.
 

The conferees also recognize that effective long-term

developnent requires the support and development of indigenous

institutions, especially agricultural education institutions, to
 
train and educate Africans to address their own problems. In
 
using amounts appropriated for Sub-Saharan Africa, the conferees
 
expect AID, in consultation with the Board for Food and
 
Agricultural Development, to support programs ,hat would
 
strengthen and develop such educational institutions.
 

African governments themselves have recognized that one
 
major cause for poverty in Africa has been the adoption of
 
inappropriate economic policies. 
 Thus, the conferees agree that
 
up to 20 percent of the funds available under this heading may be
 
used for non-project assistance to support sectoral policy reform
 
programs. In addition, if, during the consultative process with
 
the Committees on Appropriations, the Agency for International
 
Development justifies a requirement for using up to 
an additional
 
10 percent of the funds made available under this heading for
 
non-project assistance in support of sectoral policy reform
 
programs, the Committees on Appropriations will look favorably on
 
such justifications.
 

Assistance for the Sahel will be funded under this heading.

The conferees agree that there are continuing needs in the Sahel,

and encourage AID to address those needs within the funding
 
recommended in this bill.
 

It is the intent of the conferees that provisions of law
 
that make specific reference to the development sections of the
 
Foreign Assistance Act shall apply to these funds also. 
 Thus,

for example, provisions of law that make reference to 
any one or
 
all of sections 103 through 106 and section 121 of 
the Foreign

Assistance Act will apply to funds made available from this
 
appropriation. For example, section 105 of the Foreign

Assistance Act designates funding for assisting victims of
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apartheid in 'outh Africa. i.undi n' rL such act ivities would heder i%\e- from tie ESt and Siib-.Saharan .ft'ica a'c~uilts rather thani
the i-S F and educa tion and himin;1 r: reoiier'es ' I.nr, asstance
 
a(cc)IInIs
 

If this development e ff',r i jr, 'Si -Saharari .\fri.ca is noin-
ach i f-ve i t~, ob.ject Ives, t)e be 

to 
I t ;.e C k f r .. heJ. it. MUs t, a joint

unertaki n: on the pat"l t ie Congrs!s and the Exectitlye Branch,
The con fer-ees expect \ D t) r'gula 171 consult wi th the 
appropr ia t e ( ommi i tt.ees economic utuaon th s ion in Sub-.Saharan
Africa and the efforts being made to erhnance the abilit y of those 
-oun t r i es to achiex'e sf f-ss ta in in: and eu I i.able eccnomic
 

9,rott h .
 

In particular, AID is directed 
to consult with the

Committees on Appropriations on proposed country and regional

allocations of 
funds prior t.o the submission of the report

required by section 653(a) report or as 
part of the annual

conressional present.ation, which explains the proposed

functional aliocat of
ion funds in -'ub-Saharan Africa for eacih

assistance recipient., the ob.jectiv'es to be a,-.hieved 
 fromn .such

assistance, ard the irt.err'eiationsh:p 
 amon-g the various 
COifpontent'; o" AIf)the portfoiio for a country as tn(- related

the achievenient of 

to
 
overall program objectives. Sii.ce a large


amount. of 
 fundin- for Africa is non-country spe ifir:, the report
should also expiain the purposes for which regional funds will be
allocated and the specifie countries that are e':pecr eu to benefiT.from sucih fund ing. Finally, the report. should address, in light.
of the flexibility in the pr-wurenenr. of goods and services 
provided, t he steps being 'Laien to procure AID-finaneed 
commoditie. from the I nited itai.es t,: iie xtent ,onsistent ith 
proqram object ives. 

The conferees wish to encourage a consilitativye process r.hatis informal and self-criticai . Consultations should take place
on a quarterly hasis, and the Committees on Appropriations are
prepared to Jointly participate in these 
informal consultations
 
so that the concerns of each Committee are better understood by
the other. 
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February 5, 1988
 
John Westley
 

A.I.D. "NICHE" IN THE POLICY REFORM ARENA
 

I. Emergence of Concerns with Structural Adjustment
 

-
Policy reforms needed for sustainable development can take
 

place in a short-term, medium-term or long-term context, &t the
 

macro, sectoral or project level.
 

- The primary concern in the 1980s has been with a change in key
 

economic parameters in medium term, or structural adjustment:
 

particularly changes in prices (exchange rates, interest rates,
 

food and energy prices, etc.) to reflect true scarcities,
 

adoption of more outward-oriented trade policies, and reduction
 

in role of government.
 

- Trend in IMF operations toward medium-term (3 years) agreements
 

with broader objectives; increase in IBRD adjustment lending
 

(SAL's and SECAL's) from 3% of total in 1980 to 24% (4 billion)
 

in 1987.
 

II. Structural Adjustment and Equitable Growth
 

- For AID, "sustainable development" is equitable growth (i.e.,
 

growth which reduces poverty, as measured by the percentage of
 

the population below the "poverty line"), on a sustainable basis
 

- For most countries, renewed growth will not be possible without
 

successful structural adjustment.
 

- Structural adjustment, if successful, should bring about more
 

rapid growth; more importantly it will also result in more
 

equitable growth, since the price shifts involved will favor
 

agriculture and the rural areas (where the majority of the poor
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live), and will also favor labor - intensive and small scaie
 

production generally.
 

- Sructural adjustment is a necessary condition for equitable
 

growth on a sustainable basis, and support for structural
 

adjustment is fully consistent with AID's basic objective of
 

promoting sustainable development.
 

III. What does this mean for A.I.D.?
 

- The issue for AID is not whether to support the kind of policy
 

reform involved in structural adjustment, but how, and to what
 

extent.
 

- Except in a few cases where AID has atypically large resources
 

(e.g., ESF in Central America), AID can most effectively support
 

structural adjustment as the sector and pro.ject (rather than
 

macro) levels.
 

-
For the short term, AID can support programs to offset some of
 

the negative effects of adjustment on vulnerable groups (e.g.
 

Title II targeted feeding programs), although programs of this
 

type must be assessed carefully.
 

- For the medium term, AID can support sectoral and sub-sectoral
 

policy reform (e.g. reforms in fertilizer pricing and
 

distribution) through sector loans and grants.
 

-
For the long term, AID can support restructuring in the
 

productive and social 
sectors to provide better access for larger
 

numbers of people, particularly in the rural areas; this is the
 

purp--e of the most current project. assistance.
 

- AID has a comparative advantage in all of this- ;iroas, and in 

the abilit y to integrate variousie-;- woos (ESF, food, local 



currencies) in a coherent program of support 
 for policy and
 

institutional reform.
 



POLICY REFORM LEXICON
 

ECONOMIC POLICIES: Any of a series of government&l ruleS,

regulations, laws, institutional practices and directed resource
 
allocations that affect economic behauior. 
 These policies include:
 

MACROECONOMIC POLICIES: Policies wnich aff'ect the entire
 
economy such as economy-wide prices (exchange rates, wages, and
 
interest rates), regulations (e.g., investment and tax 
cod,4s,

including tariffs), and public sector 
resource allocations
 
(public sector investment plans, fiscal policy, etc.);
 

SECTORAL POLICIES: Policies which have 
an impact only on a more
 
narrowly defined sector, such 
as industry, agriculture, or
 
health. These policies affect the prices of sectoral outputs

(agricultural priceing policies, e.g.), public 
sector resource
 
allocations within -he 
sector, and the division of output

between public and private sector entities.
 

POLICY REFORM: 
 A generic term: the changing (hopefully improving)
 
any of the macroeconomic or sectoral policies defined above.
 

STABILIZATION PROGRAMS: 
 Programs designed to bring an economy back
 
to 
external or internal equilibria, largely by reducing demands 
to
 
available supplies. Thus a stabilization program seeks to reduce
 
the demand for foreign exchange (t~us reducing balance of payments

disequilibria) and reduce aggregatu demand (thus reducing

inflation). These 
programs tend to be short-run (ore to {.hree

years) depending on the size of the disequilibria.
 

STABILIZATION POLICIES: 
 Stabilization programs are macroeconomic in
 
nature; they work on exchange rates (t, reduce imports and increase
 
exports), Fiscal policy (to reducp iolJernment deficits) and monetary

policy (to reduce private 
sector credit and thus private consumption
 
and investment.
 

STRUCTURAL ADJUSTMENT: Changing the structure of 
an economy to make
 
it more efficient in a new global economic environment. In general

this means 
making an economy more open, more market-oriented, and
 
improving the efficiency of the public sector, Structural
 
adjustment is aimed at increasing the supply of goods and services
 
(at increasing economic growth).
 

STRUCTURAL ADJUSTMENT POLICIES: 
 These are both macro and sector-l
 
in nature. They include "getting the prices right," in particular,
the relationship between international and internal prices (exchange

rate and trade policies); 
labor and capital prices (financial sector
 
pulicies); 
and various product prices (price decontrols). They also
 
include regulatory reform for increased efficiency (land titling,

investment and tax codes, for example), as well as public sector
 
reforms to 
improve efficiency (parastatal reform, improvements in

budgeting and planning, improved efficiency within a sector, e.g,

agricultural extension services, etc.) 
 Also included are reforms in
 
government spending allocations both between sectors and within
 
sectors (universities vs. primary education).
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Structural edjustment programs thus includes all policy reforms
 
aimed at increasing supply and long-term growth. 
 These -ograms are

likely to be long-term and depending on the size of the adjustment

could take as long as ten years.
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Macroecoiaini Indicators for S.ectef Adtustba Countries 

Adiustment
 
1973-80 £981 1982 1983 1984 1985 1986, Period
 

Costa Rica
 
Adjustment operations SEC SAL
 
GDP growth 5.3 -4.6 -5.0 2.3 8.0 1.1 2-:9 4.0
 
Export growth 4.6 11.1 -5.5 -1.3 7.4 -4.9 2.4 1.5
 
Cur. acct. balance/GDP -11.0 -15.t -10.4 -9.2 -7.S' -8.1 -5.1 -
Gov. 1dgt. balance/GDP -3.5 -2.9 -9.3 -3.6 -1.7 -z.0 1.5 -

COte d'Ilvoire
 
Adjustment operations S ' L SAT,
 
GDP Growth 7.1 1.2 -3. -4.2 -4.1 4.9 5.4 -0.5 
Export gSowth 3.3 -6.0 -6.0 -10.7 21.9 9.0 7.6 3.7 
Cur. acct. balance/GDP -10.8 -17.4 -13.4 -13.3 -1.0 1.1 -1.2 -
Gov. bdgt. balancelGDP -p.6 -9.8 -13.6 -7.2 -5.3 -0.8 - -

Ghana
 
Adjustment operations SEC SEC SEC SEC/SEC

GDP growth -. 0 -1.8 -7.2 0.7 8.6 5.1 5.3 6.3 
Export growth n.a. -8.9 15.2 -29,4 -15.6 21.0 15.0 5.5 
Cur. acct. balance/GDP 0.1 -1.6 -2.7 -4.1 -2.6 -3.9 -3.9 -
Gov. bdgt. balance/GDP -6.7 -6.5 -5.6 -2.7 -3.1 -3.8 -4.4 -

Jamaica
 
Adj°.tment operations SEC SAL SALISEC SAL
 
GDP growth .-.6 2.5 1.0 2.0 -0.4 -4.7 2.3 0.0
 
Export growth -2.4 -1.2 -3.3 1.9 1.9 -15.1 3.5 -2.5
 
Cur. acct. balance/GDP -6.6 -12.5 -13.7 -11.1 -14.0 -14.9 -7.9 -

Gov. bdgt. balance/GDP 14'.0 -1,3.7 -14.7 -13.7 -4.0 -3.1 -1.7 
 -

Kenya
 
Adjustment operations SAL SAL SEC
 
GDP growth 5.1 3.8 0.6 2.3 0.4 3.7 6.5 2.8 
Export growth 0.1 -4.2 -0.4 1.6 1.9 5.9 10.2 2.4 
Cur. acct. balance/GDP -7.0 -8.4 -4.7 -0.7 -1.9 -1.6 -1.3 -
Gov. bdgt. balanc*/GDP -6.9 -9.5 -6.5 -3.6 -3.9 -5.3 -5.6 -

Korea
 
Adjustment operations SAL SAY" SEC
 
GDP growth 8.6 7.4 5.7 1O.9 0 .7 5.4 11.9 8.5
 
Export gzowth 19.7 15.0 6.5 15.5 10.1 2.1 266 11.8
 
Cur. acct. balance/GDP -5.2 -6.7 -3.7 -2.0 -1.6 -1.0 4.7 -
Gov. bdgt. balance/GDP -1.7 -3.4 -3.3 -1.0 -1.1 -1.5 -1.6 -

Notet All figures are percentages; 1973-80 and Adjustment Period figures are averages.
 
SL/SEC indicates that SAL/sector adjusitment loan approved in that year.

Adiustment Period Is year after approval of first adjustment loan to 1986.
 
Growth Rates are from constant price data.
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aujuug munu; 

Halawi 
1973-80 1981 1962 1983 1984 1965 1986 Period 

Adjusiment operations
GDP growth 
Export growth 
Cur. acct. balance/GDP 
Gov. bdgt. balance/GDP 

4.9 
8.5 

-12.7 
-6.4 

SAL 
-5.0 

-19.2 
-10.8 
-10.2 

3.1 
-7.4 

-10.6 
-12.9 

SEC/SM, 
3.5 4.5 
2.4 27.8 

-11.8 -1.4 
-10.3 -9.0 

SAL 
4.2 

-3.9 
-8.2 
-9.2 

2.2 
3.0 

-6.1 
-11.7 

3.5 
3.7 
-
. 

HauriLtius 

Adjustment operation.
GDP growth 
Export growth 
Cur. acct. balance/GDP 
Gov. bdgt. balance/GDP 

5.9 
5.0 

-6.4 
.-12.1 

SAL 
4.8 

-24.0 
-13.4 
-13.3 

5.3 
11.2 
-3.9 
-9.6 

SAL 
0.8 
0.8 
-2.0 
-6.8 

4.8 
1.5 

-5.2 
-6.4 

7.1 
14.6 
-2.8 
-5.0 

8.4 
9.1 
7.3 

-4.4 

5.2 
7.3 
-
-

Morocco 
Adjustment operations
GDP gcowth 
Export growth 
Cur. acct. balance/GDP 
Gov. bdat. balance/GDP 

6.0 
2.7 

*-9.3 
-10.4 

-1.3 
1.1 

-12.4 
-10.2 

6.8 
0.6 

-12.5 
-14.5 

2.3 
5.6 

-6.7 
-12.6 

SEC 
2.1 
7.5 

-8.3 
-11.8 

SIC/SEC 
4.4 
0.1 

-7.2 
-8.4 

SEC 
5.8 
7.2 

-1.5 
-5.5 

51 
3.6 
-
-

Pakistan 
Adjustment operations
GDP growth 
Expowt growth 
Cur. aect. belance/GD? 
Gov. bdgt. balance/GDP 

SEC 
5.4 
7.0 
-S.4 
67.6 

7.0 
6.4 

-3.6 
-5.3 

SAL 
6.1 

-16.6 
-5.0 
-5.3 

6.3 
15.5 
-1.8 
-7.1 

5.5 
3.8 

-3.2 
-6.0 

SIC 
7.5 

-0.9 
-5.5 
-7.8 

SEC 
7.2 
1.7 

-3.8 
-7.9 

6.6 
4.8 
-
-

Panama 
Adjustment operations
GDP growth 
Export growth 
Cur. acct. balance/GDP 
Gov. bdgt. balance/GDP 

4.6 
6.5 

-9.1 
-8.1 

4.2 
1.3 
-87 
-6.6 

4.7 
-1.1 
-9.5 

-11.2 

SAL 
0.4 

-5.2 
-4.6 
-4.9 

-0.4 
-6.5 
-5.2 
-4.9 

4.7 
9.6 

-4.9 
-1.9 

SAL 
2.9 
-
-
-1.2 

2.4 
. 
-

PhIlivyines 
Adjustment operations 
GDP growth 
Export growth 
Cur. acct. balance/GDP 
Gov. bdgt. balance/GDP 

SAL 
6.2 
7.5 

-4.7 
s-1.0 

3.9 
1.1 

-5.4 
-1.3 

2.9 
-1.1 
-8.0 
-4.0 

SAL 
1.0 
9.0 

-8.0 
-4.2 

-6.1 
8.3 

-3.9 
-1.9 

SIC 
-4.4 
-7.2 
0.0 

-1.9 

1.1 
11.9 
3.3 

-4.5 

-0.3 
3.4 
-
-

Notes All figures are percentages; 1973-80 and Adjustment Period figures are averages.SAL/ISC Indcates that SAL/qector adjustment loan approved In that year.Adjustment Period Is year after approval of first adjustment loan to 1986. 
Growth Rates are from constant price data. 
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Annex 3 

Page 3 of 3 

1973-80 198M 192 1983 1988 Adjustment 
n lad-Adjustment operations 18-95 PeriodGDP growth SAL SAL7.5 6.3 4.1Export growth 5.8 6.2 3.2 3.57.3 4.79.8 -4.5 13.3
Cur. acct. balance/GDP 

13.1 
7.9 7.7 6.1


-7.2 -5.0 -4.1
Goy. bdgt. balance/GDP 
-5.1 -7.1 -2.8 

0.6 -3.4 -3.2 -5.7 -4.3 -4.2 -5.0 -5.2 
 -

Tosto
Adjustment operations

GDP growth SAL 
 SAL
 
Export growth 

3.7 -3.5 -3.8 -5.4 0.7 3.6 3.1
8.5 2.5
-29.7 
 -3.4 -14.3
Cur. acct. belance/GDP 1.0 1.7 1.0 1.2
-9.9 -4.9 
 -1.8 -6.3 -3.3
Goy. bdgt. balance/GDP -16.9 -19.0
- .
-5.7 -8.7 
 -7.8 -7.3 -6.6 
 -9.3 -

Adjustment operations 
 SAL SAL SAL
GDP growth SAL SAL SEC SEC
 
Export growth 

4.6 4.4 5.0 3.7 5.7 5.1 
 8.0 5.3
1.2 67.5 37.7 0.4Cur. acct. balance/GDP 29.6 15.3 -5.4 21.9-4.0 
 -3.3 -1.8 
 -3.7 -2.8
Gay. bdgt. balance/GDP -4.2 -1.9 -2.6 -2.7 -1.8 
 -2.6 -5.4 -2.9 
 -3.2 .
 
Yugos lavia
Adjustment operations

GDP growth SAL
6.3 1.4 0.3
Export growth -2.5 3.0 0.5 2.7
4.5 2.1
4.7 -6.2 0.0
Cur. acct. balance/GDp 11.4 9.4 -0.5 6.6
1.3 -1.0 0.5 2.0 0.7
Gov. bdgt. balance/GDP 

-3.0 
0.5 .
-1.0 -0.1 0.5 
 0.5 1.0 0.3 
 0.4 -

Memp-Item: 

GDGowth
All Developing Countries 
 5.4 3.2
Low-Income Africa 2.1 2.3 5.2 4.7
2.1 5.1 .1.5 1.4
Ifiddle-Income Countries 0.7 -0.1 1.1 3.4
5.7 2.6 . 
Highly-Indebted Countries 

0.8 0.2 3.7 2.8 3.9 5.4 0.4 
 -0.6 -2.9 2.3 
 2.9 2.9 -

ExportAll GrowthDeveloping Countries 4.7 2.0 0.9Low-Income Africa 6.0 11.9 2.2 4.30.7 -4.8 . 
Hiddle-Income Countries 

-4.6 -3.8 0.6 113 4.014.7 1.6 .
Highly-zndebted Countries 0.4 6.3 12.7 1.9 
 3.8 .
0.5 -4.9
1.2 0.7 13.0 -0.2 -3.8 .
 

Note: All figures are percentages, 1973-80 and Adjustment Period figures are average..SAL/ SC Indicates that SWL/sector adjustment loan approved in that year.
Adlustment Period to year after approval of first adjustment loan to 1986.
GrowthRates are 
from constant price data.
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T E ALLEVIATIONFor 
the past decade and ahalf the developing countries have beenincreasingly obliged to adjust their economics to an adverse international economic environment of oil shocks, world recession, and deteriorating terms of trade. These difficulties have been compounded in manycase by inadvisable domestic policies, which have aggravated macroeconomic imbalances. Yet concern over the effects of adjustment policies

STRUCURALevident.STRUCTURAL on the wdfare of poor or vuinemble groups has only recently become 
In their attempts to assist the poor under structural adjustment,policymakers have not been particularly well served by theoretical or

applied economics. Economic theory has neglected the tradeoffs be
tween macroeconomic balance and distributional balance, and appliedanalyses have faced methodological difficulties. In this boo!det we
review a variety of programs that have tried to help the poor under 
structural adjustment and propose a simple framework in which they canLionel be analyzed."
T Adjustment policies may adversely affect the poor in two ways. In

Ad ison 
the short run such policies may reduce the real income and consumptionof poverty groups. A World Bank study compared such initial adverse
effects to a "crossing of the desert," in which those who are least ableto cope with the crossing require some temporary relief to tide them 
over. Second, even over the long term, some poverty groups may not 
benefit from the processes set in motion by the adjustment effort.Adjustment policies will shape development and influence the distribution of income for years into the future and will have different effects 
on the poor.The relationship between adjustment and poverty therefore
extends beyond a notion of social cost that features only short-run
effects. In this review, we try to give as much attention to the potential
for poverty alleviation through adjustment in the longer term as to 
poverty problems during the transition.

Because it is so difficult to me-.3ure the net effects of gains and loses 
among different groups of poor people (Addison and Demery 1985), wedo not attempt an overall assessment of the effects of adjustment onpoverty. But we do assume that it is possible to identify khe particular 

A Mbrld Bank PUblication 



poverty groups whose living standards are most vulnerable to adjust-
m'ent and, in some cases, to take corrective action. Although our 
examples are drawn mainly Efc.ftWorld Bank experience and documen-
tation, we have not tried to assess the overall effects of Bank operations. 

The experiences reviewed here are meant only as illusirations of the 
kinds of programs that have been undertaken to assist the poor under 
structural adjustment. Our purpose is to show that efforts are being 

assistance has played an important part. But the examples are not 
a n hinvolvement 

presented as necessary typical of Bank-supported adjustment programs. 
Examples are also presented of programs undertaken by other agencies, 
where these hold important general lessons. 

Finally, we seek to demonstrate the technical feasibility of an equitable 
approach to adjushment. Although the thornier issue of political feasibil
ity is outside our scope, we recognize that political constraints areg poicy chocepart cul
impotan incirc mscibi rlyduri g dffiultThe 

important in circumscribing policy choice, particularly during difficult 
periods of adjustment. Those groups that are favored by systems of 
market intervention are certain to exert their political enrrgics to prevent 
a move toward market liberalization. These pressures will be critical in 
determining the imperytentation and pace of adjustment. 

Analytical Framework 

This section defines terms and develops a simple analytical framework 
with which to organize empirical material on the alleviation of poverty 
under adjustment. The term "adjustment" has come to be used in a loose
and sometimes misieding fashion (Killick 1986). Itcan refer to the 

objective of adjusting the balance of payments deficit itself, but it has 
also been used to describe the accommodating changes needed in the 
domestic economy to correct the external deficit. We shall take the latter 
definition as the basis of discussion. 

A distinction is Also made betwen "stabilization" and "structural 
adjustment." The former refers to short-run policies that realign domestic 
absorption with domestic supply; the latter, to policies designed to 
influence the equilibrium configuration itself (Buiter 1986, p. 1) by 
making structural reallocations and changing some of the ground ruies 
of production and exchange (through institutional reform or privatiza-
tion, for example). 

UNLUM b-MUCTUKAL ADIUSIENT 3 

As our starting point we take Stewart's distinction between the 
primary and secondary distributions of income. She distinguishes be
pween "primary ldaims on resources which arise directly out of the 
productive process of work and accumulation, and secondary claims 
which result from the transfer of primary claims" (1983, pp. 4-5). This 
distinction helps to direct our attention to the potential role of adjust
dimentin lleiti ert or as the po enially actise
ment inalleviating poverty.Insofar as the poor are economically active,
 
a potential exists for raising their primary incomes through their direct

in the process of structural adjustment. Benefits may also 
extend to some of the nonworking poor who receive transfers from 
family members who work. But if the poor are not economically active 
or do not receive family transfers, the only means of aiding them would 
be through their secondary claims: by increasing their income and 

consmpt ntransradvantage of a strategy that seeks to alleviate poverty by 
improving primary claims is that it can be broadly consistent with the 
objectives of structural adjustment. A strategy that relies on transfer 
payments, in contrast, is likely to encounter the problem that the 
resources for such schemes are at theds"most limited in times of austerity. 
Furthermore, transfer schemes can divert resources from structural 
adjustment objectives. If existing hansfer schemes are modified in the 
adjustment process, however, to be better targeted to the poor, then 

resources might be saved overall and the potential conflict between 
transfers and fiscal restraint reduced. 

A guiding principle therefore would be to increase the productive
capacity of the poor to the greatest extent possible, taking recourse to 

transfers only when astrategy of adjusting primary claims isnot feasible.
 
In this booklet we distinguish five broad approaches to assisting the poor 
under adjustment: 

0 Increasing their access to productive assets 
0 Raising their return on assets 
0 Improving their employment opportunities 
0 Ensuring their access to education and health services 
- Supplementing their resources with transfers. 
The first four are intmded to raise the primary incomes of the poor, while 

the fifth increases their secondary incomes. Conversely, each approach 
identifies a way in which adjustment measures may harm the poor. 



IncreasingAccess to Productive ts 

Pof roductive assets lays a crucial role in getting people 
a principal theme of the "redistribution withgrowth" strategy (Chenery and others 1974, pp. 43-44). The primary

claims of the poor can be raised by increasing their access to productive 
assets. This approach, though not central to a structural adjustment 
program, might be consistent with its obiectives, in that output and 
p ivity may be raised in the process. 

Raising the Returnon Assets 

The primary claims of the poor can also be increased by raising the 
I return on the assets th..hold, especially by increasing output prices andproductivity and reducing input prices. This approach may be imple-

mented through specific policy interventions or broad measures under 
structural adjustment to dismantle market distortions. 

Improving Employment Opportunities . 4L.44 

if the poor possess few productive assets other than their labor,
increasing the,; wages 6access to employment may be the only means 
of raising primary claims. Measures to increase wages (such as minimum 
wage legislation), however, may conflict with the objectives of the 
adjustment effort. Not only would minimum wage legislation usually fail 
to benefit most of the poor in developing countries, it would also tendto reduce total employment. Thus, the thrust of a policy to raise the 
labor incomes of the poor during adjustment should be to increase theiraccess to productive employment. Increasing the geographic and occu-
pational mobility of the poor may be necessary to ensure that they
benefit from the expansion of employment, particularly in sectors 
producing tradable goods, that may result from the structural adjustment 
program. In addition to such measures to improve the operation of the 
labor market, emergency employment schemes may be necessary. 

ZU.)4IEnsuringAccess to Education and Health Services 

The human capital of the poor can be protected by guaranteeing their 
access to health and education services. Such interventions, by "invest-
ing" in the poor, will yield returns in the form of higher productivity
and incumes. But they will also confer gains in consumption and thus 
will partly consist of secondary income claims. 

Supplementing Resources with Transfers 

The preceding approaches assist those among the poor who are both 
economically active and are, or could be, engaged in the production of
traded goods. But in many cases the poor are not economically active 
or are locked in the nontradable sector. Even in working households, 
some family members-young female children, for example--may not 
share equally in the family's resources. In such cases, income or 
consumption transfers may be the only effective means of assistance. 

Before considering these measures in detail, it is importantemphasize the context tothat structural adjustment provides for the 
alleviation of poverty. First, if structural adjustment reduces price 
distortions, enhances competition, and erodes monopoly profits and
economic rents, the iacomes of the wealthy are likely to fall and those 
of the poor to rise. The reduction in market distortions brought about 
under adjustment may therefore enhance both efficiency and equity.

Second, if structural adjustment ultimately promotes economicgrowth, the alleviation of poverty will undoubtedly be an easier 
proposition. But unless adjustment strategies are well designed, the 
benefits of economic growth will bypass some poverty groups. The
challenge facing policymakers, especially in countries with chronic 
poverty, is to direct structural adjustment toward the peor--todntify 
a strategy of adjustment with equitable growth. 

Increasing the Access of the Poor to Productive Assets 

Poor people can share in the process of structural adjustment if their 
access to productive assens i increased. Policies to this end can help both 
to alleviate poverty and to achieve structural adjustment because they 
increase not only consumpticn but also investment. Our review of this 
approach highlights land reform as an important means of alleviating
rural poverty. In many developing countries poverty is principally arural problem, and Ian essne is a rime cause (Griffen and Khan 1977,
Upton 1985. r_9EEW_ t e availabili-y a terms of credit are also 
discussed here as important means of increasing the access of the poor
to capital assets. Our discussion is confined to material assets; the 
provision of health and education services, which can be considered as 
asset transfers of human capital, are discussed later. 

At first sight land reform may seem to be too administratively 



Box 5.9 Agricultural policy improvements in Bangladesh 

Bangladesh shows how the types of policy reforms dis-
cussed in Chapters 4 and 5 can bear fruit on a large 
scale in even the poorest countries. Bangladesh is one 
of the most densely populated countries in the world, 
and its 100 million people had an average per capita 
income of only $130 in 1983. It has fertile soils and a 
relatively abundant supply of water, but few other nat-
ural resources. Situated in the world's largest active 
delta, the country is prone to floods and cyclones dur-
ing the monsoon and droughts during the dry season, 
Agriculture is the heart of the Bangladesh economy, 
generating about 50 percent of GDP and accounting for 
about three-quarters of employment and exports. 

The government's policy reforms began in the late 
1970s under exceptionally difficult circumstances. Af-
ter the war for independence, agricultural production 
declined, domestic food prices rose well above world 
market prices, and rural wages fell in real terms be-
tween 1971 and 1975. There was a famine in 1974, and 
Bangladesh became heavily dependent on food aid. 
Although growth in annual agricultural production 
picked up to 3 percent in the late 1970s, output in-
creased only slightly faster than population, which 
was growing at the rate of 2.6 percent ayear. Another 
famine occurred in 1979, after a serious drought. 

The government responded to these difficulties by 
expanding public investment in r -uriculture,concen-
trating on small irrigation projects with low costs and 
quick returns, increasing the role of the private sector, 
and improving the effectiveness of public agencies. 

tions that prevented the private sector from importing 
food grains. The private sector now handles about 85 
percent of the internal marketing of giains. Aided by 
the construction of adequate storage facilities, the pri-
vate sector has been particularly effective in limiting 
temporary increases in food-grain prices between har-
vests. The reduction of subsidies to urban consumers 
enabled the government to expand rural investment 
and relief programs rapidly, providing food-for-work 
and nutrition schemes for the poor. The investments 
have provided rural jobs equivalent to the full-time 
employment of close to I million landless laborers and 
have been used to maintain roads, canals, and em-
bankments, which are essential to agricultural growth. 

The government combined its reduction of subsidies 
and expansion of rural assistance schemes with more 
appropriate exchange rate policies and the provision of 
export incentives. It reduced or abolished export taxes 
on jute, tea, shrimp, and other agricultural exports,
which helped to sustain growth in agricultural exports. 
As aresult: 

* Agricultural production has grown at about 3.5 
percent ayear. 

a Agriculture has directly or indirectly generated 
most of the growth in employment, and rural wages 
have risen about 15 percent more than food-grain 
prices. 

* The adoption of high-yielding varieties has in-
creased, fertilizer consumption has grown by more 
than 10 percent a year, and irrigation, drainage, and 

The allocation to agriculture in the development bud
get, excluding the fertilizer subsidy, was restored to 28 
percent on Average between 1978-79 and 1984-85. It 
had fallen from 34 percent in 1973-74 to only 19 per
cent in 1977-78. The acreage covered by modern irriga
tion facilities doubled, at a rate of expansion about 
three times faster than during the previous five years. 

The increase in public investment in agriculture 
would have been impossible without asharp reduction 
in subsidies, particularly the fertilizer subsidy. Be
tween 1978-79 and 1984-85, the fertilizer subsidy was 
reduced from about 10 percent of the development 
budget to 2.4 percent. The unit subsidy fe!l from 50 
percent of cost to 17 percent. Yet, despite this, fertilizer 
sales have continued to grow by more than 10 percent 
ayear. One reason is that retail distribution of fertilizer 
was transferred to the private sector, which found it 
profitable to distribute fertilizer throughout the coun
try at the right time-a marked contrast to the frequent 
shortages of the 1970s, which often meant that fertil
izers could be had only at prices far higher than the 
official prices. Similarly, the entry of the private sector 
into the distribution of minor irrigation equipment has 
been an important reason for the rapid growth in farm 
mechanization over the past few years. 

Similar successes have been achieved in the distribu
tion of food grains. The government suspended anti
hoarding laws, abolished the accreditation system 
whereby grain dealers were designated to procure 
grains on behalf of the government, and lifted restric

flood control facilities now cover nearl. one-quarter of 
the cultivated area, as compared with less than 10 per
cent in the early 1970s. 

a Agriculture has become more rest ient to natural 
disasters. In four of the past five years, the grain crop 
has set new records, despite bad monsoons, floods, 
and drought. 

e Food-grain imports, though still high, have fallen 
as a proportion of total consumption, and Bangladesh 
is now less dependent on food aid. A large and gro'
ing proportion of such aid, currently about 50 percent, 
goes to finance programs specially" aimed at helping 
the rural poor. 

&Farmers have dive, sified away from rice to wheat. 
Wheat is grown during the dry season between rice 
crops, when fields would otherwise lie fallow; it is less 
expensive to produce and is better nutritionally. Over 
the past decade production of wheat has risen from 
almost nothing to nearly 10 percent of total food-grain
production. Consumption has increased from about 10 
percent to nearly 20 percent of total grain consump
tion. 

a Exports have increased and become more diverse. 
Jute exporters have won a higher world market share, 
despite slumping prices and declining demand. Ex
ports of other agricultural commodities, such as 
shrimp, tea, and leather, have grown by more than 10 
percent ayear and now account for 30 percent of total 
exports, compared with about 15 percent in the early
1970s. 



11:45 to 1:45
 

Review With The Administrator
 

1. Summary of the week.
 

A. Love ten minutes.
 
10 minutes
 

2. A.I.D. "Niche" in the Policy Reform Arena
 

John Westley - 10 minutes.
 

Discussion - 20 minutes.
 
30 minutes
 

3. 	 The perspective from congress and the PVO's.
 

Charles Sykes/Margaret Goodman - 15-20 minutes.
 

Discussion - 10-15 minutes.
 
30 minutes
 

4. Implementation, obstacles and alternative approaches.
 

Peter Askin - 5-10 minutes.
 

Discussion - 15-25 minutes.
 
25 minutes
 

5. Where do we go from here?
 

Summary - 5 minutes.
 

Discussion - minutes.
 
20 minutes
 

6. 	 Administrators closing thoughts.
 

Woods - 10 minutes.
 
10 minutes
 

125 minutes
 


