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INTRODUCTION
 

PURPOSE
 

The purposes of this workshop are (1) to place the Africa
 
Bureau's NPA within the context of 
IMF/WB assistance to Africa;
 
(2) 	to provide theoretical underpinnings of the shift to
 
non-project sector assistance; and (3) to convey to workshop

participants the latest thinking in the Africa Bureau on the
 
analytical requirements for the design, implementation,
 
monitoring and evaluation of 
the Bureau's sector adjustment
 
assistance programs under the DFA.
 

The workshop is designed to involve A.I.D. managers, program

designers, implementors, and evaluators in discussion of these
 
issues. By the end of the 
workshop, participants should:
 

(1) 	Have a better understanding of why the donor
 
community has shifted part of its portfolio to NPA.
 

(2) 	Be able to see how the Africa Bureau's NPA relates to
 
what other donors are doing in Africa.
 

(3) 	Have a better understanding of the analytical and
 
implementation requirements of NPA.
 

(4) 	Be in a position to assist the Africa Bureau to
 
refine and clarify NPA guidance.
 

FORMAT
 

The workshop requires the active participation of those
 
attending. Although there will be a 
number of sessions in
 
which formal presentations are made, discussion will be 
an
 
integral part of achieving workshop purposes. The sessions on
 
adjusting policies in specific sectors have been designed to
 
encourage discussion between those with experience with these
 
programs and workshop participants.
 

READINGS
 

Readings have been kept to a minimum. Participants are
 
expected to have completed the readings prior to the workshop.
 

LOCATION AND SCHEDULE
 

The 	workshop will take place at 
the Hotel Ivoire in Abidjan,
 
Cote d'Ivoire, and at the Hilton Hotel ,n Nairobi, Kenya.
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unchanged or has actually declined during
this period'; c untries with a long-establ;.hed
indigenous tr ding class most c."the nations 
of West Africa and those whee such a group
is smaller and o recent origin; countries which 
are attempting socialist transformation and 
those whic are olowing the example of th 
market economi S. 

There is, none eless, considerable ho o-
geneity within th region. African econo ies 
are for the most p rt small in economic te s, 
a result of low a erage incomes and mall 
Dopuitions. Of t e 45 states in the r gion,
24 have fewer tha five million peopl . Only
Nigeria has a gro'. domestic prod t (GDP) 
greater than that f Hong Kong. African 
economies are ope ; foreign trad typically 
accounts for about a quarter of cD . They are 
specialized economie , most of t em agricul-
tural, dependent on t, e export o two or three 
primary commodities Even i the mineral-
exporting countries, t e bulk f the popula-
tion-rarely less than pe cent-works in 
agriculture, and subsist ce oriented produc-
tion still accounts for h or more of total 
agricultural output. Onl bout 20 percent of 
the population is .irban, and modem wage
employment absorbs a small proportion
of the labor force-in m st ountries less than 
10 percent. 

In addition to these imila *ties of economic 
structure, other cha cteris cs are common: 
the scarcity of edu ated ple, the domi-
nance of land-exte sive agri Itural systems, 
and an extreme e hnic diver ity and conse-

quer' political fr gility. All a e new states,

recently emerge from coloni 
 rule, except 

Liberia and Eth' pia. All are tro ical, with the 

exception of sotho and Swa 'land. 
 In al-
most all, fe *iityis high and p pulation is 
growing rap dly-more rapidly t an in any
other regio of the world. 

Finally, ere is an extraordinary egree of 
similarity throughout the region in t e nature 
of the pi;zy problems that have aris n, such 
as in Ural development, trade, an indus-
trial' tion, and in the national respo ses to 
them. 

4. Angola, Congo, Ghana, Mauitania, Mozambique, Togo,
Uganda. 

The Reporl is necessarily selective in its 
analysis. Many i ortant questions have been 
treated elsewhere problems of science and 
technology, for in.it ce, are treated ength
in the Lagos Plan of Ac 'on, whil ers, such 
as higher rates cf dm tic ving, are likelV 
to follow a resumption rowth rather thai 
precede it. New investmen opportunities and 
growth are the focus of the eport. 

The Prcset Economic Ciis 

During the past two de,:ades economic de
velopment has been slow in most of the coun
tries of Sub-Saharan Africa. s When, in the 
mid-1970s, the world economy experienced 
inflation and recession, nowhere did the crisis 
hit with greater impact than in this region.

The picture is not uniformly bleak. There 
are signs of progress throughout the conti
nent. Vastly more Africans are in schools, and 
most are living longer. Roads, ports, and new 
cities have been built and new industries de
veloped. Technical and managerial positions,
formerly occupied by foreigners, are now held 
by Africans. Of the 45 countries in the region,
nine pcsted annual growth rates of over 2.5 
percent per capita between 1960 and 1979 (see 
Table SA.1).h 

But for most African countries, and for a 
majority of the African population, the record 
is grim and it is no exaggeration to talk of 
crisis. Slow overall economic growth, slug
gish agriciltural performance coupled with 
rapid rates of population increase, and bal
ance-of-payments and fiscal crises--these are 
dramatic indicators of economic trouble. 

Between 1960 and 1979, per capita income 
in 19 countries grew by less than 1 percent 
per year, while during the last decade, 15 
countries recorded a negaiive rate of growth
of income per capita. And by the end of tl-
1970s, economic crises were battering e.;en 

. 

5.All references to Africa inthis Report are to Sub-S
haran Africa unless otherwise specifically noted. See the 
Introduction to the Statistical Annex for a listing of the 
countries included.

6. All tables preceded by the letters SA are located in the
Statistical Annex. AP' other tables, such as 1.1, 2.1, 2.2, etc., 
dre in the text. 
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high-growth countries like Kenya, Malawi, and wiped out by a decline of similar proportions
Ivory Coast-where p rcapita cNw growth had in the 1970s. Consequently, Africa's share ofaveraged an annual 2.7 percent between 1960 the world market dwindled. As for food crops,
and 1979--compelling them to design pro- while data are uncertain, they leave no doubtgrams, supported by the Bank, to restructure about general tend,,ncies. Total foid produc
their economies. Output per person rose more tion rose by 1.5 percent per year in the 1970s,slowly in Sub-Saharan Africa than in any other down from 2 percent in the previous decade. 
part of the world, particularly in the 1970s, But since population was rising rapidly-by
and it rose more slowly in the 1970s than in an annual average of 2.5 percent in the 1960s
the 1960s (see Table I.I). and 2.7 percent in the 1970s--food produc-

The tragedy of this slow growth in the Af- tion per person was stagnant in the first derican setting is that incomes are so low and "ade and actually declined in the next. Imports
access to basic scrvices so limited. Per capita of food grains (wheat, rice, and maize)income was $329 in 1979 (excluding Nigeria) soared-by 9 percent per year since the early
and $411 when Nigeria is included. Death 196 0s-reinforcing food dependency. Food aid

rates are the highest in the world and life 
 also increased substantially (see Tables SA.24 
expectancy is the lowest (47 years). Fifteen to and SA.29). Since 70 to 90 percent of the pop.
twenty percent of the children die by their ulation earns its income from agriculture, the
first birthday, and only 25 percent of the pop- drop in production in this sector spelled aulation have access to safe water. Of the 30 real income loss for many of the poorest.

countries classified by the United Nations The deterioration in agriculture and other

Conference on Trade and Development (UNc. 
 internal and global factors led to widespread

TAD) as the poorest in the world, 20 are Af- balance-of-payments crises in the 1970s. Cur
rican. Of the 36 countries listed in the World 
 rent account deficits in the region as a whole
Bank's World Development Report 1981 as "low rose from a modest $1.5 billion in 1970 to $8
income" (a per capita income of less than billion in 1980. External indebtedness climbed

$370), almost two thirds are African. from $6 billion to $32 billion between 1970


The economic crisis is etipecially evident in 
 and 1979, and debt service increased from 6agriculture, and is reflected in output figures. to 12 percent of export earraings in the same
Export crop production stagnated over the period. Foreign exchange reserves, which were
past s.vo decades. A 20-percent increase in comfortable in 1970, fell sharply. In 1979, 
reproduction registered during the 1960s was serves could cover only two months' imports 

Table 1.1. Sub-Saharan Africa and the World: Basic Data 

GNP per capita avrge Per capita growth 1970-79 Life expect- Death rate oPopulation annual growth rate (percent) Adult literacy ancy at birth children aged
(millions) (Percent) Volume of rate (percent) (years) 1-4 (per thou-Countries mid-1979 1960-70 1970-79 Agriculture exports 1976 1979 sand) 1979 

Sub-Saharnn Africa 343.9 1.3 0.8 -0.9 -3.5 28 47Low-income 137.1 1.6 -0.3 - 1.1 
25 

-4.5 26 46 27Nigeria 82.6 0.1 4.2 -2.8 -2.8 .. 49 22

Other middle

income 74.2 1.9 -0.5 -0.4 -3.5 34 50 22 
South Asia* 890.5 1.5 1.5 0.0 0.6 36 52 15 
All developing 3,245.2 3.,! 2.7b 0.1 -1.5 57 58 11Low-income 2,1.60.2 1.8 1.6b 0.1 -3.1- 50 57 11Middle-income 985.0 3.9 2.8b 0.6 1.9 72 61 10 
All industrialized 671.2 4.1 2.5b 0.2 5.2 74 1
 

. • not available.
 
a. Bhutan, Bangladesh, Nepal, Burma, India, Sri Lanka, and Pakistan. 
b. 1970-80. 
Source: World Bank data files. 
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and by 1980 reserves had fallen even lower. 
Fiscal pressures also intensified in many
countries, as indicated by declining real bud-
getary allocations for supplies and mainte-
nance, growingimbalancesbetween salaryand 
nonsalary sperding, and difficulties in fi-
r~ncing local and recurrent costs of externally 
funded development projects. 

The crises that evolved in much of the re-
gion are ..irticuiarly disturbing since, during 
the period from 1960 to 1974, world trade and 
the world economy in general expanded rap-
idly, and many less-developed countries else-
where experienced relatively high growth 
rates. Now, against a backdrop of global eio-
nomic recession, the outlook for all less-de-
veloped nations--but especially for the Sub-
Saharan region-is grim. Although cyclical 
factors may push prices of some African ex-
ports up from their low levels of the recent 
past, mounting energy costs, slow growth in 
the industrial countries (which translates into 
diminished markets for th developing world),
and reduced growth of international trade 
(factors that have plagued the global economy 
for the last half decade) will make renewed 
African growth difficult. 

In sum, past trends in African economic 
performance and continue!d global recession 
together explain tl., pe:simistic projections 
for African developmenw in the 1980s. The 
World Development Report 1981, under its most 
optimistic set of assumptions about the ex-
pansion of the world economy, forecasts vir-
tually no growth in per capita income for the 
continent in this decade'; under less favorable 
assumptions, a negative rate of growth (- 1.0 

percent per year) is projected for the poorest 

nations in the region. 


These prospects and their political, social, 
and "unomic implications are not acceptable 
either to the countries concerned or to the 
international community. There is an urgent
need to understand what has gone wrong 
and what must be done-by African govern-
ments themselves and the concerneu inter-
national community-to assure a better future 
for Africa's people. 

7. World Bank, World Development Report, 1981 (New York: 
Oxford University Press, 1981), Table I.1. 

Sources of Laed,ing Growth 

Africa's disappointing economic performance 
during the past two decades reflects, in part,
internal constraints based on "structural" fac
tors that evolved from historical circumstan
ces or from the physical environment. These 
include underdeveloped human resources, the 
economic disruption that accompanied de
colonization and postcolonial consolidation, 
cimati, and geographic factors hostile to de
velopment, and rapidly growing population. 
These internal factors are discussed further in 
Chapter 2. 

Growth was also affected by a set of exter
nal factors--notably adverse trenids in the in
temational economy, particular!y since 1974. 
These include "stagflation" in the industrial
ized countries, higher energy prices, the rel
atively slow growth of trade in primary 
products, and-for copper and iron-ore ex
porters-adverse terms of trade. External fac
tors are the subject ok" Ciiapter 3. 

The internal "structural" problems and the 
external factors impeding African economic 
growth have been exacerbated by domestic 
policy inadequacies, of which three are riti
cal. Firs,, nadeand exchange-ratepolicies have 
overprotected industry, held back agricul
ture, and absorbed much administrative ca
pacity. Second, too little attention has been 
paid to administrative constraints in mobiliz
ing and managing resources for development; 
given the widespread weakness of planning, 
decisionmaking, and management capacities, 
public sectors frequently become overex
tended. Third, there has been a consistent 
bias against agriculture in price, tax, and ex
change-rate policies. 

New Pririties 
and Adjustments in Policy 

A reordering of postindependence priorities 
is essential if econwrmic growth is to acceler
ate. During the past two decades most Afri
can governmen-, rightly focused on political 
consolidation, on the laying down of basic 
infrastructure (much of it ied to the goal of 
political integration), and on the development 
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of human resources. Re!atively less attention 
was paid to producion. Now it is essential 
to rive production a higher priority-without
neglecting these other goals. Without a faster 
rate of production increase, other objectives 
cannot be achieved, nor can past achieve-
merts be sustained. Three major policy ac-
tions are central to any growth-oriented 
program: (1) more suitable trade and ex-
change-rate policies; (2) increased efficiency
of resource use in the public sector; and (3)
improvement in agricultural policies.

Exchange-rate and trade policies, ad-
dressed in Chapter 4, are especially critical 
for African economies, which are uncom-
monly "open." Exports account for a large
share of marketed production, and imports
constitute a significant share of consumption,
Moreover, Africa has more frontiers per square
kilometer than any other region, arid they are 
highly permeable. The framework of incen-
tives created by trade and exchange-rate pol-
icies is thus especially decisive. With respect
to agriculture, for example, overvalued ex-
change rates discourage local production: 
farmers obtain less in their local currencies 
for their export crops, while the price of food 
imports is reduced. The situation is similar in 
the industrial sector. Also, direct controls over 
trade (for example, import bans and quotas),
which are widely imposed to deal with bal-
ance-of-payments problems, have proved ex-
tremely costly to apply, as they require many
trained people and an enlarged administra-
tive apparatus. Moreover, they have fre-
quently been ineffective. 

Chapter 4also considers policy issues which 
bear on the efficiency of resource use in the 
public sector. When African states won in-
dependence, they inherited unevenly devel-
oped economies with rudimentary
infrastructure. Markets often functioned im-
perfectly and foreigners dominated trade and 
most modern businesses. To speed up de-
velopment and make their economies more 
"national," the new governments expanded
the public sector. It is now widely evident 
that the public sector is overextended, given
the present scarcities of financial resources,
skilled manpower, and organizational capac-

ity. This has re.1ted in slower growth than 
might have been achieved with available re
sources, and accounts in part for the current 
crisis. Without improved performance of pub.
lic agencies, stepped-up growth will be dif
ficult to achieve. The organization and 
management of economic activity need to be
 
reviewed to determine how the resources and
 
energies of all economic agents can be better
 
mobilized for development-for example, by

improving government policymaking insti
tutions and procedures; by giving the public

sector's development-related agencies
"parastatals"-clearer mandates and greater
 
management autonomy; by giving wider re
sponsibilities to the small-scale indigenous

private sector; by allowing greater scope for
 
decentralized cooperatives; and by defining
 
an appropriate role for larger-scale private

capital, domestic and foreign. Many govern
ments have already acted in this area. In
 
Guinea-bissau, Mozambique, Senegal,

Uganda, and Zaire, among others, govern
ments have decided on efficiency grounds that 
the scope of private sector activity should be 
enlarged. 

In most of Africa, four out of every five 
people work in agriculture. It is the main 
economic sector, generating in most countries 
30 to 60 percent of cDP, or even more, if na
tional accounts value it properly. Because of 
its importance, agriculture is treated at length
in the Report. A strategy for faster agrikul
tural growth is set out in Chapter 5. Its main 
elements are: concentration of resources on 
smallhnlders; reform of incentive structures 
to ensure better prices, more open and com
petitive marketing systems, and greater avail
ability of consumer Soods in some instances; 
a focus in the medium term on making ex
isting programs work better and on rehabil
itation of existing infrastructure, small-scale 
irrigation, and rural roads; a major effort in 
research on crops and livestock; and expan
sion of pest control and related activities to 
reduce postharvest losses. The strategy also 
requires careful evaluation of means toward 
self-sufficienLr in food. 

One of the pervasive themes of the Report
is the critical role of human resources in the 
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development of Africa. The development of 
human resources is the subject of Chapter 6: 
education, training, and health. With respect 
to education, one basic strategy issue is ad-
dressed: how to expand schooling most ef-
fectively in the face of severe financial 
constraints. The training discussion covers a 
wide range of questions: project-related train-
ing; expansion of on-the-job training; the need 
for special attention to management training; 
and technical assistance. In the discussion of 
health sector strategies a number of themes 
receive attention, including: experimentation 
with low-cost rural health care strategies and 
their gradual expansion, taking into account 
administrative and financial constraints; bet-
ter use of existing resources through im-
proved planning, policy analysis, and 
management; mobilization of private as well 
as public energies; rehabilitation of !nfra-
structure and consolidation of existing health 
systems; and improving access to potable water 
and adequate sanitation. 

Although expansion of agriculture is nec-
essarily the centerpiece of any production-
oriented strategy, opportunities for increas
ing output also exist in other sectors-energy, 
industry (manufacturing, utilities, construc
tion), nonfuel minerals, and transport. Poli-
cies and programs for these sectors are 
considered in Chapter 7. 

While the focus of the Report is on re-
sponses to the economic crisis of the 1980s, 
certain longer-term problems cannot be ig-
nored. Perhaps ihe most critical of these is 
rapid population growth. The six children born 
on average to an African woman during her 
childbearing years represent the highest total 
fertility rate in the wond. This high fertility, 
combined with declining mortality, has ef-
fects on agriculture, urbanization, and gov-
ermnent spending, which are explored in 
Chapter 8. This chapter also considers the 
problems of Africa's rapidly growing cities, 
and the responses necessary now if urban re-
sources are to be effectively marshalled and 
future urban crises headed off. Problems of 
soil conservation, reforestation, and fuel-
wood supply are briefly analyzed, and the 
chapter concludes with an analysis of the ra-

tionale for regional economic integration-the 
goal of the Lagos Plan-and the desirability of 
a positive donor role in suppor of moves 
toward closer regional economic cooperation. 

Policy-related factors receive priority in the 
Report, because-for many of the countries 
involved-the prospects for more rapid and 
sustained economic development are slight 
without appropriate adjustments. Domestic 
policies can be altered, although it is recog
nized that changes of this sort require time 
and are not easy to achieve. Given a more 
suitable policy framework and adequate ex
ternal support, the region's substantial eco
nomic potential could be realized. Agriculture, 
long neglected, could recapture the growth 
rhythms of the 1960s if the environment were 
more supportive. Also, some impact of agri
cultural research should be felt in the next 
few years; research now under way can yield 
results by the 1990s. In addition, there is the 
promise of the continent's largely unexplored 
minerals, its offshore resources in fish and 
fuel, and the unhamessed power of its great 
rivers. 

Lontg-rtunt Stratcgy Implications 

The agriculture-based and export-oriented 
development strategy suggested for the 1980s 
is an essential beginning to a process of long
term transformation, a prelude to industrial
ization. It is not a permanent course for any 
country, but one that in Africa generates re
sources more quickly than any alternative and 
benefits more people. Without these re
sourccs, the foundations of future develop
ment cannot be established. The list of what 
must be done is formidable: administrative 
services have to be extended to the rural areas 
to increase social welfare and contribute to 
the building of a sense of national unity; crit
ically needed social and economic infrastruc
ture must be developed; roads must be built 
and maintained; suitable schooling must be 
offered tc everyone; knowledge about the 
economy has to be increased by broader and 
deeper research and by pilot experiments on 
a wide front; and more people must be trained. 
Inter-African trade relations have to be de
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veloped and greater cooperation encouraged
by means of joint programs. This will build 
mutual interests and the habit of common 
efforts, creating a sure basis for increased re-
gional integration, such as is envisaged in the
Lagos Plan of Action. 

A strategy focused on agriculture and ex-
ports is thus cpen-ended, a necessary begin-
ning. It will help generate the resources Africa 
needs to consolidate its political and admin-
istrative forces, educate and improve the health 
of its people, and find out what will work 
and what will not. It will bring forth human
talent now neglected and uncover physical 
resources not yet imagined. And it will open
the way to a future whose shape we cannot 
yet see. 

Donor Polici's 

While it is emphasized in the Report that 
African governments must review their pol-
icies and programs if their development ob-
jectives are to be achieved, it is also recognized
that policy reform is difficult and delicate. In
all societies, formidable obstacles preventquick 
responses to even the most carefully reasoned
calls for change. In some cases, consumers 
and producers, parastatal managers, civil 
servants, and industrialists have an interest 
in maintaining existing policies, however in-
efficient these "mightbe from a national point
of view. Further, reform often involves tech-

nical questions fraught with uncertainties. But,

perhaps most of all, reform programs always

take time. For these reasons and others, Af-

rican governments will need additional out-
side assistance, and his matter is discussed 

in Chapter 9. 


The first step for the international com-
munity, if it is assistto African countries 
through the present crisis and help the region
realize its potential, is a commitment to larger
aid flows in the 1980s. While per capita aid 
to Africa is already relatively high, the needs 
are particularly large and pressing when com-
pared with those of most other developing
regions which are at roughly the same level
of per capita income. 

The analysis in the Report suggests that a 
doubling of aid in real terms by the end of 
the 1980s, from $4.9 to $9.1 billion (from $4.9 
to $17.8 billion in current prices), combined 
with an appropriate reorientation of domestic
policy, could lead to a regional average an
nual per capita growth rate of almost 2.5 per
cent during the remainder of the decade. On 
the other hand, if the established patterns
continue, the overall per capita growth rate 
will be zero or negative, with alarming pos
sibilities for even steeper downward spirals
in some coLtries. 

Additional aid commitments will have to 
be made now if disbursements are to reach 
required levels by the mid-1980s. These in
flows should be targ2ted to improve effi
ciency of resource use in the short and medium 
term. Quick-disbursing balance-of-payments 
assistance is critically needed in some coun
tries to permit fuller operation and maintenance of existing productive cap-icity and 
infrastructure. A focus on completion of ex
isting projects, on making recently completed
projects work better, on rehabilitation, and 
on maintenance will lead to quick increases 
inoutput. Productive projects generally should 
have highest priority. 

Both donors and African governments will 
have to change policies and attitudes if the 
large increases in aid recommended here are 
to come about, and if they are to have their 
desired effects. What is needed is a new kind 
of social compact, an agreement within the 
world community that the struggle against
poverty in Africa is a joint concern which 
entails responsibilities for both parties. After 
all, foreign assistance has played a more sub
stantial role in Africa than in most other de
veloping regions, in terms of aid per capita,
share of total investment, technical assist
ance, and project selection and design. Do
nors have thus contributed to some extent to
the present crisis. Moreover, African states 
are among the world's newest and least de
veloped. They face special economic prob
lems handicapped by still-acute scarcities of
trained and experienced people, fragile polit
ical systems, and untested institutions. They 
are, rightfully, a special concern of the com
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5. POLICIES AND PRIORITIES IN AGRICULTURE
 

Agriculture is at the heart of African econo-
mies. Most of the population earns its live-
lihood from agriculture. Officially its share of 
cDp in most countries of the Sub-Saharan re-
gion is between 30 and 60 percent. But this 
is an uiderestimate, since agricultural output 
is valued at the prices governments pay to 
producers, which are below export ur import
parity prices, and since the value of produc-
tion in the secondary and tertiary sectors is 
overstated due to subsidies and protection. 
Momeover, the transport, processing, and trade 
sectors depend on the production of agricul-
tural commodities, and incomes earned in this 
sector provide markets for domestically pro-
ducedduce goodsandultaand services.s iss 	 tbetween 

Thus, agricultural output is the single most 
important determinant of overall economic 
growth and its sluggish record of recent years 
is the principal factor underlying the poor
economic performance of the countries of this 
region. For this reason, growth-oriented pol
icies for this sector are crucial for improving 
overall economic performance. This chapter 
reviews trends over the last 20 years and then 
sets forth the main elements of a production-focused rural development strategy. 

Trends in AgriculturalDevelopment, 
1960-80 

The crisis in African agriculture is reflected in 

five trends which evolved over the past two 
decades: 

the growth rate of agricultural production 
began to decline and, in the 1970s, was less 

than the rate of population growth almost 
everywhere; 

9 agricultural exports stagnated, and African 
3hares in world trade declined for many 
commodities; 

e food production per capita was at best stag
nant in the 1960s and fell in the 1970s; 

e commercial imports of food grains grew 
more than three times as fast As popula
tion, and food aid increased substantially; 
and 

* 	more of the population shifted its con
sumption to wheat and rice (as evidenced 
by the soaring imports of these food
grains), which increased food dependency
and created in many countries a mismatchlocal production possibilities and 
consumer demand, since wheat and rice in 
these countries can only be grown at costs 
far above import parities. 

OVERALL PERFORMANCE 

In the 1960s, agricultural production' grew in 
volume by 2.3 percent a year, or roughly at 
the same rate as population growth. In the 
1970s, however, production dropped to about1.3 percent a year," while population grew atabout 2.7 percent. In the low-income and oil
exporting countries, agricultural growth was
the slowest-about 1percent annually-while 
the middle-income nations achieved a growthrate in line with that of rural population (which 

1. Crops and livestock.2. See the Statistical Annex for a discussion of some of 
the problems involved in estimating average growth rates 
inagriculture. 
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Table 5.1. Growth of Agricultural Expos" 

Sub-Saharan 
Africa 

1961-63 1969-71 
to to 

Export 1969-71 1977-79 

Thirty main agricultural 
exports 

Volume 1.9 -1.9 
Unit value 2.3 16.2 
Value 4.3 14.0 

Value of other agricultural 
exports 4.6 8.9 

a. Crops and livestock.
 
Sources: World Bank data and FAo Trade Yearbook tapes.
 

Le estimated to have increased by a little more 
than 2 percent a year). All groups of countries 
registered declining per capita production, 
however, and only eight out of the 39 coun-
tries for which data are available (which ac-
count for less than 15 percent of the region's 
population) showed rising agricultural pro-
duction per capita (see Table SA.25). 

While production statistics are highly ten-
tative (particularly for subsistence foods) and 
must be regarded with caution? other evi-
dence substantiates the poor performance 
in this sector: the mounting domestic food 
prices in most countries; the steep rise in cer-
eals imports; and the export crop figures, 
which are more reliable than production sta-
tistics and indicate a substantial decline (see 
Table 5.1). 

ExponT PRODucnON 
the end of the 1970s, agricultural exportsBy 

were no greater than in the early 1960s. In 

fact, a modest rate of increase of 1.9 percent 
a year in the 1960s was offset by an equal 
decrease in the 1970s. In terms of volume, the 
only crops registering gains were coffee, co-
coa, tea, sugar, and cotton.' Sisal suffered a 

3. Umitations of agricultural data are discussed in the 
Statistical Annex. 

4. In terms of prices, coffee and cocoa recorded substan-
tial real gains over the two decades, rising by some 5 percent 
annually relative to import prices, while the relative prices 
(net barter terms of trade) of the other export crops (when 
taken together) fell. Consequently, the share of cocoa and 

,dA
 

Annual growth rotes (pment) 

Oil.exporting Oil-importing 
countres countries 

1961-63 1969-71 1961-63 1969-71 
to to to to 

1969-71 1977-79 1969-71 1977-79 

-0.7 -8.6 2.6 -0.7 
3.1 16.8 2.1 16.1 
2.3 6.8 4.8 15.3 

33.4 - 1.6 3.4 9.8 

marked drop in response to shrinking world 
demand. Cattle and meat exports grew steeply 
in the 1960s, but, following the 1972-74 West 
African drought, failed to regain their pre
vious levels. Timber also enjoyed a brisk in
crease in the 1960s, but then stagnated in the 
next decade. Perhaps the most spectacular 
decline in exports was in oilseeds-especially 
groundnuts--which was due to increased do
mestic demand (in Nigeria, in particular), the 
disintegration of Zaire's rural economy, a 
switch from groundnuts to cereals in a num
ber of countries (Mali, Niger, and Nigeria), 
and the spread of "rosette" (a plant disease). 

As a consequence, Africa's share of world 
trade declined for most of these commodities. 
While world trade in those commodities ex
ported by the Sub-Saharan countries grew in 
volume by 1.8 percent a year, and 3.3 percent 
in value (constant prices) over the two de
cades, the growtl' rates of exports from Africa were zero and '..8 percent, respectively.' 

FooD PRODUCrnON 

The key crops produced for domestic con
sumption are millet and sorghum in the Su
dan and Sahelian countries, maize in Eastern 
and Southern Africa, rice in Madagascar and 

coffee in the total value of agricultural exports increased 
from one third to nearly two thirds between 1%1 and 1979. 

5. This applies to the 30 main agricultural exports (crops 
and livestock), accounting for more thin 90 percent of the 
total. For the volume of total exports, the rate of increase 
was 1.6 percent a year. 



Table 5.2. Growth of Production of Selected Food Crops 
(in volume) 

Sub-Sdwmn 
Afrks 

1961-63 1969-71 
to to 

Crop 1969-71 1977-119 
Cereals
 

Rice (paddy) 4.0 2.9 

Wheat 3.8 -0.2 

Maize 5.2 
 1.3 
Millet/sorghum 0.9 1.0 

Roots and tubers 2.0 1.8 

Pulses 3.3 
 1.1 
Groundnuts 0.7 -0.9 

PalmoiJ 1.7 
 2.2 

Sourcv: rFo Production Yarbook tapes. 

parts of West Africa, roots and tubers (cas-
sava, yams, and sweet potatoes) mainly in 
the forest zone of West and Central Africa, 
and pulses (cowpeas, in particular) through-
out Africa, but largely outside the forest zone. 
Important oilseeds are groundnuts and palm-
oil. 

Food production, as measured by the growth 
of these major crops,6 rose by about 2 percent 
a year in the 1960s (see Table 5.2), or at ap-
proximately the same rate as rural popula-
tion. In the 1970s, however, production 
increased only by an average of 1.5 percent 
a year and the drop was sharpe; among the 
oil-exporting countries, mainly because of the 
decline of groundnuts in Nigeria. 7 In fact, for 
Africa as a whole in the 1970s, growth of food 
production was not only well below the in-
crease in total population, but also well below 
that of rural population. 

Where output increased, it was due largely 
to an expansion of the areas under cultiva-
tion. On the other hand, productivity was 
stagnant, both in terms of land and labor. 
Yields, which grew in the 1960s (by 2 percent 

6. The main items left out are fruits and vegetables (in-
cluding plantains) and meat and fish, for which data are 
very patchy and even more uncertain than for the staples
discussed below. 

7. Excluding groundnuts, the growth rate of od pro-
duction in the oil-exporting countries would have doubled, 
from 0.8 percent a year in the 1960s to 1.6 percent annually
in the 1970s. 

Annual grwth rate (petcent) 

Oil.exporting Oil-importing
countries countries 

1961-63 1969-7 1961-63 1969-71 
to to to to 

1969-71 1977-79 1969-71 1977-79 

6.3 10.7 3.8 2.2 
-1.2 -0.6 4.0 -0.2 

5.1 0.9 5.2 1.4 
0.2 0.7 1.3 1.2 
2.3 1.6 1.8 1.9 
5.2 0.0 2.8 1.4 

-1.2 -14.0 1.7 2.7 
0.1 2.7 3.7 1.6 

a year for roots and tubers and close to 1 
percent for cereals), stagnated in the next 
decade. Though yield data are especially weak, 
they describe general tendencies, and the de
clining trend in Africa is in marked contrast 
to those in other developing regions, such as 
the Indian ubcontineut (where, however, 
much of the growth has come on irrigated 
land). And while lend productivity is not the 
decisive factor for a thinly populated conti
nent such 3s Africa, when growth of total 
food production is compared to that of the 
rural population, it suggests that labor pro
ductivity stagnated in the 1960s and fell in 
the 1970s." 

What .s significant is that this decline oc
curred over a period when the various gov
ernments and external sources of finance 
focused more strongly on food production 
projects than ever before. Between 1973 and 
1980 about $5 billion in aid flowed into ag
riculture, $2.4 billion of which was from the 
World Bank." These projects have so far failed 
to boost output or have been offset by de
dines in other parts of the food economy. 

8. The rate of growth of rural population does not take 
into account the changes in rural population structure, how
ever-in particular, the decreasing proportion of able-bod
ied males. 

9. Most of this aid was for food production; of the total 
incremental output expected from the assisted projects, ex
port productioi accounted for only one eighth-or one
third, if crops such as maize and groundnuts (which are 
both exported and domestically consumed) are included. 



Table 5.3. Growth of Imports of Selected Agricultural Commodities, 1961-63 to 1977-79 
(in volume) 

Low- and middle- 
income countries 

1961-63 1969-71 
to to 

Conmadity 1969-71 1977-79 
Cereals 7.4 6.8 


Wheat 9.3 9.2 

Rice 4.9 7.3 

Maize 8.5 7.6 


Dairy productsb 9.8 5.4 

Sugar 2.1 -0.1 

Meat 1.1 5.4 

Animal and vegetable oils 11.6 5.4 


a. Induding those not itemized below. 
b. See technical not.-s for Table SA.29. 
Sour' FAo Trade Yearbook tapes. 

AGRIMCULTURAL IMPORrs 

Food imports grew steadily over the past 20 
years, except for sugar (see Table 5.3). Im-
ports of cereals soared by about 9 percent a 
year since the early 1960s. Commercial im
ports increased from 1.2 million tons a year 
in 1961-63 to nearly 5 million tons in 1977-
79 (see Table SA.29). If exports of cereals are 
deducted, net imports averaged about 4.3 
million tons during the late 1976s. The fastest 
growing are wheat and rice, which together 
rose by about 11 percent a year in the 1970s, 
theincreasepartlyreflectingMadagascar'sshift 
from a position of net exporter to major rice 
importer. Cereals imports are heavily concen-
trated in ten countries: some of the most pop-
ulous (Ethiopia, Ghana, Nigeria, Sudan, 
Tanzania, and Zaire), several smaller ones with 
a marked European lifestyle in the cities and 
many expatriates (Ivory Coast and Senegal), 
and two with a high degree of urbanization 
(Congo and Zambia). Wheat and rice now 
account for 82 percent of gross cereals imports 
and their share is expected to rise further. 
While this is partly due to lagging growth of 
domestic food prc,'uction, it is also the result 
of the rapid rate of urbanization and of eco-
nomic policies. Consumption patterns shifted 
from the traditional staples to wheat and rice, 
a practice exacerbated by overvalued ex-
change rates which often make imported cer-
eals the cheapest source of supply. To some 

4R 

Percent yearly 
Oilxpoing Sub-Saran 

countries Afric 

1961-63 1969--71 1961-63 1969-71
 
to to to to
 

1969-71 1977-79 1969-71 1977-79
 
21.5 18.2 9.0 9.5 
26.8 13.3 12.9 10.7 
3.7 68.0 4.9 12.1 
.. 47.3 8.7 5.7 
•. 17.0 7.2 7.2 
6.0 23.4 2.5 5.8 
2.3 33.1 1.3 13.3 
9.1 70.3 11.5 13.0 

extent, therefore, a low rate of growth of food 

production may be an effect rather than a 
cause of rising cereals imports; both factors 
are related to overvaluation of exchange rates. 

The figures in Table 5.3 actually understate 
the real hike in imports, since, in a number 
of countries, food aid is not reported in for
eign trade statistics; yet it now accounts for 
more than 20 percent of total net cereals im
ports (see Table 5.4). The bulk of the aid con
sists of wheat and wheat flour (75 percent of 
U.S. food aid in 1979-80), while maize and 
sorghum, the staple commodities in many of 
the countries, constitute only minor shares. 

Food aid is targeted to the areas experi
encing wars and refugee flows, and to the 
Sahelian countries (see Table SA.24). It rose 
from about 800,000 tons in the mid-1970s to 
more than 1.3 million tons in 1978, because 
of the poor crop year of 1977-78; and the 
World Food Program estimates that the vol
ume reached 1.5 million tons in 1980, with 
pledges for 1981 placed at 1.8 million tons. 

SOURCES OF SLow AGRICULTURAL GROWTH 

There is a fairly widespread consensus as to 
the main factors behind the present rural cri
sis, although perhaps not on the weight to 
be attached to each. These include (as dis
cussed in Chapter 2) the disruptions caused 



Table 5.4. Food Aid and Commercial Imports of Cereals, 1975-79 
Item 1975 1976 1977 1978 1979 

Food aid (thousands of metric tons) 
Low-income countries' 834.7 648.5 708.2 1,001.0 953.0 
Middlenome oil-importing countriesb 113.2 98.4 147.7 336.9 234.6
 
Total Africa 
 957.8 752.0 868.6 1,359.2 1,201.5 
Commercial net cereals imports (thousands of metric tons)
 
Low-income countries 
 1,471.8 1,309.7 1,537.9 1,488.7 1,272.0
 
Middle-ncome oil-importing countries 
 646.9 779.5 1,324.0 1,389.9 1,439.1 
'Total Africa 2,818.3 3,050.5 4,212.6 4,747.2 4,2L".6
 

Total net cereals inflow (thousands of metric tons)

Low-income countries 2,306.5 1,958.2 2,241.1 2,489.7 2,225.0 
Middle-income oil-importing countries 760.1 877.9 1,471.7 1,726.8 1,673.7

Total Africa 3,/76.1 3,802.5 5,08!.2 6,106.4 5,48t.I
 
Food aid as a percent of total net inflow 
Low-income countries 36.2 33.1 31.6 40.2 42.8 
Middle-income oil-importing countries 14.9 11.2 10.0 19.5 14.0 
Total Africa 25.4 19.8 17.1 22.2 21.9 
Food aid per capita (kilograms) 
Low-income countries 4.9 3.7 4.0 5.5 5.1 
Middle-income oil-importing countries 2.2 1.8 2.7 5.9 4.0
 
Total Africa 
 3.1 2.4 2.7 4.1 3.5 
Total net cereals inflow per capita (kilograms) 
Low-income countries 13.6 11.3 12.6 13.6 11.8 
Middle-income oil-importing countries 14.6 16.4 26.6 30.2 28.3 
Total Africa 12.4 12.2 15.8 18.5 16.2 

a. Includes Comoros and Cape Verde. 
b. Includes Djibouti, Equatorial Guinea, Slo Tomd and Principe, and Seychelles, but excludes Zimbabwe. 
c. Includes oil exporters; excludes Zimbabwe.
 
Source: Food Aid Bulletin, no. 4 (Rome: FAO, October 1980), Table 2, pp. 8-10.
 

by wars and civil strife, drought and poor Table 5.5). The downward trend is particu
rainfall patterns during the 1970s, and rapid larly ominous since it has occurred despite 
population growth, which pushed cultivation major investment efforts and additional use 
into less productive areas. Agriculture was of off-farm inputs (see Table SA.28). The shift 
also neglected for a long time by government in consumption toward wheat and rice is also 
and donors, as it was by development theo- worrisome because it involves cereals that are 
rists. Further, there was a misallocation of more costly to produce than millet, sorghum, 
investment, notably an excessive emphasis on and maize, and--except for traditionally grown
large-scale government-operated schemes. rice in some countries-have high costs rel-
Also, agricultural and economic policies and ative to imports of the same products. 
institutional frameworks were not conducive 
to increasing output: official prices were too Action for Rural Development 
low; marketing systems too uncertain, inef
ficient, and uncompetitive; input supplies too A major action program for agriculture, the 
irregular; and participation of farmers in rural Food and Agriculture Organization (FAo) Re
affairs too limited. The agricultural extension gional Food Plan for Africa,' 0 was written in 
effort was weakened by unfavorable policies, 1978 and endorsed by the Organization for 
deficient reseaxch ouput, and the organiza- African Unity (oAu) in Arusha (1978), Mon
tional deficiencies of the public sector agen- rov.i (1979), and at the Extraordinary Eco
cies which were responsible for spearheading nomic Summit in Lagos (1980). It postulates
rural development. a growth rate for agricultural production of 

Low agricultural growth rates typify all but 
a few African countries in recent years (see 1o. Regional Food Plan for Africa (Rome: FAO, 1980). 
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which affect his willingness to produce and 
to sell: the level, structure, and predictability
of prices; the efficiency, fairness, and stability 
ofmarketingarrangements;theavailabilityand 
prices of off-farm inputs and of consumer 
goods; and (especially in societies where non-
material incentives are stressed) the degree of 
participation in decisionmaking. While all of 
these are important, price and marketing pol-
icies are the most general, and these will be 
the center of analysis here. 

PROBLEMS OF PRICING PoucY 

It is now widely agreed that insufficient price 
incentives for agricultural producers are an 
important factor behind the disappointing 
growth of African agriculture. The impor-
tance of price policy comes out strongly in 
project experience. A recent review of 27 ag-
ricultural projects undertaken by the World 
Bank noted "the almost overriding impor-
tance of producer prices in affecting produc-
tion outcome and production levels, often 
cutting across the quality of technical pack-
ages and extension services. Seven out of nine 
projects implemented under favorable prices 
achieved or surpassed their production oh-
jectives; 13 of the 18 under unfavorable prices 
failed to do so." 13 This idea is also borne out 
st,-ongly in micro-level studies, which indi-
cate substantial farmer responsiveness to 
price.1 4 

Despite this general appreciation of the ia-

13. Sixth Annual Review of Project Performance Audits, Sep
tember 1980, paragraph 3.71. 

14. Hossein Askari and John Cummings, Agricultural Sup-
ply Response: A Survey ofthe EconometricEvidence (New Yor: 
Praeger, 1976). The literature and common observation in.. 
dicate that farmers respond strongly to changes in relative 
prices. The question of aggregate supply response is mork! 
nuanced. In the short term, farmers' possibilities are indeed 
sharply constrained, and they respond to changed incentive 
structures by switching to the more profitable crops [see
Raj Krishna, "Agriculture Price Policy and Economic De-
velopment" in H. Southworth and B. F. Johnston (eds.), 
Agricultural Development and Economic Growth (Ithaca, New 
York: Cornell University Press, 1967), especially pp.505 ffl. 
in the longer run, , more congenial set of marketing con
ditions will motivate them to invest in equipment, to hire 
labor, to work harder, and to find other ways of breaking 
those "constraints" which derive from inadequate motiva-
tion rather than from inadequate technology. 

portance of good prices, export crop produc
ers have been heavily taxed, and prices of 
food crops have been systematically set at 
below-market levels for most of ihe past de 
cade. These aspects of price policy are dis
cussed below. 

Pricing of Export Crops. Export crops are 
heavily t-xed; African producers have re
ceivr.d only a fraction of the world market 
prices of major exports. Their tax burden, 
defined as the ratio of farmgate producer price 
to economic value itthe farmgate, is on av
erage in the 40 to 45 percent range (see Box 
D). Subsidies on inputs and other service,
provided by government partly compensate 
for taxation of cash crops, th-ugh they soften 
the tax impact very little-by 10 to 15 percent 
in most cases. 

Available information does not permit broad 
generalization about how farmers' relative 
prices and incomes have changed over time. 
Data for 12 countries suggest that stagnation 
or decline was the most general tendency in 
the 1970s, both for farmer terms of trade and 
the purchasing power of farmer cash incomes 
(see Table SA.31). These data provide some 
confirmation for the view, widely expressed 
in Africa and outside and implied in the pro
duction and population growth data, that 
farmer real incomes have fallen in many 
countries in recent years.

Heavy taxation and unfavorable terms of 
trade do not necessarily have quick and/or 
observable effects on output trends. But the 
high level of taxation of export crops through
export taxes, marketing board levies, exces

sive marketing costs, and overvalued ex
change rates have kept export production in 
many countries below what it could have been,
and hence contributed to the steep fall in
 

Africa's share in the world market noted ear
lier (see bLox on agricultural exports from Tan
zania and Ghana in Chapter 4).11Since in the 

case of most export crops African countries 

15. See also John Levi, "African Agriculture Misunder. 
stood: Policy in Sierra Leone," FoodResearch InstituteStudies, 
vol. 13, no. 3 (1974). 
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Box D: "Taxation" of Exort Crops Nomilr Protection Coeffiienhs of Selected Expofl 

A good measure of the degree to which crops are 
taxed is the "Nominal Protection Coeffident" (NWi,, 
defined as the pthe producer divided by
the amount he would have received had he sold hk, 
aops at the world price minus transport, markeft 
and processing costs. An wc value of more than cne 
means that thecrop isbeing subslidized, and the more 
it isabove one, the bge the subsidy. An Nrc of less 
than one indicates taxation; the lower it Is below one, 
the heavier the tax. The table at right shows N= for 
major crops in 13 countries, representing more than 
half the region's population.

The actual level of taxation of export crops is higher
than shown in two important respects. In the first 
pl, the economic iahnnate value of these crops
has been derived on the bads of actual marketing 
costs. These cost; are, In most cAses, those of mo-
nopolistic agendes working without competitive 
pressure, and thus are generally inflated. If the mar-
keftin cost of an efficient marketing system were 
used instead, the economic value of crops would be 
higherand the degreeof implicit taxationevengreater. 
The level of taxation ;%also higher than shown be-
cause the cs do not reflect the influence of over-
valued currencies, which reduce the proceeds of 
exports in terms of domestic currency. Taking into 
account the effect of an overvalued currency, pro
ducmrs in a nwuiber of countries listed in the table 
received less than half the real value of their crops 
in recent years. 

have distinct comparative advantages, this 
implies a loss of growth opportunities for the 
economy as a whole. 

Pricing of Food Crops. In most African 
countries producer and consumer prices for 

basic foodstuffs are legally controlled. Gov-
ernments have dual policy objectives in set-
ting and regulating their prices. They want 
to provide adequate incentives for increasing 
food production, and they seek to protect the 
interests of consumers at the same time.' 6 In 
practice, the objective of ensuring a regular 
supply of staples at "affordable" prices for 
consumers has been the dominant criterion 
in most countries. This is accomplished in 
various ways: producer prices are fixed at 
below market levels; subsidies are provided 
by selling imported foods at below landed 

16. See Lagos Plan of Action. paragraph 33. 

Crop 19-75 1976-80 
CWM 
Cameroon 
Ghana 
Ivory Coast 
Too 
C& 

0.37 (2) 
0.47 (5) 
0.36 (2) 
0.50(5) 

0.45 (2) 
0.40 (4) 
0.38 (1) 
0.25(4) 

Cameroon (Arabia) 
Cameroon (Robusts) 
Ivory Coast 
KMrya 
Tanma 
Togo 

0.72 (2) 
. 

0.68 (1) 
0.94 (1) 
0.80(5) 
0.42 (5) 

0.60 (2) 
0.36 (1) 
0.36 (l) 
.. 

0.59(4) 
0.23 (4) 

COton 
Cameroon 
Ivory Coa 
Kenya 

.. 

0.79 (1) 
1.07 (1) 

0.79 (1) 
1.05 (1 
.. 

Malawi 
Mali 

0.68 (5) 
0.55 (2) 

0.75 (2) 
0.44 (4) 

Senel 
Sudan 
Togo 

. 
0.65 (2)
0.78 (2) 
0.62 (5) 

.. 
0.60() 
0.79 (4) 

Upper Volta .. 0.79 () 
Gowuidnuts 
Ma 0.37 (2) 0.43 (4) 
Senesal 
Sudan 

0.48 (4) 
0.85 (3) 

0.66 (4) 
0.67 (1) 

Zambia 0.70(5) 0.71(4) 

Kenya 
Malawi 
Zambia 

0.% (I) 
1.68 (5)
0.72(5) 

1.33 (1) 
1.34 (2)
0.78 (4) 

Sesamn 
Sudan 
Upper Volta 
Tat 

0.83(1) 
.. 

0.59(1) 
0.88(1) 

Kenya 
Tbs Om 
.Malawi0.25
Zamba 

-- *-

..... 

.... 
0.89 (1) 
0.42 (5) 

1.09 (5) 

0.28(2) 
028)
0.88 (4) 

Wh p.b.. 
Kenya .. 1.43() 

.. not available. 
a. Figure fn brackets indicates number -f observations

(Years).
b. Maize and wheat have been alternately exported 

and imported in these countries. 
Soura. World Bank data. 

costs; food imports are encouraged when do
mestic food price levels rise; and imported 
foods are given an implicit subsidy because 
of currency overvaluation. 

In most instances over the past decade, 
official food prices in African countries have 
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been set "too low"; prices in parallel markets 
are often two to three times as high. The 
official prices have thus been only partially 
effective; producers have been able to sell partof their marketings at the free market prices 


and most consumers have been forced to buy 
at open market prices. Tlds happens despite 
the existence of state marketing organizations 
that are frequently endowed with legal trad-
ing monopolies-especially in grain tradhing.
While direct price effects on production are 
thus diluted, the policy of setting low official 
producer prices undoubtedly has negative 
effects on farmer incentives to produce and 
to sell basic foods. 

The effect of government import policies is 
in many cases much more important than low 
controlled prices of staples. Imported wheat 
and rice are now becoming steadily cheaper 
than domestic staples because of the over-
valuation of many African currencies. More-over,intent on keeping urban food prices low,ove,eepng?~~esApril 
many governments have in recent years had 
periodic recourse to massive injections of food 
imports, thereby causing sharp reductions of 
domestic pri: fsee Box E). These policies, 
which stimulate wheat and rice consumption 
and discenzrage producers of substitutable lo-
cal cereals, have been reinforced by food aid, 
which has been maintained at consistently 
high levels after a brief reduction in the mid-
1970s. Relative price changes favorable to do-
mestic staples have been checked, and urban 
preferences for wheat and rice reinforced. 

These pricing policies are widely attributed
in the scholarly literature as well as in donor 
circles to an urban bias among policymakers.
But a balanced assessment has to recognize 
the constraints at work, and the conflicts of
objectives involved. Policymakers inAfrica are 

fully aware that the raising of producer prices 

for export crops would stimulate production
and is in general therefore a desirable objec-
tive. But they are also aware that other ob-
jectives may be sacrificed. Thus, the "taxes" 
levied on export crops are a principal source 
of finance for public sector activities; for non-
mineral economies there is no other impor-
tant domestic source. Moreover, the scope for 
higher producer prices is obstructed on two 

.
 
Government trade policy inNigeria has had a 

ficularly sarong Influence on,prices for maJor sp. ..Wheat and flour imports grew from 400,000 tons in1975 to 1.3 milliokta in 1978, and then dedhid 
to an estdmd 1.0 milion ton In19W0. Rice Impo s 
have grown even faster: volumes increased elevui . 
fold between 1976 and 1978-from under 50,000 toni 
to over 5u0,00? tots--then dropped Rharply due 1i
.Import restrictions. In October 1979, licenses were
issued for o*,200,000 tons for 1960. Pews tripled
by September of thit year. The Government m 
sponded to this surge in rice prices by lifig import 
quotas on rice, cereals, and flour. The same pattern 
had occurred earlier: in 1979, wheat and flour pices
fell markedly as aresult of big lncreascs inm .po.u.,


In short, the sarp increases inimports in 
years help explain the fall inprices in1979 while WI,
Import restrictions fueled th& recovery in19M0. 
ernment trade policy, particularly forrik, h-s chanisd
frequently in recent years m indicated In the taUe
below.
 
Summary of Rice Trade Policy
 
Prior o Rr de Pollo


Por to April 1974 66.6% taiff1974-April 1975 20% tariff
 

April 1975-April 1978 10% tariff
 
April 1978-June 18 20% tariff
 
June 1978-October 1978 10% tariff
 
Octber 1978-Arv d1979 Imports Incontainers
 

under 50 kilograms
banned.
 

April 1979 Imports in-ontArerm 50
 
kilograms and above
 
under restricted iU
cense.
 

September 1979 Six-monthricebanimpoftimposed.n
on al ,
January 10a Importsi .

19MimportJanuay licenses issued 16i100,000 tons.
 
October 1980 Rice placed under general
 

import llen -no
quantitatk.i' restdcutions.
 

Erratic trade policy not only has ,ada dramatic
 
effect on price levels, sending confused price signals

to producers, but also has increased the risk to rdera who market domestic supplies. 

sides: ov,.,rvalued exchange rates mean that 
the foreign currency obtained from exports is 
converted into a relatively small amount of 
domestic currency, making it difficult for gov
ernments to pay higher producer prices. And 
on the domestic marketing side, marketing 
margins absorb large shares of total proceeds, 
reducing the share available to producers. 



Finally, a positive price policy for export crops 
might lead to reduction-at least in the short 
run-in food crop production, and this would 
have consequent effects on food self-suffi-
clency objectives, 

Similar conflicts of objectives--real or sup-
posed-underlie food price policy deficien-
cies. Abundant worldwide experience in the 
past decade certainly indicates that the polit-
ical risks involved in raising food prices are 
hardly-negligible. Moreover, there exist gen-
uine concerns over the impact of higher food 
prices on real incomes and the nutritional sta-
tus, of the poor. To see food price policies 
solely in terms of political will or commitment 
is too simple. 

It is true, nonetheless, that the price poli-
cies described above have proved self-defeat-
ing. The policy of attempting to control prices 
and supplies of foodstuffs has, by and large, 
succeeded in securing only a limited supply 
of low-priced (and often low-quality) food-
stuffs for a relatively small group of urban 
consumers. It has increased farmers', and 
traders', risks in producing and market'iig food 
surpluses. It has failed to stabilize and indeed 
has ac'ually destabilized supplies over the 
course of the year. Further, through its effects 
on farmers' supply response, it has probably 
resulted in a higher overall level of food prices 
than would have pertained without govern-
ment attempts to control supplies, 

Reliance on imports, m:v.eover, is creating 
a potentially very costly structural depend
ence on wheat and rice. These now account 
for 82 percent of net commercial cereals im-
ports, wheat alone for nearly half the total. 
Projections of Africa's cereals import require-
ments in 1990 vary from 6 million to 28 million 
tons, depending on the assumptions used. 
Most estimates cluster aro'nd 11 million to 
12 million tons, most of which would be wheat 
and rice. This is a conservative estimate since 
the 1981 imports may alrealy be 6 million to 
7 million tons (including nearly 2 million tons 
of food aid). Except in Sudan, Ethiopia, the 
East African Highlands, and parts of South-
ern Africa, wheat cannot be grown or can be 
grown only at prohibitive costs. Rice can be 
grown in a wider range of countries, but often 
:8 

only at high cost. It can be grown efficiently 
under rainfed conditions or in small-scale 

'schemes in swamps or riverine valleys while 
large-scalk irrigation schemes are extremely 
costly both in terms of initial investment and 
recurent costs. Therefore, import substitu
hion of these crops, where technically feasible, 
will preempt a sub Aantial proportion of in
vestible resources. Since urban consumers 
would be the main outlet for these cereals, 
ambitious ice and wheat production pro
grams will reinforce the traditional bias against 
the rural populations. In addition, this trend 
toward rice and wheat consumption, un
checked by suitable pricing policies, will 
mahitain the traditional rainfed cereals (and 
roots and tubers) in the position of inferior 
goods, reducing the extent and stability of 
their markets. 

PROBLE OF MAIcENG AND INPUT SUPY 

The central problem in marketing and input 
supply is the very general tendency to give 
teo large a set of responsibilities to public 
sector institutions, and too few to other 
agents--irdividual traders, private compa
nies, and farmers' cooperatives. It is the ma
jor manifestation of the organization and 
management problem discussed in the pre
ceding chapter. 

Marketing Agencies. Export crops are al
most everywhere in Africa marketed by state 
trading organizations; often they use "li
censed buying agents," private traders, to help 
in village-level purchases. Government mon
opolies also exist in many countries for food 
crop purchases, though these are generally 
less well organized than export-crop market
ing and are in most cases unable to purchase 
more than a minor share of marketed output. 

The performance of the export crop mar
keting agencies is of major importance in sev
eral respects. First, their degree of efficiency 
affects the share of export proceeds that can 
be paid to producers. Because of long dis
tances and the frequently difficult problem of 



access, the cost of marketing tends to be high 
even under conditions of efficient marketing
operations." Second, the crop marketing
agencies are the major point of contact be-
tween peasants, the miney economy, and the 
state bureaucracy. Unless the marketing
transactions re done fairly and efficiently,
there are high risks of peasant disaffection 
from both the bureaucracy and the market 
economy. 

S;&rious _ •.iencies characterize the op-
eration of most marketing agencies. Some of 
these arise from problems found in almost all 
parastatals--ove,-manning, inadequate non-
salary budgets, and management scarcities, 
There are also inefticiencies peculiar to the 
e port crop parastatals due to the lack of com-
petition. And there are additional problems
in these agencies when marketed volumes 
stagnate or decline: decreasing turnover is 
compensated by higher overhead per unit, 
the producer price being the residual. The 
result is an upward spiraling of costs and a 
parallel downward spiraling of exports. CQas-
sic examples of this are groundnuts in Mali 
and several export crops in Tanzania. 18 

In food-crop marketing, parallel marketing
channels exist in many countries of the re-
gion; the legal and official marketing agency
coexists with a semiclande,.ine private trad-
ing sector. This is most often the situation 
with respect to foodgrains. i these markets, 
attempts ai controlling marketing and prices 
are most extensive but they are effective to 
varying degrees. In countries importing wheat, 
price controls are often fairly effective for flour 
and bread; for rice, the degree of control de-
pends primarily on the share of paddy grown
in government-controlled schemes. For do-
mestic cereals, the share of official trade in 

17. In Kenya, for instance, charges for marketing, stor-
age, transport, and administrative overheads averaged 34 
percent of the f.o.b. border price for maize, 23 percent for
wheat, and 48 percent for rice during the 1972-79 period-
and the agency in question is not regarded in Kenya as a
particularly inefficient marketing institution. 

18. See Frank Ellis, APreliminary Analysis of the Decline in 
Tanzania Cashewnui Production 1974--79: Cases, Possible Rem.
edies and Lessons for Rural Development Policy (Economic Re-
search Bureau, Universi'.y of Dar es Salaam, December 1979). 

marketed production may be as high as 25 to 
50 percent (in some East African countries), 
or as low as I to 2 percent. Price and mar
keting controls are conspicuously absent for 
roots and vegetables, no doubt because of the 
'.-oblems and risks associated with the per

ishability of these crops. Most governments
do not put much truet in the private sector's 
ability to cope with the task of providing sta
ble supplies of food to the urban masses,, al
though private traders handle the bulk of the 
trade almost everywhere. In most cases pri
vate traders are tolerated openly or tacitly as 
indispensAble partners but are not allowed to 
work in ai, economic environment that would 
enable them to realize their full potential. The 
uncertainties associated with the ambigvous 
position of privte trade and traders discour
age full-time involvement in food marketing,
investment in transport and storage, and a 
systematic approach to developing an ade
quate supply network. 

Official marketing agencies are responsible
for collection, transport, sometimes process
ing (as with rice), and distribution to the 
wholesale and sometimes even retail level. 
But producer prices and consumer prices are 
fixed by government with little regard to the 
actual cost of collection and distribution. Mar
keting agencies are also not always or not 
fully reimbursed for losses incurred in the 
process. Several of them have accordingly 
accumulated large deficits reflecting opera
tional inefficiencies and the cost of govern
ment-imposed subsidization of consumers. In 
several cases, defidits h ve reached striking
proportions, given the rather modest quan
tities of foodstuffs controlled by these agen
cies. Some agencies are passive, buying
whatever small quantities are offered to them 
at official prices in postharvest periods when 
market prices are low, or during bumper crop 
years, buying all they can pay for. Othersexercise varying degrees of compulsion, oc
c ll bode on outriht

casionay rering g requisition. 

Input Supply. Input distribution agencies 
are another part of the rural marketing system 

that has contributed to the poor performance
of agriculture. Unless farm inputs are made 
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Table 5.6. Relative Frequency of Government and Private Sector Control in the Procurement 
and Distribution of Agricultural Inputs, 39 Countries 

Percenltae ef countries 
Farm
 

Fertilizer Seed Chemicals equipment
Item supply supply supply supply 

Government control 64 61 47 42 
Private sector control' 11 11 17 22 
Mixed government and private sector involvement 25 28 36 36 
Total 100 100 100 100 

a. Procurement and diatribution activity is considered "private" if more than 80 percent of it is in the hands of the private 
sector, and "government" if more than 80 percent of It is in the hands of the public sector. 

Source: World Bank data files. (See Table SA.32 for country-specific information.) 

available to farmers on a regular basis and at 
the right time, there is little chance that ag-
ricultural production and productivity will 
move f6ward." Unfortunately, there are only 
a few countries in Africa where this important 
condition is fulfilled. Procurement and dis-
tribution of inputs is another field monopo-
lized by governments or parastatal agencies. 
In more than 60 percent of African countries, 
governments reserve full control of the pro-
curement and distribution of fertilizer, seeds, 
and most other service5 as well (see Table 
5.6). The motives for entering this field are 
similar to those advanced for government in-
volvement in food crop marketing: inputs are 
seen as vital commodities that should not be 
left to the care of the private sector, which is 
regarded as exploitative and unreliable. Pol-
icymakers also frequently perceive a need to 
subsidize the service provided, which is a ra-
tionale for monopolizing its distribution." 
Many officials also believe that only by public 
distribution will inputs be made available to 
the remote areas that private trade is assumed 
to neglect because of low profitability. While 
this may be trre in some cases, it is mainly 
the policy of panterriton-il pricing-fixing of-

19. Input supply involves more than just the provision 
of fertilizer and seeds. It can include the supply of farm 
equipment, fencing and building materials, tractor hire 
services, and spare parts. 

20. Subsidies need not involve monopolization. The mar-
ket mechanism can be used. But most officials do not believe 
that mnrkets work well enough to be utilized this way. They 
believe, in this case, that subsidies granted to importer
wholesalers or to private traders would not be passed along 
to farmers. 

ficial prices of inputs uniformly for the entire 
territory without regard to actual transport 
costs-which impedes private trade from ef
fectively competing in remote areas. 

There is no a priori reason why government 
agencies should net be able to fulfill the input 
supply functions efficiently, but due to the 
structural probtems besetting many public 
agencies-scarce management, lack of incen
tives, conflicting objectives, overstaffing, aad 
lack of control-they have rarely succeeded 
in meeting the rigorous requirements of their 
clients-input delivery at the right time, at 
the right place, and in the right amounts. 

Government agencies have failed to meet 
these needs because they have difficulties in 
adapting bureaucratic, financial, and admin
istrative procedures to commercially oriented 
operations. For example, they fail to buy in
puts on a phased basis because they are geared 
to the time of release of funds from the budget, 
and these are notnecessarily the optimal times. 
Likewise, pay scales and hiring and promo
tion procedures tend to be similar to those in 
government. This leads to reduced individual 
initiative, unwillingness to make quick and 
independent decisions, and consequent effi
ciency losses. 

The absence of competition in input supply 
also leads to a lack of innovation. Inputs are 
ordered in routite fashion without regard to 
location-specific requirements. A recent study 

in Senegal has revealed considerable scope 
for savings in fertilizer cost to farmers, no
tably by tailoring the nutrient content more 

closely to their needs, by eliminating ineffec
tive elements, by reducing transport cost 



through higher concentration, and by deter-
mining optinud dosage and composition an 
economic rather than on technical grounds.
Such adjustments, and the supnly of inputs
in variable package sirze convenient for farm-
ers, would be introduced more readily and 
on a broader base in a system leaving more 
scope for private aector participation in input
supply. 

The general problems outlined above are 
exacerbated by the common practice of gov-
eminent, subsidization of inputs, in particu-
lar fertilizer. This has a number of negative 
consequences. First, in monopolistic input
distribution systems the funds budgeted for 
input subsidies limit the total amount of fer-
tilizer made available; under the budgetary
constraint that many countries experience, the 
actual amount of inputs that can thus be pur-
chased remains far below the quantity desired
by farmers at the subsidized price. Therefore,
rather than supplying more farmers than can 
be served under private trade conditions, 
governments end up serving considerably
fewer. Second, since the quantity delivered 
remains well below the level of demand, price
is driven up and, in spite of the subsidy, some 
users may pay as much as--or conceivably

mdre than-they would under free-market 

conditions. Third, even where the input dis-

tribution agency has a source of finance in-

dependent of the budget (such as bank credit 

or sufficient working capital as equity), sub-

sidization ties its operation to the budget year,

causing delays in procurement and untimely
delivery to farmers. 21 

Reformn of Price, Marketing,
Rn it of PriceiMarkeins,
and Input Supply Policies 

While there is not much disagreement with
the general propositions that higher producer
prices would stimulate production and sales, 
orthat marketingsystems should becomemore 


21. Many of the problems and symptoms associated with 
the distribution of subsdized inputs also apply to rural 
credit institutions administering heavily subsidized credit. 

efficient, pushing beyond these propositions
is not easy because the problems are complex
and involve broad aspects of development 
strategy. For example, the appropriate level 
of producer prices, the relationship between 
prices of export crops and food crops, and 
between prices of individual crops in each 
category are all a function of a government's 
development goals and social policy objec
tives. Nonetheless policy changes are needed 
and the directions of change are discussed in 
the following paragraphs. 

ExPORT CROPS 
Trade data for the 1970s and the level and 
trend of export taxation suggest that in many
countries there is scope for increasing pro
ducer prices for export crops. The slow growth
of world demand for many primary com
modities is not a valid argument to the con
trary as long as Africa does not even maintain 
its market share. Higher producer prices in 
real terms would stimulate production di
rectly. It would also allow elimination of most 
of the subsidies on inputs, equipment, credit, 
or water that now hamper the distribution of 
these commodities and services and distort 
the allocation of resources. 

Four objections to a high price export crop
policy were noted earlier: the need for gov
ernment revenues; the limited freedom for 
maneuver on producer prices due to over
valued exchange rates; high marketing costs;
and the conflict that develop with food self
sufficiency objectives. 

With respect to government revenue, a 
number of observations are in order first, 
revenue preservation should take second place 
to the need for maintaining or increasing the pace of export production; second, reduced 
taxes should raise export levels so that higher 
volumes would to some extent compensatefor the reduced rates; finally, and even more
significantly, higher producer prices should 
still leave scope for taxing some of the "rent 
elements" prevailing for some crops--coffee, 

cocoa, tea, and even cotton. 
The exchange rate issue has to be con

fronted directly or indirectly, as noted inChapter 4. In many cases, lagging export 

Al 



Toward
 

SustainedDevelopment
 
in
 

Sub-SaharanAfrica
 

A JointProgramofAction
 

THE WORLD BANK
 
Washington, D.C.
 



1. The Deepening Crisis
 

No list of economic or financial statistics can 
convey the human misery spreading in sub-
Saharan Africa. A special study by the United 
Nations Children's Fund (UNICEF), "The 
Impact of Recession on Children," has docu-
mented how children have been the victims of 
economic decline. In Zambia's poorer northern 
regions, height-for-age ratios have fallen in all 
age categories under fifteen years. Child mortal-
ity in sub-Saharan Africa was 50 percent higher 
than the average of developing countries in the 
1950s; now it is almost double the average. 
Moreover, despite the surges in food imports 
and food aid, an estimated 20 percent of Africa's 
population still eats less than the minimum 
needed to sustain good health. The number of 
severely hungry and malnourished people is 
estimated to have increased from close to 80 
million in 1972-74 to as many as 100 million in 
1984. 

The illustrative scenarios in the World Bank's 
World Development Report 1984 suggest that, even 
with some fundamental improvements in 
domestic economic management, per capita 
incomes in sub-Saharan Africa will continue to 
fall during 1985-95. In the more pessimistic sce-
nario, GDP is expected to grow at 2.8 percent a 
year and population at 3.5 percent, involving an 
annual fall in per capita GDP of 0.7 percent. On 
this basis, real African incomes in 1995 will be so 
low that between 65 and 80 percent of the peo-
pIe will be living below the poverty line, com-
pared with roughly 60 percent today. 

Political instability is also claiming more vic-
tims. Africa now has around 2.5 million refu-
gees; twenty years ago there were 400,000. One 
in every 200 Africans is a refugee. The African 
continent, with less than a tenth of the world's 
population, has more than a quarter of the 
world's 10 million refugees. This number does 

not include economic refugees or people dis
placed within the borders of their own country. 
Many women and children are often forced 
through circumstance to move; some children 
move alone to cities and do their best to survive, 
untended. In every case, the poor are depend
ing on the poor. 

In many African countries people are having 
to do without any public services, as govern
ments concentrate their resources and energies 
on sheer economic and political survival. Fea
tures of modern society to which many Africans 
have been exposed are withering: trucks no 
longer run because there are no spare parts and 
roads have become impassable; airplanes no 
longer land at night in some places because 
there is no electricity to light the runway. While 
philosophically committed to self-sustaining 
growth, self-reliance, and regional cooperation, 
Africa finds itself without the means to generate 
and share its resources. It is against this human 
and political background that the economic and 
financial analysis which follows in this report 
must be read. 

Of course sub-Saharan Africa is rot mono
lithic. It has great diversity, which mast be kept 
in mind throughout this report in which 
regional generalizations are inescapable. For 
instance, low-income semiarid countries, 
(Burkina Faso, Chad, The Gambia, Mali, 
Mauritania, Niger, and Somalia) represent only 
8 percent of the population of sub-Saharan 
Africa. Even including other countries with dif
ficult natural environments-such as Burundi, 
Lesotho, Rwanda, and Senegal-the total popu
lation is about 39 million, only 13 percent of sub-
Saharan Africa's population, and less than half 
that of Bangladesh alone. At the other extreme, 
oil exporters in Africa are middle-income coun
tries. They have a per capita income several 
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times the average for low-income countries and 
represent about 30 percent of sub-Saharan Afri-
ca's population and about 50 percent of its GDP. 
Another group includes countries such as Bo-
tswana, IvGry Coast, Kenya, Malawi, Mauritius, 
and Swaziland, representing about 10 percent 
of the region's population. Over the past two 
decades, they have achieved significantly faster 
growth in per capita incomes than the low-
income average but since the late 1970s have 
run into problems. The rest (about half) of sub-
Saharan Africa's people live in countries such as 
Benin, Ghana, Guinea, Liberia, Sierra Leone, 
Sudan, Tanzania, Togo, Uganda, Zaire, and 
Zambia. These countries are relatively well 
endowed with natural resources but have had 
low or negative per capita growth since 1970. It 
is important to keep such variety in mind while 
discussing past developments and future pros-
pects, as well as external assistance require-
ments. 

Accelerated Decline in PerCapitaOutput 

Since the recession of 1980-82, the world 
economy has started to recover. In 1983, gross 
national product (GNP) in industrial countries 
rose 2.3 percent, after a fall of 0.1 percent in 
1982; in developing countries, growth picked 
up from 1.1 to 1.3 percent. World trade, which 
had declined by 2.5 percent in 1982, grew by 2 
percent in 1983; dollar prices of nonoil primary 
commodities, which had been falling since 1981, 
climbed by 7 percent in 1983. 

However, while sub-Saharan countries' 
growth suffered along with others during 1980-
82, the recent recovery seems largely to have 
bypassed sub-Saharan Africa, even in those 
countries with the best earlier records. For oil 
importers, per capita output fell by 0.9 percent
in 1981 and 1.7 percent in 1982, but there was no 
recovery in 1983-per capita output fell by a fur-
ther 2 percent. Neither did oil exporters benefit 
from the 1983 recovery. Their per capita output 
fell about 11 percent in the two years 1981-82 
(see table 1.1) and a further 7 percent in 1983. 
For sub-Saharan Africa as a whole, per capita 
output in 1983 was 11 percent below the 1980 
level, more than offsetting all of the very mod-
est gains of the 1970s. 

Agriculture fared somewhat better, until 1982. 

Table 1.1. Growth ofPer Capita GDP 
in Sub-Saharan Africa, 1960-83
 
(annua Percentagec/hange)
 

Countrygroup 1960-70 1970-80 1981 1982 1983'
 
Low-income 

countries 1.5 -0.9 -1.9 -2.5 -0.3 
Low-incomesemiarid -0.1 0.6 -0.9 -2.5 -0.7 
Low-income 

others 1.8 -1.1 -2.1 -2.5 -0.3 
Middle-income 

oil importers 1.5 1.2 0.6 -0.7 -3.4 
Middle-income 

oilexporters 1.1 1.6 -6.7 -4.7 -7.3Total 1.3 0.7 -4.0 -3.3 -3.8 
a. Estimated. 

Between 1980 and 1982, Africa's food produc
tion is estimated to have increased by about 2 
percent a year, somewhat faster than in 1970-80. 
The strongest growth was in wheat, sorghum, 
pulses, and sugar; oilseeds, with the exception 
of palm oil and palm kernels, continued to fall. 
Even at these growth rates, however, per capita
food production was declining, and the acceler
ated pace of food imports in 1980-82 suggests 
that agricultural growth may have beer overes
timated. Cereal imports totaled 9.25 million tons 
in 1982, implying that one in five people in sub-
Saharan Africa (the equivalent of its entire 
urban population) is now fed by imports. While 
few countries prevented a decline in per capita 
food production, those that did included two of 
the most poorly endowed countries: Niger and 
Rwanda. The countries with large agricultural 
potential, such as Nigeria, Sudan, Tanzania, 
and Zambia, suffered the sharpest falls in per 
capita food production. Imports are making 
many countries increasingly dependent on 
wheat and rice, which are difficult to grow eco
nomically in Africa. 

The worst drought in fifteen years has 
recently hit large parts of sub-Saharan Africa. It 
started in 1982 in southern Africa and extended 
to the Sahelian zone in 1983; particularly in 
southern Africa, it appears to be continuing into 
the 1984 season. Based on estimated shortfalls 
in cereal production, the Food and Agriculture 
Organization (FAO) has identified a group of 
twenty-four "most seriously affected" (MSA) 
countries, which are the focus of current inter
national efforts on food aid and emergency 
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relief.' Food production in the MSA countries 
declined by 15 percent between 1981 and 1983; 
preliminary estimates indicate that it may fall 
further in 1984. Senegal's groundnut and cereal 
production are estimated to have fallen 40 per-
cent below normal levels, 

Even more serious than the drought's imme-
diate impact on food supplies are its medium-
term effects on plantation crops and livestock, 
In Ivory Coast, coffee production in 1983 may 
have been less than half the normal average, 
and cocoa and oil (palm and coconut) produc
tion declined by 10 to 20 percent. In Ghana; 
cocoa production will be 17 percent lower than 
the recent average; bush fires, made worse by 
drought, may have burned about 10 percent of 
total cocoa acreages. Cattle losses have been 
substantial in Botswana, Mauritania, and Zim-
babwe. Experience shows that, to rebuild cattle 
herds, four to five years of good rainfall are nor-
mally required. 

Faced with this devastation, the international 
community has launched massive programs of 
assistance. The FAO has estimated total cereal 
requirements for the MSA countries at 3.3 mil-
lion tons. Thirty bilateral and international 
agencies, including those from Australia, Can-
ada, Denmark, France, Germany, Italy, Japan, 
the Netherlands, the United Kin.,.Jom, the 
United States, the EC, and the Worla iood Pro-
gram (WFP), have pledged 2.3 million tons. 
Additional contributions, notably from the 
U.S. Agency for International Development 
(USAID), are expected to help close the gap. 
However, considerable problems remain over 
transporting and distributing the food. 

Industry has suffered serious setbacks, which 
in many countries have come on top of years of 
industrial decline or stagnation. In the majority 
of sub-Saharan countries, manufacturing (as a 
percentage of GDP) was lower in 1980 than in 
1970. In several cases the slide has been acceler-
ated since then. Even among the countries that 
did expand industry up to 1980, several (such as 
Ivory Coast, Malawi, and Nigeria) have experi-
enced setbacks. In most cases industrial weak-

1. These countries are Angola, Benin, Botswana, Burkina 
Faso, Cape Verde, Central African Republic, Chad, Ethio-
pia, The Gambia, Ghana, Guinea, Guinea-Bissau, Lesotho, 
Mali, Mauritania, Mozambique, Sao Tome and Principe, 
Senegal, Somalia, Swaziland, Tanzania, Togo, Zambia, and 
Zimbabwe. 

nesses, partly due to poor quality of 
investment, have been prolonged by difficulties 
in macroeconomic management and by falls in 
imports, locally produced raw materials, con
struction, and domestic incomes. In several 
cases, industry has also been harmed by dis
rupted or deteriorating transport. Across the 
continent utilization rates in manufacturing
have been falling, in extreme cases going as low 
as 25 to 30 percent. 

DeterioratingExternal Environment 

The international economic environment has 
been difficult for all developing countries during 
the last four years. While world trade has stag
nated and commodity prices have declined, 
many developed countries have increased pro
tectionist barriers for goods from developing 
countries; for sub-Saharan Africa restrictions on 
sugar and livestock imports have been particu
larly damaging. These external factors have 
aggravated the long-term economic deteriora
tion in Africa. 

For export crops, Africa's total volume 
expanded by about 1 percent a year over the 
1980-82 period-an improvement over the 
decline during 1970-80. However, for most 
crops, the fall in world market shares that 
started in the 1970s continued in the 1980s. 
These declines have occurred in commodities in 
which Africa has a comparative advantage and 
which arn likely to remain its main potential 
source of foreign exchange earnings. Africa's 
market share of oilseeds has fallen steeply, 
caught between rising domestic demand and 
inadequate incentives to export; so has that of 
tea, bananas, cotton, and coffee. Some progress 
was made in tobacco, sugar, and sorghum. 
Given the slow growth in world demand pro
jected for primary exports over the next decade, 
African countries can expand their exports only 
if they can utilize their coraparative advantage 
effectively and increase their share. 

On top of stagnant or declining exports, the 
terms of trade also fell. Between 1980 and 1982,
prices of nonoil primary commodities declined
by 27 percent in current dollar terms. The loss of 
income due to deterioration in the terms of 

trade was 1.2 percent of GDP for sub-Saharan 
Africa; middle-income oil importers suffered 
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Table 1.2. Changesin Terms of Tradeand the 
Associated Loss of Income in Sub-SaharanAfrica,
1980-82 

Associated loss 
Percentagechange in of income in 1982 

Countrygroup 

terms of trade 
between 1980 

and 1982 

over 1980a 
(percentage 
of GDP) 

Low-income
countries 

Low-income 
-14.5 2.4 

semiarid -2.6 0.5 
Low-income 

other 
Middle-income 

-16.0 2.6 

oil importers
Middle-income 

-11.1 3.0 

oil exporters 
Total 

1.8 
-4.7 

-0.5 
1.2 

a. Calculated by multiplying the percentage of decline in 
terms of trade by the share of exports in GDP. Minus sign
denotes income gain. 

the biggest loss (3 percent of GDP), oil exporters
had a slight gain (0.5 percernt of GDP), and low-
income countries a loss of 2.4 percent of GDP 
(see table 1.2). For 1983, preliminary data sug-
gest no significant improvement in Africa's 
terms of trade. 


The Debt Servicing Problem 

During the last four years, debt servicing has 
surfaced as a major problem in sub-Saharan 

Africa. During this period, twenty-three of the 
thirty-one reschedulings in the Paris Club were
for thirteen sub-Saharan countries, and eleven 
countries have also restructured their commer
cial debt. Even countries such as Ivory Coast 

and Nigeria, which benefited from the commod
ity price boom in the 1970s and had, until 
recently, a high credit rating, are facing serious 
problems in meeting their debt service. Both
bilateral and commercial debt for Ivory Coast 
were rescheduled recently, and discussions on 

converting about half of the Nigerian tradearrears to medium-term debt were started in 
December 1983, with a tentative agreement
reached in May 1984. For sub-Saharan Africa as 
a whole, financial arrears (largely on trade trans
actions) exceeded $8 billion at the end of 1983, 
$5 billion of which was Nigerian. 

The estimated tatal ofAfica's disbursed pub
lic and publicly gVaranteed medium- and long
term debt at the end of 1982 was over $48billion, the majority of it on nonconcessional 
terms. IMF credits totaled about $4 billion and 
short-term credits about $7 billion (see table 
1.3). 

Debt servicing payments are scheduled to 
increase dramatically in the near future: on 
the existing public ? .d publicly guaranteed
medium- and long-term debt alone, they are 
due to rise from $4.1 billion in 1981 and $5.0
billion in 1982 to $9.9 billion in 1984 and an aver
age $11.6 billion a year in 1985-87. These 

Table 1.3. External PublicDebt and ProjectedDebt Senice Burden in Sub-SaharanAfrica 
(amounts in USS billions) 

Public and publicly guaranteed
medium- & long-term debt 

(PPG/MLT) 
Annual Debt service Short-

Country group 

Outstanding
&disbursed 
end-1982 

growth
(percent)
1972-82 

ratio 
(percent)
19821 

term 
credit 

end-1982 
Low-income 

semiarid countries 
Low-income others 

3.0 
17.1 

22 
19 

16 
16 

0.1 
1.0 

Middle-income oil 
importers 17.1 24 18 2.6 

Middle-income oil 
exporters 10.8 24 10 3.5 

Total 48.1 22 13 7.1 
All except oil 

exporters 37.3 21 17 3.7 
a. Debt service as a percentage of exports of goods and nonfactor services. 
b. On existing debt alone. 

IMF 
credit 

end-1982 

0.1 
1.6 

2.2 

(.) 
4.0 

4.0 

Debt service 
1985-87" 

PPG/MLT
Amortization Interest Total IMF 

0.7 0.3 1.0 0.2 
4.4 2.4 6.8 1.5 

6.7 2.9 9.6 1.8 

12.3 5.1 17.4 
24.0 10.7 34.7 3.5 

11.7 5.5 17.3 3.5 

12 



increases will occur in a wide spectrum of coun- 
tries. One of the worst affected is Sudan, where 
external debt at the beginning of 1983 was esti- 
mated to be $7 billion-more than seven times 
Sudan's export earnings in 1983. Without relief, 
its estimated debt service in 1983 amounted to 
$1.1 billion, slightly more than its total export 
earnings. Even if arrears currently outstanding 
were consolidated and rescheduled on 1983 
Paris Club terms with a 10 percent interest rate, 
Sudan would face debt service ratios averaging 
80 to 90 percent for the rest of the 1980s. Coun-
tries such as Central African Republic, Mada-
gascar, Somalia, and Zaire face similar 
difficulties. At the other end, some economies, 
such as Nigeria, should be able to adjust in 
order to meet the sharp rise in their debt service 
burden. In between are countries such as 
Gabon, Kenya, and Malawi, whose debt service 
profile is flatter but will nonetheless be a signifi-
cant burden. 

There are a number of reasons for the sharp 
rise in debt service requirements. The resched-
ulings in the last few years, mostly on conven-
tional terms, gave short-term relief, but at the 
expense of increasing the debt service burden 
from 1984 onward. For a number of major 
debtor countries, such as Zaire and Sudan, pre-
viously rescheduled amounts, generally not eli-
gible for rescheduling, represent more than a 
third of the total payments on public debt 
scheduled for 1985-87. In many sub-Saharan 
African countries, significant increases in assis-
taace are going to be needed to replace IMF 
loans falling due. Taking the IMF loans out-
standing at the end of 1983, repurchases and 
charges will total $0.9 billion in 1984 and $3.5 
billion during 1985-87. 

When Africa's arrears are taken into account, 
its debt service outlook is even more dismal. 
Servicing obligations in 1984 would jump about 
30 percent if all arrears were repaid in that year. 
Unless corrective measures are taken, the exter-
nal resource position of sub-Saharan Africa is 
likely to become disastrous in the next few 
years. 

ExternalCapitalFlows 

External capital flows to sub-Saharan Africa 
have been quite high. Between 1970 and 1982, 

official development assistance (ODA) per cap
ita increased in real terms by 5 percent a year, 
much faster than for other developing coun
tries. In 1982, ODA per capita was $19 for all 
sub-Saharan African countries and $46 per cap
ita for the low-income semiarid countries--corn
pared, for instance, with $4.80 per capita for 
South Asia. Aid finances 10 percent of gross 
domestic investment in Africa as a whole, but 
up to 80 percent for the low-income semiarid 
countries and over 15 percent for other low
income countries. For some countries, ODA 
finances not only all investment, but also some 
consumption. During 1980-82, however, ODA 
levels stagnated, even though sub-Saharan 
Africa's share in the total increased from 21 per
cent in 1980 to 24 percent in 1982. Net flows 
from private sources declined sharply (by about 
50 percent) with the decline particularly marked 
for oil-importing countries. 

However, import capacity did not decline by a 
corresponding amount, because of funding by 
the IMF, which provided net flows of $2billion 
between 1980 and 1982, mainly to oil importers. 
In addition, external reserves were drawn down 
by $10 billion ($1 billion for oil importers). As a 
result, the total current account deficit increased 
from 3 percent of GNP in 1980 to about 9 per
cent in 1982 for sub-Saharan Africa (and stayed 
around 9 percent for oil importers). Data for 
1983 are not yet available, but tentative esti
mates suggest that sub-Saharan Africa's import 
capacity declined significantly, the result of 
declining export earnings, falling capital inflows 
and export earnings, less finance from the IMF, 
and the exhaustion of foreign reserves. 

The Long-term Natureof the Crisis 

Pressing as the current problems are, it is 
important to emphasize that they are not short 
term. They are part of a long-run unfavorable 
trend, best illustrated by putting the current 
food crisis in longer perspective. Figure 1.1 
shows annual grain production per capita in 
1970-84 for the twenty-four countries most seri
ously affected by drought, together with the 
long-term trend. The trend line shows a fall of 
about 2 percent a year. It passed below what 
might be considered a minimum for a healthy 
diet (of 140 kilograms per capita, the figure 
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Figure 1.1. Per Capita Grain Production in Turnty-fourA/rican Countries Affected by Drought, 1970-84 
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Source: Based on Food and Agriculture Organization (FAO) data, except that the 1964 figure isaprojection using data from FAO,
 
the U.S. Agency for International Development, and the U.S. Department of Agriculture.
 

implied by current FAO estimates of consump-
tion needs) in about 1975 and has continued fall-
ing since then. Even in the comparatively good 
year of 1981, production per capita was only 135 
kilograms. In 1984, for the first time, production 
is expected to fall below 100 kilograms per cap-
ita. Yet that 1984 projection is only 12 percent 
below the trend line; the trend line itself will hit 
the projected 1984 level as early as 1988. The 
amount by which the 1984 estimate is below the 
trend line is almost exactly the same as the 
amount by which output in 1981 was above it. It 
is difficult to avoid the conclusion that Africa's 
food production does not deviate dramatically 
from the trend line; the declines of the past pro-
vide a depressing foretaste of what lies ahead. 

What is true for the drought-affected coun-
tries is true for sub-Saharan Africa as a whole. 
Of all the major regions of the developing 
world, sub-Saharan Africa has had the slowest 

food production and the fastest
growth in ftry's 
growth of population during the past twenty 
years. It is the only region where food produc-

tion is losing the race with population growth 
(see figure 1.2). 
.. Such realities naturally cause pessimism. Yet 

analysis of development in sub-Saharan Africa 
and elsewhere suggests a basis for hope. A gen
eration ago, it should be remembered, the pros
pects of Korea were regarded as dismal;2 ten 
years ago Bangladesh was regarded as a basket 
case; and about twenty years ago the establish
ment of the International Development Agency 
(IDA) was inspired by tales of woe in the sub
continent. In sub-Saharan Africa, economic 
growth in the 1960s was quite respectable, and 

2.As noted in the Pearson Commission report, published 

in 1%9, "For nearly adecade South Korea seemed doomed 
to permanent dependence on foreign aid with no possibility 
of achieving ahigh growth rate from its own resources. 
Critics could point to almost every abuse in the catalogue. 
There was serious corruption, there was inflation, the aid 
dialogue was most acrimonious, and exports of the coun

own products were low" (emphasis added). L. B.Pear
son and ohers, Partnersin Development (New York: Praeger, 
1969), p. 345. 



Figure 1.2. Index of Pe Cota Food Prlducon, 1961-M 1983 
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Source: Based on data provided by the U.S. Department of Agriculture. 

observers saw several reasons to expect fur-
ther rapid development. 3 Even in the 1970s, 
growth in several African countries (Botswana, 
Cameroon, Ivory Coast, and Malawi) was sig
nificantly faster than the world average. The 
history of economic development has been full 
of surprises. The evidence is overwhelming 
that, with the right combination of external 
assistance and domestic policies, countries can 
turn around, often in less than a decade. One 
essential step in that process is clear-headed 
analysis of experience, identification of 

3. In The .,onomics of African Development (New York: 
Praeger, 1%7), by Andrew M. Kamarck, it was projected 
that sub-Saharan Africa could grow at 7 percent ayear dur-
ing the 1970s and beyond: "Of the mineral producers, 
Gabon, Guinea, Liberia, Zambia, Nigeria, Congo (Leopold-
ville), and Rhodesia already clearly have the potential to 
reach or surpass a 7 percent GNP rate of growth. Congo 
(Brazzaville), with potash and possibly bauxite and iron-ore 
deposits; the Sudan, avery large and practically unexplored 
area; and Ghana, if it handles its opportunities from the 

strengths and weaknesses, and designing of 
policies suitable to each country's circum
stances. 

Appendix 

The tables that follow on pages 16-20 pre.sent 
the basic data on macroeconomic developments 
since 1960 and external resource flows to sub-
Saharan Africa during 1979-82. 

Volta power and aluminum project wisely-may also belong
in this select group. Most of the other African countries 
depend mainly on agricultural exports, and here the exter
nal constraints apply. But this still does not mean that partic
ular countries cannot be successful-especially if others, by
mishandling their affairs, open up the opportunities to get a 
bigger share of a limited market. Among the more likely 
candidates for such success are the Ivory Coast, Kenya, 
Uganda, and the Sudan." 
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I ntroduction 

This paper reviews recent experience of African 
countries in the design and imp!ementation of adjust-
ment programs supported by use of Fund resources.' 
The aggregate analysir ,overs primarily 1980 and 1981, 
while the case studies include results through the end 
of 1983. The paper is divided into seven parts. The 
first part outlines the economic background leading to 
the emergence or aggravation of financial imbalances 
in Africa before 1980. The second part reviews the 
role of the Fund in financing and adjustment. The third 
part examines the objectives of programs supported 
by use of Fund resources. Against this background, 
the fourth part analyzes the design of programs. The 
fifth part assesses the experience in implementing 
adjustment programs, with a view to determining the 
reasons for the difficulties that these countries en-
countered. The sixth part provides case studies of the 
recent adjustment programs of Somalia and Mali, 
which were supported by use of Fund resources. The 
conclusion summarizes the study's main findings, 

Economic Background 

The economic and financial problems facing African 
countries before 1980 were manifested in sluggish 
economic growth, riting inflation rates, and widening 
deficits on the current accounts of their balances of 
payments. Economic growth, which averaged about 
5 percei.t during 1974-76, fell to about 2 percent dur-
ing 1977-79. Accordingly, during this period, per capita 
real income declined. The rate of inflation, which 
picked up frc.m about 10 percent in 1973 to an annual 
rate of about 16 p,.rccnt during 1974-76, continued 
to increase, averaging more than 18 percent during 
1977-79. The combined current account deficit rose 
from about US$4 billion in 1974 to about US$7 billion 

'Unless otherwise noted, the countries discussed in this 
ar- those covered by the African Department of the International 
Monetary Fund. They exclude Egypt. the Socialist People's Libyan
Arab Jamahiriya. Sudan. and South Africa. The paper does w 
attempt to draw a distinction between stznd-by and extended 
arrangements. Rather. it focuses on the calendar year during which 
adjustment programs were implemented. 

a year during 1975-77, and widened still further, 
reaching nearly US$10 billion annually during 
1978-79. These deficits were, for the most part, fi. 
nanced by foreign borrowing, while countries at
tempted to contain the reduction in reserves in absolute 
terms. As a result, external debt increased dramati
cally. It ros: from US$15 billion at the end of 1974 to 
US$45 billion at the end of 1979. The debt service 
ratio more than doubled, rising from 8.0 percent in 
1974 to 16.6 percent in 1979 (Table 1). Even so, 
international reserves as a proportion of goods and 
services declined from 13.4 percent of annual imports 
in 1974 to 10.0 percent in 1979. 

Contributory Factors 

These deteriorating economic conditions reflected a 
number of external and domestic factors. During this 
period, the international economic and financial en
vironment tended to affect African countries nega
tively. Following the sharp increase in oil prices in 
1973-74, industrial countries experienced a sharp de
cline in economic activity accompanied by a substantial 
acceleration in the rate of inflation. These factors 
tended to reduce the demand for exports from African 
countries and to contribute to a softening in export 
prices, while prices of imports from industrial countries 
increased considerably. Furthermore, increases in oil 
prices directly affected the import bill of African 
countries. With a reduced demand for exports, declin
ing terms of trade, and an inelastic demand for imports, 
African countries faced widening current account def
icits. Some resorted to direct import restrictions, which 
resulted in shortages of consumer goods as well as 
intermediate and capital goods. The shortage of con
sumer goods tended to fuel domestic inflationary pres
sures, while the shortage of intermediate and capital 

goods contributed to a slowdown in economic activity. 
The adverse international economic environment 

also affected domestic financial policies, which were 
not promptly adapted to the emerging situation. In 

particular. many countries were already embarked on 
ambitious public investment programs and were rapidly 



I o INTRODUCTION 

Table 1. Africa: Selected Economic Indicators, 1973-831 
1973 1974 1975 1976 1977 1973 1979 1980 1961 1962 1963 

(Percent) 
Ecownik: growth 2.39 6.27 2.7s 5.85 2.20 4.50 7.90 0.301.80 2.80 -1.40Inflauo 9.86 17.07 15.84 16.63 19.40 19.400S.90 20.10 23.60 16.90 16.70Terms or trade 8.30 7.63 -12.19 7.00 3.10 -8.70 2.40 -2.50 -4.30 -4.10 -5.60 
Ratio of external 

debt to GDP 24.90 25.87 27.50 32.82 35.80 36.60 38.00 35.70 41.50 4950 59.60 
Debt service
 

ratio ... 9.50 11.90 16.60
8.00 9.50 15.50 17.40 19.70 23.70 25.10 

(Billion U.S. dollars) 
Current acount -4.50 -4.00 -7.20 -6.50 -6.60 -9.90-9.40 -12.90 -14.00 -12.50 -10.80Net official transfers 1.10 1.50 1.70 2.00 2.30 2.50 2.9( 3.30 3.30 3.20 3.30
Net capital inflows 3.80 2.60 4.90 4.40 5.00 6.40 6.60 8.40 8.40 7.90 5.70 
Overall bal:ce of 

payments 0.50 0.30 -0.60 -0.10 0.70 -0.40 -0.30 -3.20 -2.30 -1.40 -I.0 
Total outstanding

debt 13.60 14.75 18.40 23.40 30.80 36.90 45.30 50.90 55.50 62.50 66.30 

Source: Intcinational Monetary Fund, World Economic Outook: A Survey by the Staffof the InternationalMonetary Fund. Occasioial 
Paper No. 9 (Wauhington, April 1982): and Fund staff estimates.

I This table follows the Fund's International Financial Statistics classification of the African countries. These include l the African 
mer her countries, except Algeria. Egypt. Nigeria. and the Socialist People's Libyan Arab Jamahiriya. which are classified under differen
 
headings. In this table, South Africa is also excluded.
 

expanding government current expenditures. In a num- creased the pressures on domestic prices and the 
ber of countries, improving prices of primary products balance of payments. 
in the late 1940s and early 1970s had contributed to 
an increase in government revenues and export pro- Rather than dealing with the roots of the problems,
ceeds that allowed for such expansion. With the countries generally focus.d on their symptoms. Price 
tapering off in demand for such exports and the decline controls were intensified, consumer subsidies were 
in the terms of trade, budgetary receipts started to lag increased, producer prices were kept low, and admin
behind the growth in expenditures. This led to a istrative controls on imported goods were widened in
widening in budgetary deficits, which were increasingly scope. Many countries also retained exchange rates 
financed by domestic bank borrowing and external that were incompatible with financial stability. Under 
borrowing. The expansion in credit to the government the circumstances, parallel markets for goods and 
sector, accompanied in some instances by an accom- foreign exchange widened, generating considerable 
modating stance on credit to the private sector, in- distortions and slowing down economic activity. 



II The Role of the Fund
 

In view of mounting ezonomic and financial imbal-
ances, a number of African countries worked closely
with the Fund to design and carry out appropriate 
adjustment programs during 1980-81. 2At the beginnin 
of 1980 there were 12 stand-by arrangements. The total 
amount approved under ihese arrangements was equiv-
alent to SDR 455.2 million. Several arrangements 
expired and new arrangements were approved during
1980. At the beginning of 1981 there were 1 stand-by 
and 3 extended arrangements for a total of SDR 1.8 
billion. With the increase in extended arrangements 
and the approval of new stand-by arrangements in 
1981, the numbers of stand-by and extended arranfi-
ments in effect at the end of 1981 were 13 and 6, 
respectively, with the total amount committed reaching 
a record SDR 4.3 billion. Purchases nearly doubled in 
1980 and more than doubled in 1981, reaching a record 
SDR 1.7 billion (Tables 2 and 3). 

The number of African countries that adopted ad-
justment programs supported by use of Fund resources 
during this period was relatively limited. Many, how-
ever, resorled to financing rather than adjustment. 
This was reflected in a sharp increase in debt servicing,
It is, therefore, essential to review the difference 
between financing and adjustment, and, in this regard, 
the role of the Fund in the adjustment process. 

Adjustment Versus Financing 

When a country faces an external sector disequilib-
rium, this is manifested in a rise in its current account
deficit, requiring it to resort to iacreased external 
borrowing to finance the disequilibrium. If the dis-
equilibrium resulted from permanent factors and if a 
country were not to take the necessary measures to 
adjust, this financing would have to continue indefi-
nitely. As the external debt rises, a country would 
eventually reach a point where its ability to service 
the debt would be impaired. undermining its credit-

See Guiti.4n 119811. Kancsa-Tha.an (Seplernber 19 1l). Makulou 
(1912. I"31. and Nsouli (l92). 

worthiness. Under such conditions a country would 
lose its ability to continue to finance an external sector 
disequilibrium. Failure to adjust would force a country 
to impose strict controls on imports., The resulting 
import shortage would exacerbate underlying in&
tionary pressures. In developing countries that depend
heavily on imported intermediate manufactured and 
capital goods, inport controls would cause ecoiomic 
activity and investment to suffer and lead to a sharp
fall in economic growth. 

Thus, financing alone will not solve a disequilibrium. 
Financing only magnifies and postpones dealing with 
the problem and, in due course, leads to a greater 
disruption of the economy tha if adjustment were 
undertaken promptly. Accordingly, the choice is not 
between adjustment and financing but between promptly 
initiating a gradual and orderly adjustment process, 
on the one hand, or being faced with abrupt and 
disorderly adjustment, on the other. The costs to the 
economy are too high in the latter case. in terms of 
the rising debt burden, the emergence of large distor
tions, and the abrupt sho'ck to the economy when 
financing ceases. Yet many African countries followed 
the latter path. The role of the Fund is to avoid such 
disruptions and minimize the costs of adjustment by
providing, preferably at an early stage, the necessary 
financing to ensure a smooth and gradual process ofadjustment. 

Duration of Adjustment 

From the short survey of the economic problems 
facing African countri.s, it is clear that the extent of 
the imbalances has increased, requiring a more con
cert-d adjustment effort. The Fund has recognized
that the deep-seated structural problems and the mag
nitude of these imbalances require longer periods of 
adjustment. The question of the length of time over 
which adjustment should take place, other things being 
equal. is crucial. If a very short time period is set forattaining equilibrium, adjustment could prove costly 
to a country, because it would require a rapid deflation 
of the economy. At the other extreme. stretching out 

http:Kancsa-Tha.an
http:Guiti.4n


11 * THE ROLE OF THE FUND 

TUble 2. Atics: Stand.By Arrangenuents and Arrangements Under Extended Fund Fadlity, 197-83 
(Inmillions of SDRs) 

Slad.By (SBA)and Extnded 
FAClitY (EFF) 

Date of 
Approval 

Exp* 'on
D:e 

Amount
ApprovedApproved 

Amount
P h 'aPut:a_,d 

U
Baanc,,e_ 

1979
Congo

IEnF 
GaW- a,The
Ghr,
Keliya 

SBA 

S9A
SBA 
SBA 

April 25. 1979 
July 23. 1973 
Nov. 2. 1979
Jan. 10. 1979 
Aug. 20. 1979 

April 24, IM90 
June 30, I60 
Nov. I. 1960
Jan. 9. 190 

Aug. 19, 1961 

4.00 
425.00 

1.60
53.00 

I2.48 

2.00 
75.00 

-
32.00 

-

2.00 
350.00 

1.60
21.00 

122.41 
Liberia 
Malawi 
Mauritius 
Rwanda 
Senegal 

SBA 
SBA 
SBA 
SBA 
SB,3. 

March 21. 1979 
Oct. 31, 1979 
Ocl. 31, 1979 
Oct. 31, 1979 

March 30, 1979 

March 20, 1900 
Dec. 31. 1981 
Oct. 30, 1981 
Oct. 30, 1960 

March 29, 1960 

9.25 
26.34 
73.03 
5.00 

10.50 

9.25 
3.06 

20.00 
-

10.50 

-
23.28 
53.03 
5.00 

-
Siera Leone 
Sudan 
T 

Total 
Total (excilidlg

Egypt and Sodan) 

SBA 
EFF 
SBA 
SBA 

Nov. 2. 1979 
May 4, 1979 

June I1,1979 
Aug. 27. 1979 

Nov. 1. 1960 
Jure 30, 1960 
Dec. 31, 190 
Feb. 26. 1981 

17.00 
200.00 

15.00 
118.00 

1.060.20 

455.20 

7.50 
30.00 

-
20.00 

209.31 

164.5 

9.50 
170.00 

15.00 
96.00 

870.19 

350.8 

5960
Central African Republic
Egypt
Equatorial Guinea 
Gabon 
Kenya 

SBA 
EFF 
SBA
EFF 
SBA 

Feb. 15. 1980 
July 28. 1978 
July I. 5980

July 27. 1980 
Oct. . 1980 

Feb. 14. 1981 
June 30, 1980 
June 30, 1981 
Dec. 31, 1982 
Oct. 14. 1982 

4.00 
425.00 

5.50 
34.00 

241.50 

4.00 
75.00 
3.00 

-
60.00 

-
350.00 

2.50 
34.00 

181.50 
Libtria 
Madaascar 
MaIaw 
Mauritania 
Mauritius 

SBA 
SBA 
SBA 
SBA 
SBA 

Sept. 15. 1980 
June 27, 1980 

May 9. 1980 
July 23, 1960 
Sept. 5, 1960 

Sept. 14, 1982 
June 26. 1982 

March 31. 1982 
March 31. 1982 

Sept. 4, 1981 

65.00 
64.50 
49.90 
29.70 
35.00 

18.40 
10.00 
22.00 
8.90 

15.00 

46.60 
4.50 
27.90 
20.0 
20.A 

Morocco 
Senegal
Somalia 
Sudan 
Tanzania 
Zar 

Total 
Total (excluding

Egypt and Sudan) 

EFF 
EFF 
SBA 
EFF 
SBA 
SBA 

Oct. 8. 1980 
Aug. 8, 1980 

Feb. 27, 1980 
May 4. 1979 

Sept. 15. 5980 
Aug. 29. 1979 

Oct. 7. 1983 
Aug. 7. 1981 

Feb. 26, 1981 
May 3, 1982 

June 30. 1962 
Feb. 26. 1981 

810.00 
184.80 
11.50 

427.00 
179.60 
118.00 

2,685.00 

1,833.00 

147.00 
41.10 
6.00 

151.00 
25.00 
98.40 

684.80 

458.10 

663.00 
143.70 

5.50 
276.00 
154.60 

19.60 
2,000.20 

1,37420 

1981
Ethiopia
Gabon 
Ivory Coast 
Kenya
Libeia 

SBA 
EFF 
EFF 
SBA 
SBA 

May 8, 1981 
June 27. 190 
Feb. 27. 1961 
Oct. 15, 1980 
Augs. 26, 1981 

June 30. 1982 
Dec. 31, 1982 
Feb. 22, 1964 
Oct. 14. 1982 

Sept. 15, 5962 

67.50 
34.00 

484.50 
241.50 
55.00 

44.00 
-

176.70 
90.00 
33.00 

23.50 
34.00 

307.80 
151.50 
22.00 

M 

Mauritania 
Mauritius 
Morocco 

SBA 
SBA 
SBA 
SBA 
EFF 

April 53. 5985
May 9. 1980 
June 5,1981 

Dec. 21, 1981 
March 9, 1981 

June 26. 92 
March 31, 1982 
March 31, 1982 

Dec. 20, 1982 
Oct. 7. 1983 

509.00 
49.90 
25.80 
30.00 

817.10 

39.00 
40.00 
10.30 
7.50 

136.50 

70.00 
9.90 

15.50 
22.50 

680.60 
Senegal
Sierra Leone 
Somlia 
Sudan 
Tanzania 

SBA 
EFF 
SBA 
EFF 
SBA 

Sept. 1I. 1981 
March 30. 1981 

July 15,1981 
May 4. 1979 

Sept. 15. 1980 

Sept. 10. 1982 
Feb. 22. 1984 
July 14, 1982 
May 3,1982 

June 30. 1982 

63.00 
186.00 
43.10 

427.00 
179.60 

15.70 
33.50 
25.90 

251.00 
25.00 

47.30 
152.50 

17.20 
176.00 
154.60 

Togo
Uganda
ZaEre 
Zambia 
Zimbabwe 

SBA 
SBA 
EFF 
EFF 
SBA 

Feb. 13, 1981 
June 5, 1961 

June 22, 1981 
May 8, 1981 

April 8, 1981 

Feb. 12, 1983 
June 30, 1982 
June 21, 19 4 

Ma 7, 1984 
Ari 7. 1982 

47.30 
112.50 
912.00 
800.00 

37.50 

7.25 
77.50 

175.00 
300.00 
37.50 

40.25 
35.00 

737.00 
500.00 

-
Total 
T4,5 (adudl,2Sudan) 

4,722.50 
4,295.50 

1,525.35 
1,24. 

3,197.15 
3,025.55 
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Duratio of Adjustment 

al 2. ( da Aftlma Stand-By Arrangemefts and A ment Under teded Fund FkUct, 
1979-3
 
(in millions of SDRs) 

StandBy (SDA)
ad -Med 
Facility (EFF) 

Dae o 
Approval 

Ek m Amount 
Approved 

Amount 
Purchased' 

Undrn 
Balance 

Gambia.The 
Guinea 
Ivory Coast 
Kenya
Libera 
Mad'gscar
M I 
Mal 
Morocco 
Senegal 

SBA 
EFF 
SBA 
SBA 
SBA 
SBA 
SBA 
SBA 
SBA 
SBA 

Feb. 22, 1962 
Feb. 27. 1981 
Dec. I. I92 
Jan. 8,I962 

Sept. 29. 192 
July 9, 192 

Aug. 6, I962 
May 21. 1962 
April 26, 1962 
Nov. 24, 1962 

Feb. 21, 1983 
Feb. 22, 1964 
Nov. 30, 1963 

Jan. 7. 1983 
Sept. 28, 293 

July 8, 1963 
Aug. 5, 1963 
May 20, 1983 
April 23, 1983 
Nov. 23, 1963 

16.90 
484.50 
25.00 
51.50 
55.00 
51.00 
22.00 
30.40 

281.30 
47.30 

16.90 
292.14 
11.50 
90.00 
5.00 

30.60 
10.00 
23.40 

196.90 
6.00 

192.36 
13.50 
61.50 
50.00 
20.40 
12.00 
5.00 

84.40 
41.30 

Somalia 
Sudan 
Togs
Uganda 

Total 

SBA 
SBA 
SBA 
SBA 

July 15. 1982 
Feb.22, 962 
Feb. 13, 1981 
Aug. I1,1982 

Jan. 14, 1964 
Feb. 21. 1963 
Feb. 12, I93 
Aug. 10, 1963 

60.00 
196.00 
47.50 

112.50 
1,582.90 

15.00 
70.00 
7.25 

50.00 
826.69 

45.00 
128.00 
40.25 
62.50 

756.22 
Sudan) 1,384.90 75L 426,1 

2983Central African Republic SBA April 22. 13 April 21, 2984 18.00 4.50 13.50Ghana SBA Aug. 3, 1983 Aug. 2. 1984 238.50 143.10 95.40Ivory Coasz EFF Feb. 27. 1911 Feb.22, 1964 484.50 446.00 38.50Kenya SBA March 21. 1983 Sept. 20, 1984 175.95 129.80 46.15Liberia SBA Sept. 14. 1983 Sept. 13, 1964 55.00 28.00 27.00Malawi EFF Sept. 19, 1983 Sept. 18, 1966 100.00 10.00 90.00Mall SBA Dec. 9.1983 May 31, 19 40.50 10.00 30.50Maurtius SBA May 18, 1963 Aug.17, 1964 49.30 24.75 24.75Morocco SBA Sept. 16, 1913 March 15, 1985 300.00 30.00 270.00Niger SBA Oct. 5, 1983 Dec. 4, 1984 18.00 6.0 11.20
Senegal SBA Sept. 29. 1983 Sept. 18, 1984 63.00 31.50 31.50Somalia SBA July 15. 1982 Jan. 14. 1984 60.00 51.23 8.75Sudan SBA 1983 1984Feb. 23, Feb. 22. 170.00 144.50 25.50Togo SBA March 4. 1913 April 3. 1984 21.40 19.41 1.99Uganda SBA Sept. 16, 1983 Sept. 15, 1984 95.00 44.00 51.00 
Zaire SBA Dec. 27. 1983 March 26. 1965 228.00Zambia SBA April 18, 1913 April 17. 1964 

- 228.00
21.50 76.50 135.00Zimbabwe SBA March 23, 1963 Sept. 22. 1964 97.50300.00 202.50 

Total 2,628.85 1,297.61 1331.24Tot (ezduqSTdWn) 
2,45.145 1,153.11 1,30.74 

Source: International Monetary Fund, Treasurer's Department.
' Cumulative purchases under the arrangement from date of approval. 

the adjustment period indefinitely would avoid dealing cause in many developing countries the lack of foreign
with the problem and result in a situation very close exchange may impede the country from following such 
to that ofpure financing. Between these two extremes, an optimal adjustment path, the Fund can provide and
there is an optimal trajectory defining a time span that help mobilize the necessary financing. It is thesewill minimize the economic costs of adjustment. Al- considerations that underlie the repeated emphasis by
though in practice it is extremely difficult to determine the Fund's Managing Director that financing and ad
such a trajectory with any significant degree of pre- justment must go hand-in-hand. 
cision, every Fund-supported program attempts to The guidelines on conditionality, which were refor
place the economy concerned on such a trajectory, mutated in 1979, emphasize that there is a need to
within the constraints of available information.3 Be- encourage members to adopt corrective measures at 
'For a discussion of the relative income costs of adjustment of an early stage of their balance of payments difficulties;

diffteient trctorles defined by various policy approaches, see that, in many cases, periods of adjustment longer thanNsouli and Ishiyama (1979). those normally associated with one- or two-year stand
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11 a fHE ROLE OF THE FUND 

TMb 3. Afima Nnhu ad Rqe rchas from tle Fund, 1M-W 
(in millions o SiDts) 

1979 1980 1921 1982 1963 
Fur. Repur- Pur6 RepL. Fur. Repr. Pur- Repur- Pur. Reps

cha-s chases chases chases' chases chases ' chases chases chases chases' 
Benin - - 1.94 .. .. . 1.80 -
Burkina im . . . .. .. ..
 
Bunadi 9.50 . . .. .. .. 4.80
Cameroon - 11.39 - 12.85 - 8.48 - 2.95 3.00 0.50 
Central Africam Republic - 2.38 5.85 4.39 17.00 3.07 2.40 0.60 5.70 0.30Chad - 1.24 - 2.18 7.10 S.43 - - 3.30 -
Comoros - - 0.48 0.48 0.30 .. .. . 
Cow 2.00 1.14 - 5.34 - 6.75 - - 3.30 -

Djibouti - - -... ... 
Egp - S1.22 - 78.93 - 77.92 47.03 43.92 - 2.70
Equato Guinea - 0.24 9.53 - 7.20 0.U 1.26 1.27 1.40 -
Ethiop 3600 - - 66.10 23.50- - 2.2 - 18.00 
Gabon 7.50  - - - - 1.99 - 7.50
Gambia. The - 3.52 1.60 - 9.00 - 16.90 2.24 0.90 2.60 
Ghaa 44.63 22.93 - 9.65 - 9.65 8.47 4.33 275.00 15.40 
Guinea 2.97 4.40 -- 1.10 0.58 $.01 15.91 4.57 4.70 -

Guinea.Bissau 1.10 
 - - - 2.35 - - 0.28 0.40 0.40 
Ivory Coast - - 12.22 - 328.70 - 115.43 - 167.80 -
Kenya 86.25 30.59 60.00 6.98 30.00 7.17 150.38 16.89 132.60 43.00 
Lesotho - - - - - - 2.02 - - -
Liberia 29.75 - 18.40 2.40 47.54 2.16 64.41 - 62.00 10.30
Madagascar - 3.73 39.20 1.51 39.00 7.43 57.73 5.39 15.20 3.70
Malawi 22.07 0.76 24.38 0.93 30.00 .36 14.69 12.62 34.20 10.30 
Mali - 1.75 5.10 2.25 - 2.25 25.38 1.06 17.60 1.0 
Mauritania - 0.89 19.40 6.71 10.30 6.94 18.76 3.69 2.10 4.40
Mauritius 27.97 - 35.00 - 68.00 11.00 28.01 5.49 31.60 14.50
Morocco - 23.20 184.50 67.35 192.76 53.40 433.28 32.50 134.80 23.30 
Niger - -  - - - - - 30.80 -
Nigeria - - - - - - 308.71 - 77.40 -
Rwanda . . . .. .. .. . 
Slo Tomd and Principe . . . .. .. .. .
Senegal 14.75 8.74 43.25 6.36 57.74 6.36 53.17 13.33 37.00 10.50 
Seychelles - - - - - - - 0.70 -
Sierra Leone 7.50 7.27 9.50 9.22 33.70 9.22 5.13 5.28 23.60 2.00
Somalia - - 6.00 - 25.88 - 37.00 4.75 47.40 -
Sudan 83.15 33.70 142.80 34.70 165.55 19.03 71.85 30.15 193.00 41.60 
Swazrland - - -  - - 4.28 - 10.00 -
Tanzania 34.00 13.03 40.00 25.03 15.90 26.34 1.74 11.12 6.10 25.10 
Togo -  16.8 - 7.25 - -. - 21.90 -
Tunisia - - - 24.00 - -'-.... 

Uganda 10.58 8.00 37.50 10.00 122.50 10.31 85.00 1.51 112.70 11.90
Zaire 20.00 31.47 78.40 65.45 194.60 103.78 131.61 22.07 130.30 10.40
Zambia 100.00 26.29 50.00 44.03 359.30 47.32 41.50 86.20 188.40 113.60Zimbabwe -, - 32.49  37.50 - - - 153.60 -

Total 539.72 287.88 874.12 421.84 1.875.85 436.23 1,765.55 316.95 i,940.30 378.60
TOtal (edudng Eg4p Md Sud1a) 4,5.57 202. 731.30 308.21 1,710.30 339.23 1,64.67 242.88 1,747.30 334.30 

Source: Interdonal Monetary Fund, International Financial Statistics. 
'Repurchases include only those relating to outstanding purchases. 
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by arrangements a required; that a flexible approach countries over sufliciently Iong time periods, while 
to the treatment of externml borrowing in ajustment formulating programs that pay considerable attention 
progrpms needs to be adopted; and that due regard to supply-oriented policies, which meet the develop.
has to be given to the domestic social and political ment aspirations of developing countries and which 
objectives, the economic priorities, and the circum- reduce the burden of aljustment. 4 These considers
stances of members, including the causes of their tions are fully reflected in the programs adopted by
balance of payments problems. Within these general the African countries during 198041. 
guidelines, considerable flexibility in applying condi
tionality has been maintained. Greater emphasis has 
also been given to providing incmased financing to 'See Guitiin (19 1), Maklou (1962, 1963), and Nsouli (1962). 
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III The Objectives of Programs
 

The general objectives of adjustment programs sup-
ported by use of Fund resources are summarized in 
the Fund's Artic!es of Agreement. These objectives 
include: 

To facilitate the expansion and balanced growth of inter-
national trade, and to contribute thereby to the promotion
and maintenance ot high levels of employment and re 
income and to the development ofthe productive resources 
of all members as primary objectives of economic policy,
(Article 1. Sec. ii) 

....to shorten the duration and lessen the degree of 
disequilibrium in the international balances of payments
of members. (Article I, Sec. vi) 

While the Fund provides resources in support of 
policies designed to carry out an appropriate adjust-
ment program, a primary concern of African countries 
that adopted prog-ams supported by use of Fund 
resources was the ac.hievcment of a sustainable level 
of economic growth. The key to such sustainability, 
however, was the achit vement of domestic and exter-
nal financial stability. If a country had high levels of 
domestic inflation, reflecting excess demand pressures, 
savings and investment would be discouraged, leading 
to a drop in economic growth. Similarly, if a country 
faced continuous external imbalances, the ensuing 
shortage of foreign exchange could result in a curtail-
ment of important imported inputs and capital goods;
in addition, the distortions arising from a disequilibrium 
exchange rate could undermine both the export- and 
import-competing industries. The sustainability of 
economic growth thus also would be impaired. Ac-
cordingly, in the design ofthese programs, an important 
prerequisite for a sustainable rate of economic growth 
was the achievement of domestic and external financial 
stability, 

Domestic and external financial stability are inter-
related. A high rate of inflation reflects excess demand 
pressures, which are also manifested in the external 
sector. Similarly, a low rate of inflation cannot be 
sustained indefinitely with an external deficit because, 
in due course, the inflow of goods and services would 
have to be curtailed, leading to an acceleration in 
inflation. Hence, if a sustainable external financial 

position is reached, it follows that a sustainable position
of domestic financial stability has also been reached. 
This interrelationship is further seen in the fact that a 
country's current account position is the mirror image 
of,and is definitionally equal to, the difference betweendomestic investment and national savings. 

The countries under consideration had external cur
rent account deficits that were symptomatic of the fact
that domestic investment far exceeded national say
ings. These deficits were generally financed by foreign 

borrowing. Such an external position did not, in itself, 
imply that the external position was not sustainable. 
That depnded on the magnitude of the underlying
variables. A current account deficit can reflect either 
a high level of consumption or a high level cf invest
ment. If foreign borrowing is used to finance con
sumption, the productive capacity of the economy will 
not necessarily increase sufficiently to service the debt. 
In contrast, if the borrowing is used to finance invest
ment, and the marginal return is equal to or exceeds 
the cost of borrowing, the current account deficit can 
become sustainable if other conditions are met. The 
following definition can be used: A sustainable extcrnal 
sector position denotes a current account position 
associated with a consumption and investment pattern 
that is consistent with the growth of debt-servicing 
capacity. 

In most of the programs under consideration, ac
cordingly, the three basic and interrelated objectives 
were generally to promote economic growth, to reduce 
inflation, and to improve the current account position 

s
over the medium term. Chart I shows the emphasis 
given to economic growth in the programs under 
consideration. Most programs aimed for an increase 
in economic growth during the program year as com
pared with the previous year. Nearly all pro&ams 
attempted to.hold annual inflation to about 15 percent. 
However, as shown in Chart 2, nearly the same number 
of programs allowed for an increase in inflation over 
the previous year as programs that tried to reduce 
inflation. This may have reflected a certain degree of 
realism as to how much, if at all, inflationary pressures 

,Charts 1-14 are in Appendix 1. 



Objectives o(Propams 

could be controlled in one year, pirtlcularly if cost. ening of the current account deficit. Such investment 
push elements were relatively Important determinants. could be viewed, however, as contributing to the

Although all programs did not attempt in one year productive capacity ofthe economy and as encouraging 
to narrow the current accounts (Chart 3) or, for that increased exports or reduced imports over the medium 
matter, overall balance of payments positions (Chart term. 
4), the emphasis generally was on improving these 
indicators. In supply-oriented programs, in particular, In sum, these diverse quantitative targets for the 
an expanded level of investment financed by external key objectives confirm that Fund-supported programs
assistance could involve an increase in associated have tailored adjustment to the particular circum
imports, which would contribute to a short-term wid- stances of the country. 
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IV Instruments and Policy Design
 

Although there is general agreement on the objec-
tives, each program is designed differently. There is 
no such thing as a "typical" Fund-supported adjust-
ment program, although many articl-s have been 
written attempting to describe such programs by point-
ing out the commonality of objectives and instruments, 
The objectives and instruments, however, are limited 
and are clearly common to most countries. A program 
involves setting specific quantitative objectives and
selecting the proper mix of instruments as well as 
deciding the degree to which each instrument will be 
used. In this sense, because no two countries share 
the same economic conditions, no two Fund-supported 
programs are alike. Each program addresses the spe-
cific problems of the country concerned, takes into 
account the macroeconomic relationships imposed by
the institutional framework, and sets the quantitative 
targets for the instruments selected. 

With these caveats in mind, it is possible to discuss 
in general the policy areas that recent Fund-supported 
programs in Africa covered. Because the problems of 
these countries are deep-rooted and structural, the 
policies emphasized supply-oriented measures de-
signed to bring about structural changes. At the same 
time, financial policies were designed to reinforce the 
supply-oriented measures.6 

Domestic Structural Policies 

Because economic growth depends largely on the 
level of domestic capital formation, provided that 
investment is allocated efficiently, the programs in-
corporated measures to strengthen the development
planning process. In this regard, the Fund relied mostly 
on the expertise of the World Bank. In addition, with 
a view to improving resource allocation, mobilizing
domestic savings, and encouraging private sector in-
vestment, the programs paid close attention to pricing
policies. Many of the countries maintained extensive 
systems of price controls and subsidies. Such policies 

'See Makalou (1982, 1983) and Nsouli (1982). 

temporarily masked inflationary pressures, led to 
shortages, and contributed to a misallocation of re. 
sources. Furthermore, to the extent that low agricul
tural producer prices were maintained, agricultural
production suffered. To mitigate the impact of price
controls and subsidies on the economy, the programs
attempted to deal with the roots of inflationary pres
sures, namely the imbalances between demand and 
supply. 

As can be seen from Chart 5, in the programs under 
consideration, close attention was paid to maintaining 
or increasing the ratio of savings to gross domestic 
product (GDP). In some countries, this ratio was 
expected to decline, owing in many instances to an 
expected reduction in "enforced" savings that resulted 
from liberalized trade. In contrast, investment ratio 
targets, compared with the previous year, show a 
wider dispersion (Chart 6). In some countries, an 
immediate increase in investment would have contrib
uted to expanded production and, hence, supDly
oriented adjustment. In others, however, investment 
was pushing against the limits of the absorptive ca
pacity of the country and/or was contributing to a 
rapid accrual of external debt. In such countries, the 
programs aimed at containing investment to more 
realistic levels. 

In most of the countries, public sector enterprisesplayed an important role in production. The rationale 
for these enterprises was that, at the early stages of
economic development, the private sector was not in 
a position to undertake a number of economic func
tions. Over the years, public enterprises in several 
countries incurred substantial losses, which were borne 
directly or indirectly by the central government budget.
In the context of a number of these programs, the 
authorities reviewed carefully the operations of public
enterprises. Invariably there was a consensus that 
these enterprises have to operate efficiently. Their 
operations were, in number of cases,a streamlined. 
In other cases, where the public enterprises were not 
considered viable on efficiency grounds, their opera
tions were phased out. Clearly, public enterprises could 
not be judged solely on the grounds of profitability, as 
a number of these enterprises provided vital social 

10 



Fiscal Policies 

servic ,. However, the costs for such services should In many of the countries, monetary policies critically
be specifically provided for in the budget; profit- depended on fiscal developments; the expansion of
oriented public enterprises should not be called upon domestic credit generally was contingent upon theto perform such a role. In setting up a4justment level of credit used by the central government to 
programs, the Fund has assisted the authorities In finance the budgetary deficit. The flexibility in con
focusing on the implications of the position of public ducting monetary policy, therefore, was generally
enterprises for production and financial management. limited to controlling credit to the private sector to

The government sector, through both its current and offset partially the impact of the expansion in credit
capital operations, has played a dominant role in the to the government sector. Not surprisingly, the gov
economies of most African countries. In many of the ernment sector, in certain instances, tended to crowd
countries, revenues did not fully cover expenditures. out the private sector. As a result, the private sector
Consequently, the governm,ents resorted to domestic was unable to secure adequate credit to carry out its
and foreign borrowing to finance their budgetary def- activities. Amore restrained fiscal policy stance would
icits. Financial stability could not be restored without generally allow the monetary authorities to follow a
first tackling the excessive expansionary impact of more flexible credit policy toward the private sector

fiscal policy. Fund-supported programs, therefore, and help promote economic growth.

devoted considerable attention to measures which
 
could improve the fiscal positions.


On the revenue side., a number of programs included Monetary Policies
 
tax measures designed to expand the domestic revenue
 
base and increase the elasticity of the tax system. Charts 10-13 show the diversity ofmonetary policies

Improvements in tax collection procedures in most under Fund-supported programs. Nearly as many pro
countries also contributed considerably to higher rev- grams allowed for a higher rate of net credit growth

enues. On the expenditure side, the emphasis was on to the government as allowed for a lower rate (Chart

limiting the growth in current expenditures by strength- 10). However, in countries where credit tc, the private

ening administrative expenditure controls, reducing sector had grown at about 10 percent 
or less in the 
new government hiring, restraining salary adjustments, previous year-and the3e constituted the majority of

and reducing the expansion in real administrative the program countries-the programs tried to increase

expenditures. Capital expenditures generally were as-
 the growth rate of private sector credit. This was
sessed against the availability of resources and carried broadly reflected in the overall net domestic credit
 
out within the context of the macroeconomic frame- growth target. Generally, countries that had a net
work of the development plan. credit expansion in excess of 20 percent in the pre

ceding year planned to reduce that to about 20 percent 
or less. Those with a rate of less than 20 percent aimed 
for an expansion rate greater than in the previous year.
The domestic liquidity growth targets, reflecting theFiscal Policies interdependent targets of domestic credit growth and 
changes in net foreign assets, do not allow for anyThe thrust of fiscal policy in Fund-supported pro- significant generalizations; the rate of growth was 

grams in Africa can be seer, in Charts 7-9. Most expected to increase and decrease in nearly the same
countries set a goal of increasing the proportion of number of countries (Chart 13).
government revenue (excluding foreign grants) to GDP. Within the context of monetary policy, the interest
However, where economic conditions did not allow rate structure plays an important ole in domestic
for an immediate increase in the program year, the resource aflocation, the process of financial interme
revenue ratio was expected to drop (Chart 7). In most diation, the promotion of domestic savings, and the
of the countries, the domestic revenue ratio was under level of investment. The tendency has been, in many
25 percent, but the ratio of expenditure to GDP was of these countries, to follow a low interest rate policy.
generally in excess of 25 percent. Accordingly, while This adversely affected their economies, because it
in a few programs the expenditure ratio was targeted tended to result in misallocation of resources and 
to increase, there was invariably an attempt to bring in financial disintermediation. In the context of 
about a reduction in the ratio of expenditures to GDP high international interest rates, low interest rate
(Chart 8). Because of the attempt to increase revenues policies may have resulted in a tendency for out
and contain expenditures, nearly all programs aimed ward capital flows and a failure to attract private sector 
at reducing the ratio of the government deficit (ex- capit~l from abioad. although, admittedly, private 
cluding grants) to GDP (Chart 9). capital flows depend on factors besides the interest 
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IV 0 INSTRUMENTS AND POLICY DESIGN 

rate. In formulating programs, the interest rate policy 
was reviewed to determine the most appropriate in-
terest rate structure. In numerous programs, domestic 
interest rates were revised, 

External Sector Policies 

With regard to external sector policies, the programs
focused on three main issues: restrictions on current 
international transactions, the exchange rate policy,
and external debt. Restrictions on international current 
transactions are usually implemented because of im-
balances that have led to shortages of f&reign exchange
at the prevailing exchange rate. The detrimental effects 
of such restrictions have already been discussed. Their 
phased removal, as imbalances declined, was an im-
portant element of the programs under consideration, 

The exchange rate is one of the important instru-
ments that can aid in the adjustment process. An 
inappropriate exchange rate generates cost-price dis-
tortions that have a negative effect on the consumption.
investment mix as well as on the export-import mix 
and tends to reduce the profitability of export- and 

import-competing activities in the country. Such fac
tors are detrimental to economic growth. The appro
priateness of the exchange rate level, therefore, was 
carefully reviewed in the context of the programs 
under consideration. 

Several countries took steps to adjust exchange
rates. Those that took such action supported it with 
appropriate financial and economFc policies to relfdr-. 
its contribution to the adjustment process. Somalia,
for example, devalued its currency by 150 percent in 
domestic currency terms during 1901-82. Uganda also 
devalued its currency by about 100 percent over the 
period May 1981-June 1982. Both Somalia and Uganda
introduced dual exchange rate systems on a temporary 
basis. 

Given the importance of external borrowing for
achieving a sustainable external debt position, Fund. 
supported programs aimed at containing the debt 
burden at levels compatible with the debt-servicing 
capacity of the country. In countries that had accu
mulated external payments arrears, the programs pro
vided for the gradual elimination of these arrears. As 
can be seen from Chart 14, most programs attempted
to avoid a significant increase in the ratio of external 
debt to GDP. 
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V Performance Under Programs
 

Performance under programs is difficult to assess 
insofar as the assessment depends on the yardstick 
selected. Guitign (1981) discusses the problem in detail,
focusing on three yardsticks: (i) the performance that 
would have been achieved without a program; (2) the 
performance in the previous year or series of previous 
years; and (3) the targets of the programs. 

The first yardstick is essentially a hypothetical sit-
uation, about which it would be hard to reach a 
consensus. The second yardstick addresses mainly the 
question of whether there has been an improvement 
or deterioration from the previous year or years. The 
third assesses the performance against the targets of 
the program. Without entering into a detailed discus-
sion of the relative merits of the yardsticks, in this 
part we shall assess the performance of countries 
against two yardsticks: (I) the targets of the program, 
and (2) the previous year's performance. 

These quantitative yardsticks are not sufficiently
adequate in giving an idea of the contribution to 
adjustment of the measures taken. A number of mea-
sures tend to improve economic conditions only grad-
ually, so that their effect can only be fully realized 
over the medium and long term. Other measures tend 
to bring about important qualitative changes-such as 
the removal of bottlenecks or the enhancement of 
financial intermediation-that are not easily miasur-
able. Furthermore, there are numerous other factors 
at work so that it is, at times, difficult to isolate the 
positive effects of measures taken. Accordingly, the 
analysis that follows should be cautiously interpreted, 

Achievements Versus Targets 

Charts la-14a7 provide an idea of the achievements 
compared with the targets. The results generally in
dicate tha! in many cases the performance fell short 
of targets. In most countries, economic growth was 
below target levels, although there are a number of 
exceptions wh .re the performance exceeded the tar-

Charts la-14;a are in Appendix II. 

gets (Chart la). Results on reducing inflation, as 
measured by the consumer price index, were mixed. 
Nevertheless, most countries were close to targets and 
succeeded in keeping inflation below 20 percent
(Chart 2a). Most countries fell short of achieving the 
targeted improvement in their current account posi
tions as a proportion of GDP, as can be seen from 
Chart 3a. About half of the countries met their goal
with respect to the overall balance ofpayments position 
as a proportion of GDP. Thus, as far as tIbe objectives
of programs are concerned, there was generally a 
shortfall in economic growth, inflation targets were 
attained or nearly attained in most programs, and the 
external sector currcnt account targets were achieved 
in about a third of the cases. 

Turning to policy indicators, the ratios of savings 
and investment to GDP were general' yclose to targets.$ 
With regard to fiscal policy, revenues (excluding grants) 
as a proportion of GDP were, in most cases, close to 
target. However, the ratio of expenditure (excluding
grants) to GDP was generally exceeded. Because of 
this, in most countries the budgetary deficit (excluding
grants) as a proportion of GDP was considerably 
exceeded. The rate of growth of net credit to the 
government, accordingly, generally did not conform 
to targets. Furthermore, credit to the private sector 
was exceeded in numerous cases. Reflecting these 
developments, net dom.:stic credit growth exceeded 
the targets in about half the countries. In most, 
domestic liquidity growth was, therefore, considerably
above target. Insofar as external debt is concerned, 
the data indicate that nearly all countries exceeded the 
targets. 

Achievements Versus Previous Year 

Given these deviations from targets, Charts lb-14b9 

show how countries performed relative to the previous 
year. In terms of economic growth, there was a 
considcrable improvement in a number of countries 

' The dos on the zero point of the target axis in the charts indicatethat no targeti were iet. 
Ch;trt lb-14h are in Appendix Ill. 
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V 9 PERFORMANCE UNDER PROGRAMS 

but adecline in most. Inflation worsened in just over
half the .,untries. In the external sector, neither the 
current account position nor the overall balance of 
payments as a ratio of GDP appears to have improved 
or worsened significantly in most countries. 

With regard to policy indicators, there were no 
major changes in the savings and investment ratios,
Government revenue as a ratio to GDP increased in 
most countries, while government expenditure as a 
ratio to GDP remained unchanged or declined in most 
countries. Accordingly, the budgetary position (ex-
cluding grants) improved in the majority of cases. On 
the monetary front, net credit growth to the govern-
ment sector remained about the same as the previous 
year or declined in most cases. Credit growth to the 
private sector for most countries, however, was nearly
equal to or exceeded the previous year's rates. Overall 
net domestic credit expansion was mostly nearly equal 
to or'es.s than the previous year's. Chart 13b suggeststhat, in most cases, domestic liquidity increased at a 
faster rate. The external debt ratio as a proportion of
GDP increased for virtually all countries, 

From these diverse results it is hard to generalize
whether in aone-year period there was an improvement 
or deterioration in the economic sitiation of the coun-
tries adopting Fund-supported programs. The results 
seem to be almost evenly divided. It is, therefore,
essential to examine the reasons for these deviations, 
Table 4 provides information on objectives, as indi-
cated by economic growth, inflation, and the current 
account position, as well as on two key firancial policy
instruments-the budgetary deficit (excluding grants) 
as a proportion of GDP and the rate of growth of net 
domestic credit. Table 4 shows a close correlation 
between attaining program objectives and observing
the quantitative policy instrumijents. In 14 programs
where either or both of the 2policy instruments were 
observed, 2or 3objectives were attained. In 9programs
where the policy instruments were not observed, 2or 
more of the objectives '.,ere not attained. Accordingly, 
we find aclose correlation in 23 of the programs. Only
in 7 programs is a relationship not clear, 

Factors Affecting Implementation 

There are several reasons why certain programs
could not be implemented or, in rare instances, where 
the measures were implemented, the targets could not 
be reached. These factors are essentially the following:
unforeseen developments, difficulties in mobilizing
strong political support, limitations in the administra. 
tive infrastructure, overly ambitious program expec-
tations, and delays in inflows of development assis-

tance. Notwithstanding such problems, a number of
countries readapted their policies and successfully
carried out their adjustment programs.

By far the most important factor resulting in unsuc
cessful implementation of programs was unforeseen 
developments. Even in instances when the program
could bejudged "successful," the success was limited 
by unforeseen factors. For example, in Liberia a
higher-than-expected increase in oil prices caused 
losses in the energy-intensive iron ore sector. This, in 
turn, contributed to a fall in tax revenue, which made 
attaining the budgetary target more difficult. In addi
tion, the increase in interest rates abroad contributed 
to pressures on both the budgetary and ths external 
sector positions. A soft world coffee market caused a 
shortfall in export receipts for Madagascar. In Malawi,
the failure of the maize crop resulted in an increased 
demand for imported maize. Compounding this prob
lem was the increase in international interest rates that
also contributed to budgetary and balance of payments 
pressures. Implementation of the Fund-supported pro
gram in Mauritius was adversely affected by two 
factors: a higher oil bill, owing to increases in inter
national prices, and cyclones, which damaged the sugar 
crop and caused exports to decline sharply.

While Morocco was implementing its atdjustment 
program, the world demand for phosphate fell. This
led to a shorfall in Morocco's phosphate export
receipts. At the same time, Morocco's agricultural
output fell, owing to drought. Higher-than-anticipated
international interest rates also added to the budgetary
and external sector imbalances, while the appreciation
of the U.S. dollar resulted in an increase in the domestic 
subsidy of basic consumer foods. 

In Senegal, performance under the Fund-supported 
program was affected by drought. Sierra Leone also
suffered from a weakening of export prices and un
expectedly high levels of rice imports made necessary
by unfavorable weather. In Tanzania, expot prices
turned out to be lower than projected. Togo's export
performance, suffered because of shortfalls in both the 
quantity and the price of exports. In Zaire, export 
prices took a turn for the worse at the same time that
capital inflows fell short of expectations. Zauuibia's 
performance was affected by two developments: thesharp decline in copper and cobalt prices-its two 
main exports-and an increase in debt service payments, owing mostly to higher international interest 
rates. In Zimbabwe, alandlocked country, adisruption
of the transport system had a severe impact on the 
implementation of the program.

The second most important reason for unsuccessful 
programs was the difficulty that governments encoun
tered in mobilizing sufficient political support for thcir 
adjustment efforts. This is most apparent with regard 
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V0 PERFORMANCE UNDER PROGRAMS 

to the implementation of fiscal policies. The govern-
ments of the Central African Republic, Ethiopia, Equa-
tonial Guinea, Kenya, Madagascar, Malawi, Morocco. 
Senegal, Sierra Leone, Tomo, Zaire, and Zambia found
it difficult to keep to the level ofexpenditures outlined 
in their programs. Furthermore, in a number of coun-
tries revenues fell short of expectations either because 
necessary tax measurow were delayed or because 
improvements in tax collection enforcement could not
be carried out as expected. 

Related to the last point is the question of theadministrative capability of countries to implement 
measures that are necessary for adjustment. In most 
countries this is particularly apparent in the case of 
fiscal measures, where improvements in expenditure
control and revenue collection could not be effected, 
even where the government appeared to be determined 
to bring about such improvements. In a number of 
programs it was also expected that action would be 
taken to improve the position of public enterprises,
The expected improvements did not materialize, mainly
because of the limited administrative capabilities of
the government to effect the requisite changes.

Another factor was the appropriateness of the targets
set out in the programs. In some instances the requisite
policies were observed, but the targets were not 
attained. Interestingly, there are virtually no cases
where the targets were attained without the observance 
of the requisite policies. In some cases, the macro-
economic interrelationships may have been different 
from those assumed in the initial design of the program. 
In other cases, data limitations may have resulted in errors in economic forecasting. Some targets may also 

have been too optimistic in light of the constraints 
operating " the economy.

Finally, in a few cases there were either delays or 
shortfalls in net inflows of development assistance. In
this group the notable examples are Mauritania, Kenya,
Sierra Leone, and Tanzania. 

Performance Criteria 

Certain indicators were used in the course of imple
mentation to determine whether the programs were 
progressirg satisfactorily. Whenever these indicators 
deviated from targets, the Fund and the country would 
consult on whether additional measures were needed 
to keep adjustment on track. These indicators, usually
referred to as performance criteria, included net credit 
to the government sector and net domestic credit or 
net domestic assets. In addition, in many countries 
quantitative limits were set on nonconcessional exter
nal loans contracted and on external payments arrears. 
In rare instances, where it was deemed applicable,
subceilings were set on credit to the private sector, as 
were limits on external payments arrears, the ratio of 
the government budgetary deficit to GDP, and domestic 
government payments arrears. The programs also
provided that there be no intensification of restrictions 
on payments and transfers for current international 
transactions, nor on imports for balance of payments 
purposes. The programs also set dates for reaching 
understandings about future policies and performancecriteria. 
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Fiscal policy for stabilizationand adjustment
 

The fiscal crisis facing most developing countries-
and the related problems of external debt, infla-
tion, and recession-have called new attention to 
the importance of sound fiscal policy. Although 
country circumstances vary greatly, fundamental 
principles of fiscal management apply every-
where. This chapter describes these principles and 
then applies them to three different issues: the 
debt troubles of the middle-income countries, the 
problem of c; des in commodity-exporting econo-
mies, and the task of adjustment in the severely 
resource-constrained economies of Sub-Saharan 
Africa. 

One of the most important aspects of fiscal pol-
icy is the management of the public sector's 
deficit-the excess of its spending over it revenue 
(see Box 3.1). Deficits in themselves do not auto- 
matically imply macroeconomic problems. If the 
use of public resources is sufficiently productive, 
future income can be generated to cover the servic-
ing costs of any debts incurred. If expenditures rise 
Owing to temporary factors, such as wars or natu-
ral disasters, then deficits may be justified as a way 
to spread the cost over several years. Deficits can 
be more easily absorbed by countries with high
rates of domestic private saving and well-
developed capital markets. Thus a relatively high 
deficit need not cause problems in an efficient, 
high-saving economy, whereas in a low-saving, 
highly distorted one, even a small deficit might be 
destabilizing. A prudent fiscal policy can therefore
be defined as one that maintains the public deficit 
at a level that is consistent with other macroeco-
nomic objectives: controlling inflation, promot-

ing private investment, and maintaining external 
creditworthiness. 

Fiscal policy and macroeconomic performance 

The extent to which any given public sector deficit 
can be reconciled with broader macroeconomic 
goals depends largely on the way It is financed. A 
deficit must be funded by the private sector lend
ing the government some of the excess of its say
ing over its own investment, by foreigners lending 
part of their savings, by printing money, or by 
some mixture of the three (see Box 3.2). Too great a 
strain on any of these sources of finance can create 
macroeconomic imbalances. Overreliance on do
mestic borrowing may mean high real interest 
rates and falling private investment. Overreluice 
on foreign borrowing can cause appreciating real 
exchange rates, widening current account deficits, 
unsustainable external indebtedness, and dwin
dling foreign exchange reserves. Overreliance on 
money creation may prompt higher inflation. 
Viewed from the alternative perspective of produc
tion and expenditure, an increased fiscal deficit Is 
an additional claim on the supply of goods. The 
only ways to meet this extra claim are by importing 
additional goods from the rest of the world (that is, 
increasing the current account deficit), by driving 
up domestic inflation and interest rates to make 
the private sector buy fewer goods, or by increas
ing domestic production.

Figure 3.1 illustrates the link between fiscal defi
cits and current account deficits in four countries. 
Since the surplus of private saving over invest



Box 3.1 Measuring the public deficit 
The comrct way to measure the public sector deficit 
dtpends on the purpose. The most obvious objective Is 
to measure the net claim on resources by the public 
sectn; this In turn Influences the external deficit, Inla-
don, domestic interstrates, and employment, 

A useful indimtor would then be the publc sectors 
net use of financial resources, thepubic sectorWriowing 
requirement (PSBR). The PSBR represents the total ex-
cess of expenditure over revenue for all government 
entities, all of which must be financed by new borrow-
Ing net of repayment of previous debts. It isalso called 
the "consolidated public sector deficit." Expenditure
includes wages of public employees, spending on 
goods and fixed capital formation, interest on debt, 
transfers, and subsidies. Revenue includes taxes, user 
charges, Interest on public assets, transfers, operating
surpluses of public companies, and sales of public w-
sets. Expenditure does not Include amortization pay-
ments on government debt or accumulation of financial 
assets, while revenue does not include the drawdown 
of cash reserves, 

The PSBR is the most comprehensive deficit mea. 
sure, but it can be misleading in some circumstances, 
In countries with a high rate of inflation, part of the 
borrowing by the public sector isoffset by the decline 
in the real value of their exiating debts. A fraction of the 
interest payments by the public sector then compen-
sates creditors only for the loss in the real value of the 
debts; it does not represent a real interest cost to the 
government. Sometimes the debt principal is explic. 
itly indexed to inflation, in which case the indexation 
inflates the PSBR. Another measure of the public sector 
deficit for these cases is the change in real debt. The 
operationaldeficit is defined as the PSBR minus the infla. 
tion correction part of interest payments; it is some. 
times called the "inflation-corrected" deficit. The dif. 
ference can be significant. In 1985 in Brazil the inflation 
correction component of the indexed domestic debt 
was so large that the PSBR was 27.1 percent of GDP, 
while the operational deficit was only 3.5 percent of 
GDP. 

The interest paid on debt is a result of past deficits 

ment often cannot cover additional public deficits, 
these spill over in varying degrees as bigger cur-
rent account deficits. Higher international interest 
rates and lower commodity prices also add directly 
to both types of deficit in many countries. So while 
foreign borrowing permits the fiscal deficit to ex
pand without undue pressure on domestic infla. 
tion and interest rates, the buildup of external debt 
makes countries more vulnerable to external 
events such as global recession, falling commodity 
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rather than current behavior. A measure of the curreMt 
policy stance might therefore exclude all interest pay
ments, yielding the primsnydefcit, also called the "non
interest deficit." The pdlny deficit measures how 
current actions Improve or worsen the public secto's 
net Indebtedness, and It is Important for evaluating the 
sustainability of government deficits. Although fiscal 
deficits can be run indefinitely, the primary balance 
must eventually become positive to cover at least part 
of the interest on current debt. If public revenue and 
the economy as a whole grow faster than the real inter. 
est rate, then even the primary balance can remain In 
deficit. However, it is generally not possible in the long 
run to always grow faster than the interest rate. The 
relation between these deficit concepts Is shown in Box 
figure 3.1. 

The public sector should include the central govern
ment, provincial and municipal governments, decan
tralized agencies, and state-owned enterprises. Con. 
ventional deficit measures often Include only the 
central government. This can give a very misleading 
picture when other public entities are running large 
deficits or surpluses. Even in comprehensive measures 
the public financial intermediaries are often excluded 
because of their special role as financing agents. On 
occasion these intermediaries, especially the central 
bank, have run large losses. These are sometimes 
called the "quasi-fiscal deficit." They usually arise be
cause the central bank assumes the exchange rate or 
portfolio losses of private banks (see Box 3.3) or be
cause the central bank directly engages In subsidized 
lending. The deficit of public financial intermediaries 
has macroeconomic effects similar to the deficits of 
other public entities; they should therefore be included 
in the overall PSBR. Measurement difficulties are for
midable, however. Such losses are often omitted unless 
they are too large to Ignore. 

Another correction to the deficit is to remove the ef
fect of temporary factors: the deviation of domestic In
come, commodity prices, and interest rates from their 
long-run values, and events such as tax amnesties. 
Sales of government assets could also be excluded, 

prices, and sudden changes in the cost and avail
ability of new foreign lending. Iffiscal expansion is 
unsustainable, the continued accumulation of ex
ternal debt only delays an adjustment that is all the 
more severe for being postponed. 

Fiscaldeficits andinflation 

Governments can choose to finance their fiscal def
icits by creating money, that is, by printing and 
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since they are really financing deficits rather than con-
tributing revenue. The result would be the structural 
deficit, that is,the deficit likely to persist unless correc-
tive measures are taken. 

All of these deficit measures provide their own in-
sight into the economic impact of government finance. 
The PSBR measures the need for domestic or external 

financing (see Box 3.2). The operational defict removes 
some of the distortions caused by high inflation. In 
debtor countries the primary deficit indicates the public 
sector's current contribution to debt difficulties. Dur-
ing times of abnormal commodity prikes or domestic 
income, the structural deficit gives a picture of the 
long-run position. 

spending currency. By issuing currency, govern-
ments are able to claim real resources; this claim is 
known as seignorage. The sum of currency hold-
ings by the public and by banks is known as the 
money base, since it is the basis for monetary 
transactions performed with cash, checking ac-
Counts, savings accounts, and other types of mon-
etary assets. Because the demand for monetary as-
sets keeps increasing in a growing economy, the 
government can to a limited extent finance itself 

through expanding the money base without caus
ing inflation. When the rate of new money creation 
exceeds the growth in demand for money, how
ever, inflation can result. (In countries where the 
currency is freely convertible, foreign exchange re
serves might also be lost as people exchange the 
unwanted domestic money for foreign currency.) 
Individuals are, in effect, taxed by inflation be

cause the real value of their money holdings falls: 
part of the government's seignorage then becomes 
an implicit "inflation tax." Banks holding reserves 

against deposits also face this tax, which they usu
ally pass on to depositors in the form of lower 
interest rates on deposits. Inflation created by the 
printing of money may carry an extra fiscal benefit 
because it reduces the real value of domestic gov
ernment debt. (When inflation is anticipated, how
ever, nominal interest rates rise in advance to com
pensate bondholders for the inflation tax.) 

Seignorage-the government's ability to claim 
resources in return for issuing currency-is usually 
limited by the demand for real money balances, 
which typically falls as inflation rises. Beyond a 
certain point an increase in money creation, and 
thus in the rate of inflation, may actually decrease 
seignorage if the demand for money falls sharply 
enough in response. Countries that have relied fre
quently on money creation as a form of public f
nance typically have a very low rate of money 
holdings. Brazil and Israel, for instance, have had 
modest levels of seignorage on currency-thanks 
to their low ratios of currency holdings to GDP
despite very high inflation (see Table 3.1). Only 
countries with extremely high rates of inflation

for example, Argentina and Bolivia-have tempo
rarily generated seignorage on currency of more 
than 3 or 4 percent of GDP, but such seignorage 
rates are not sustainable. 

Inflation, therefore, is often a fiscal phenome
non: it is caused by governments with no alterna
tive source of deficit finance resorting to money 

creation at a higher rate than the growth in money 
demand. Any hope of controlling inflation without 
reducing government deficits is then in vain. Ex
cessive reliance on money creation is particularly 
risky if the inflation itself worsens the deficits, be
cause expenditures keep pace with rising prices 
while revenues do not. This means that still more 
money creation becomes necessary-further wors
ening the inflationary spiral. 

To counteract the inflationary pressures of 
money creation, governments sometimes raise the 
reserve requirements on bank deposits. This in ef
fect requires banks instead of the general public to 
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Box 3.2 What is a "prudent" fiscal deficit? 
One way to decide whether a public deficit is "pro-
dent" is to determine whether financinS it Isconsistent
with the Sovrnment's other macroeconomic 
objecdes-..al creditworthiness, growth of pri.
vate Investment, and control of inflation, for example,
To do this, financing must be broken down into Its 
components. A good starting place isthe Identity stat-
ing that the sum of all Investment in the e,-onomy must
be equal to the saving available from both residents 
and foreigners (see Box figure 3.2. top). Foreign saving
is the excess of foreigners' income from the domestic 
economy over their spending in it. This is equal to the 
current accuunt deficit in the balance of payments. Pri-
vate saving is equal to GNP minus taxes and private
consumption, which gives the private component of 
gss national saving. Public saving is the excess of
public current revenues over current spending, and the 
public deficit can therefore be defined as public invest-
ment minus public saving. Th.e first identity can thus 
be rewritten as shown in Box figure 3.2. bottom. A 
public deficit must be balanced by a domestic private sector 
that saves more than it invests andlor by an external current 
account deficit. The "prudence" of the public deficit de-
pends on the level of private saving, the desired level 

of private investment, and the desired current account 
deficit. 

The fMnca flows corresponding to both the eter
nal current account deficit and the private surplus ae 
also important. The amount and type of foreign and 
private lending will determine whether the public def
cit is consistent with other macroeconomic goals, as 
described below. 

External creditworthiness is sometimes defined as 
maintaining an acceptable ratio of gross external debt 
to exports. This is because exports determine the &aility 
to service debt; a permanently increased debt-export
ratio could impair creditworthiness. This suggests that 
public external debt should grow at the same rate as 
exports over the long run. Temporary increases in com
modity exports should not lead to more public borrow.
ing for the reasons discussed In the section on com
modity export cycles in the text. Uaccess to voluntary
foreign lending has already been interrupted because 
of excessive borrowing in the past, then it makes sense 
to aim for a lower debt-export ratio, implying that the 
growth of debt should be held below the growth of 
exports. 

The usual objective in managing foreign exchange 

Box figure 3.2 The savings-investment identity and the financing of apublic deficit 
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Public ~~Private saFoeg 
-= saving investment + avig 

Public deficit 

hold currency, so that the money base-but not the 
overall supply of money-expands. Alternatively, 
the financial system may be required to hold large 
amounts of government bonds in its portfolio at 
artificially low interest rates. While increased re-
serve or portfolio requirements avoid the inflation-
ary effects of monetary expansion, the resulting 

Private surplus Current account 
def ct 

increase in the spread between deposit and loan 
rates hinders domestic financial intermediation. 
Savers react to the poor returns on deposits by
storing their wealth in property or by taking it 
abroad. The squeeze on bank loans restricts do
mestic investment and forces investors to turn 
abroad for funds. 
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requirements are one way to avoid that result, but they 
widen the spread between deposit and loan rates, and 
can therefore be inconsistent with other objectives of 
efficiency indomestic financial markets and greater pri-
vate Investment. 

Nonmonetuy domestic borrowing from the banking 
system or from the nonbank private sector should be 
consistent with the macroeconomic objective of pro
moting private sector investment. One guideline is 
avoid an increase in the share of public borrowing In 
domestic credit provided by the banking system. An-
other approach would be to target public domestic bor-
rowing at a level consistent with the desired level of 
domestic real interest rates. 

Delaying payments on debt service or on goods 
purchases-that is, increasing arrears-is an important 
source of finance kn some countries. Arrears are 
plicit credits that have similar macroeconomic conse
quences to other forms of public borrowing, as well as 
jeopardizing future financing. Acommon objective is 
to reduce arrears either in absolute terms or as a pro-
porticn of GDP. 

These criteria can be used to judge what level of fiscal 
deficit is prudent. Higher growth in exports, real de-
mand for money, and overall financial savings means a 
higher deficit can be financed without violating the ob. 
jectives of external creditworthiness, low Inflation, or 
reasonable real interest rates. In general, faster eco-
nomic growth brings bigger deficits within the bounds 
of prudence, because Itusually implies faster growth of 
exports and demand for money. In aslowly growing 
economy with low financial savings and stagnant e-
ports, the prudent fiscal deficit IUlikely to be low. 

Sustainabilityoffiscaldeficits 

Fiscal deficits have implications for the future as 
well as for the present. The debts created by bor-
rowing have to be serviced. The public sector must 
generate the necessary resources through receipts 
from public investment, through additional taxes 

or spending cuts, or through money creation. Al
though governments can borrow indefinitely, in 
the long run they must claim enough resources to 
pay at leact partof the interest; otherwise the level 
of debt will rise without !trat as a proportion of
GDP. This means that the so-called "primary
deflcit"-the consolidated public sector deficit ex

duding interest pdyments (see Box 3.1)-must 
eventually run into surplus to compensate for past 
deficits. The only exception to this requirement is if 
resources are used so effectively that the growth 
rate of the economy-and of public revenues

for money at the current level of pricts. Higher reserpersistently exceeds the real interest rate on public
debt. 

The sustainability of fiscal policy is not an ab
stract concern. The private sector takes it into ac
count, for example, when deciding whether to In
vest. If deficits are perceived to be unsustainable, 
then the private sector will expect future tax in

ceases or money creation. Ifit predicts the latte, It
will also expect higher inflation and currency de
valuation. Savers can avoid this threat of implicit 
or explicit taxation by taking their capital abroad; 
this itself accelerates the breakdown of the unsus
tainable policies. The moment of truth for impru
dent fiscal policy often comes with a financial or 
balance of payments crisis. 
b enc 

Stabilization versus structuraladjustment 

In analyzing the fiscal crisis in developing coun
tries, a distinction must be made between macro
economic stabilization and structural adjustment. 
Stabilization addresses short-term problems that 

need to be dealt with urgently: inflation, loss of 
foreign exchange reserves, capital flight, and lap 
current account deficits. Structural adjustment ad
dresses obstacles to longer term growth: distor
tions in the incentives for production (for example, 
overvalued real exchange rates); controls on 
prices, interest rates, and credit; burdensome tar
ifs and import restrictions; and excessive taxes 

and subsidies. These tasks must be undertaken to
gether. Careless structural adjustment can make 
the problem of stabilization more difficult, because 
the distortions are often a source of revenue to the 
government. For example, high tariffs provide 
public revenue as well as protection to domestic 
industry. Equally, structural reforms are unlikely 
to command credibility unless stabilization policies 
are in place. Investors will expect trade liberaliza
tion to be short lived if fiscal deficits imply an 
eventual balance of payments crisis. And fiscal sta
bilization can hamper structural adjustment. For 
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pigure 3.1 Public deficits and current account deficits Infour countries, 1977 to 196 
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emPle, uts in public infrastructure spending to 
reduce the deficit may cause private investment to 
faiL. Raising tariffs to increase public revenues maydistort relative prices. 

Stabilization isOften associated with a domestic 
recession Characterized by rising unemployment,
duirply contracting imports, and falling real wages
Ind living standards. Lower living standards are
'z"aOldable When the previous level has been arti-
3dailY raised by unsu--tainable policies. But the re-
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cession can be damaging to future growth if it is 
too deep or too prolonged. The blow to the confi
dence of domestic investors may inhibit necessary
new investment. The decline in the economy can 
also strain the financial system and impair its abil.
ity to finance new growth. Excessive cuts in spend.
ing risk a downward spiral of continually falling 
output. These risks make it vital to team contrac
tion of demand induced by fiscal retrenchment 
with Structural adjustment to increase output. 



Some waste of resources can be eliminated with 
little effect on growth, other forms of fiscal re-
straint can be damaging. Incentives to expand ex
ports reduce the contraction of imports necessary 
to store external balance, and steps to promote 
savings lessen the fall in investment required to 
finance the fiscl deficit. Additional external fi-
nancing can buy time for new supply incentives to 
take effect. 

Stabilization and structural adjustment face dif-
ferent institutional constraints. Stabilization is of-
ten postponed, but it can usually be implemented 
when a crisis forces events. In contrast, structural 
adjustment seldom carries the same sense of ur-
gency; its results are less obvious and more grad-
ual. It often requires the support of a broader circle 
of policymakers than stabilization, which is typi-
cally undertaken at the behest of the central bank 
and finance ministry. Structural reforms are diffi-
cult, too, because they inflict visible damage on a 
few and bring less obvious benefits to many. These 
difficulties reinforce the tendency to pursue short-
run stabilization to the exclusion of structural ad-
justment during crises, 

The interdependence offiscl, monetary, 
and a.iangeratepolics 

Fiscal policy needs to be judged alongside the 
other main tools of macroeconomic policy: mone. 
tary policy and exchange rate policy. Macroeco
nomic imbalances are often addressed by tighten
ing monetary policy. However, the governments 
of developing courties find it more costly to con
trol the money supply than do their counterparts 
in the industrial countries. To tighten monetary 
conditions, they are usually forced to impose 
higher reserve requirements on banks or to induce 
the banking system to hold more government 
bonds. In their shallow financial markets this often 
provokes a bigger rise in interest rates than would 
be the case in the industrial countries. Private bor
rowers must therefore reduce their demands for 
credit more drastically by decreasing capital invest
ment or by going abroad for foreign loans. Higher 
interest rates on existing private debt are also more 
likely to cause financial distress for private enter
prises and thus to weaken the banking system in 
developing countries. Interest rate controls are 

Table 3.1 Revenues from seignorage on currency in selected countries, average for 1980 to 1985 
Stinorage


of rrrmnun (incraw Ratioof 
 Curmcy Inflation 
snnoiagerevenues in urrintcyas a Curren h dines growh (prirent (perciand country pcrcntageuf GDPi tI GD (Percent) per year) per yer) 

High 
Argentina 
Bolivia 
Ghana 
Sierra Leone 

Moderate 
Brazil 
Israel 
Mexico 
Peru 
Turkey 

LOW 
Bangladesh 
Colombi4 
COte d'voire 
Dominican Republic 
Korea, Republic of 
Nigeria 
Venezuela 

4.0 3.8 269 274 
6.2 6.1 438 506 
2.2 6.1 45 54 
2.4 7.7 35 43 

1.0 1.4 129 147 
1.1 1.3 165 181 
1.5 3.7 50 58 
1.9 3.1 92 97 
1.2 3.8 38 46 

0.6 4.0 16 12 
0.8 4.7 18 22 
0.7 9.2 8 7 
0.7 4.6 16 is 
0.5 4.3 13 9 
0.8 7.2 13 16 
0.4 4.5 8 12 

Notes: This table measures only the seignorage corresponding to currency held by the public, since seignorage on banks' holding of currency 
reserves isdifficult to measure for some countries. The first column iscalculated as the end-of.year currency outside banks (IFS line 14a) minus 
the end-of.year value of the previous year divided by the current year COP. The second column isthe ratio of the average of beginning-of.year
and end-of-year currency outside banks to current GOP. The third column isthe percentage change in currency outside banks from end-of.year to 
end-of.year. The final column is the percentage change in ':e consumer price index (IFS line 64) fnim D.cember to Decembexr. The geumetric 
average of growth rates is used for columns thre. and four; the arithmetic average of ratios isused for cul.mns I and 2. 
Soun'e: IMF, IntrhonatFinanci. Staisikcs. 
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FIgure 3.2 Real effective exchange rate indexes for selected countries 
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Sometimes used to counteract these pressures, but 
this often leads to credit rationing and capital 
flight. So, more than in industrial countries, tight 
money is a poor substitute for fiscal discipline. 

Exchange rate policy on its own is also unlikely 
to be successful at stabilization. Public deficits of-
ten result in real exchange rate overvaluation be-
cause the additional pressure on domestic demand 

drives up wages and prices. Tight monetary policy
reinforces this tendency by raising domestic inter
est rates and attracting capital inflows. Devalua
tions of the currency without an accompanying fis
cal correction will eventually be offset by increases 
in domestic prices and affect the real exchange rate 
only temporarily. ".qually, when wages and do
mestic prices do not fall readily in nominal terms, a 
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fiscal contraction without a nominal devaluation is on public sector accounts because they revalue for. 
also unlikely to change the real exchange rate. eign currency income and expenditure in domestic 

Figure 3.2 shows the pattern of real exchange currency. Whether the effect on the fiscal deficit is 
rate movements for a sample of twelve countries niegative or positive depends on whether the pub. 
representing middle-income debtors, commodity lic sector's spending on debt service and imports 
exporters, low-income countries, and countries exceeds its income from exports and trade taxes 
that avoided debt-servicing difficulties through and on how producer prices and public sector 
successful adjustment. The countries that stayed wages change. For example, an oil exporter would 
out of trouble had remarkably stable real exchange likely gain additional public revenue from a deval
rates, thanks partly to stable fiscal policies. The uation, while a debtor without significant public 
other three groups saw expanding fiscal deficits in sector exports would more likely find that its extra 
the late 1970s and early 1980s, and their real ex- expenditure was greater than its additional reve
change rates appreciated during this period. After nue. So the degree of fiscal squeeze needed to 
1982 fiscal austerity accompanied by nominal de- achieve a given reduction in the budget deficit fol
valuation began in these countries. The result was lowing a devaluation varies according to whether 
a sharp depreciation of the real exchange rate. the public sector is a net earner of foreign ex-

Nonlinal devaluations have an immediate effect change. 

Figure 3.3 Overall and primary public balances for four middle-income debtors, 1977 to 1985 
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bia also showed exceptional fiscal restraint by cut-
ting expenditures while revenue was increasing 
sharply. 

Careful fiscal management greatly reduced the 
macroeconomic side-effects of these countries' 
commodity booms. Inflation either stayed level or 
increased only slightly In Botswana, Cameroon, 
and Indonesia. During the boom the real exchange 
rate actually depreciated modestly in Cameroon 
and Botswana, while in Indonesia the appreciation 
was moderate compared with elsewhere. Exports 
of other goods were satisfactory in all three cases, 
and import growth remained within bounds. 

Principlesfoe munagingcommodity export cycles 

One commonly stated principle for managing com-
modity ?rice movements is that the revenue from 
temporary price increases should be saved, 
whereas income from permanent increases can be 
spent. Usually this precept was disregarded, or 
else price increases were erroneously assumed to 
be permanent. In one sense, though, the principle 
misses the point, which is that all commodity
prices have been extremely volatile during the past
decade. Classifying a particular shift as "perma-
nent" or "temporary" in such an environment is 
uncertain. Policymakers therefore have to ask 
which sort of mistake is more costly. The cost of 
assuming a temporary price increase to be perma, 
pent is probably higher than that of assuming a 
permanent increase to be temporary. As the exam-
ples of Mexico, Nigeria, and others illustrate, it is 
often difficult to rein back spending that increased 
during a supposedly permanent boom-especially 
if boom revenue was leveraged through borrowing 
into even higher spending. Delays in adjustment 
to the fail in export prices lead to further debt accu-
mulation. When the adjustment finally comes, it is 
more difficult because countries have to cope not 
only with lower commodity revenue, but also with 
incteased debt service and reduced flows of new 
lending. A prudent strategy, therefore, is for the 
public sector to save a large portion of its commod
ity revenue. 

The use to which these additional savings are 
put determines how quickly the government can 
respon-! to changed circumstances. The main alter-
natives are increasing the country's net foreign as-
set position (either through repaying debt or accu-
multing foreign deposits), reducing public 
domestic debt, or raising public domestic invest-
ment. Re;des the drawbacks of increased public 
spending described above, public investment suf-

fers from the defect that it is difficult to reverse: 
new investment spending is hard to stop for 
projects under way, and it is usually difficult and 
time-consuming to sell physical assets once thy 
have been acquired. All this suggests that any ad
ditional public investment financed by commodity 
revenue should be limited to highly profitable 
projects. 

Although not completely without risk, foreign 
assets are highly liquid and thus can be sold 
quickly during bad times. Botswana has protected 
itself against downturns in the diamond market by 
increasing its foreign exchang,. reserves to cover 
two years' worth of imports. Repayment of debt 
reduces the public sector's exposure to unstable 
revenues and . voids the monetary pressures 
caused by reserve accumulation at the central 
bank. Cameroon (after 1978) and Colombia (in
1986) used their commodsty revenues to repay 
public external debt. Reducing the government's 
net debt to the central bank would also reduce 
monetary expansion by offsetting ("sterilizing") 
the increase in foreign exchange reserves; Colom
bia used this method in 1986. 

In addition many countries could usefully recon
sider the balance between public and private sav
ing during commodity booms. If governments 
save a high proportion of boom revenues, this can 
help the country to save enough in good times to 
provide resources for consumption in bad times. 
As discussed above, however, governments have 
often spent too much in booms. It may be better in 
many cases to allow private producers to retain 
more of the boom revenue, so that they can them
selves save during good times to prepare for bad 
times. If private saving is thought to be inade
quate, it may be due more to controls on financial 
markets, such as low deposit interest rates, than to 
any inherent defect in private savings behavior. 
Wise policy would try to facilitate both public and 
private saving during booms. 

Adjustment in low-income Sub-Saharan Africa 

In the 1980s low-income countries have faced eco
nomic problems similar to other developing coun
tries. These problems include fiscal and external 
deficits, excess public indebtedness, overall eco
nomic contraciion, and inflation. However, the 
problems in lw-income countries have been par
ticularly severe. The external debt problem has be. 
come even more serious than in the highly in
debted middle-income countries, with little 
prospect for full debt servicing in the foresee3ble 
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future. In 1986 the ratio of all external debt to GNP 
in low-income Africa was 88 percent, compared 
with 61 percent for the seventeen highly indebted 
middle-income countries, 

The special dlIfuties of low-income economies 
arise from their limited flexibility, partieularly in 
the financing of public expenditure. Yet the need to 
build up social and physical infraztructure makes 
heavy demands on budgets. External financing is 
mostly limited to official sources, domestic financ-
ing is restricted because of thin financial markets, 
and the tax base is usually narrow. These countries 
depend heavily on official development assistance: 
in low-income Sub-Saharan Africa official develop-
ment assistance amounted to 12.A percent of GNP 
in 1986. However, the way the aid flows were man-
aged may have contributed to the severe adjust-
ment problems that became apparent in the 1980s. 
The inflow of foreign exchange supported an ap-
predation of real exchange rates, excessive imports 
by urban consumers, and a resulting decline of 
export- and import-competing sectors in the late 
1970s and early 1980s. The mismanagement of aid 
may also have contributed to low rates of domestic 
saving. 

The scarcity of public financing has led these 
countries to rely on some highly distortionary 
means of financing, including heavy taxes on the 
main commodity export. These are usually imple-
mented through low producer prces paid by the 
commodity marketing board or through differen-
tial exchange rates that penalize producers. Import 
tariffs are another important source of revenue, 
Low-income countries derive 38 percent of govern-
ment revenues from international trade taxes, 
compared with 19 percent in middle-income coun-
tries. The revenue system of low-income countries 
is thus very fragile and subject to wide swings as 
external conditions change. Their high commodity 
taxes have also encouraged the growth of black 
markets and smuggling, 

Fiscalandexternal deficits in Africa 

Low-income African countries borrowed heavily in 
the late 1970s and early 1980s to finance consump-
tion and domestic capital formation in the face of 
declining export prices and volumes. The fall in 
export revenues was the result both of their own 
bad policies, such as heavy taxation of export com
modities, and of weak growth in export demand 
from the industrial countries. High fiscal deficits 
led rapidly to external borrowing because the level 
of domestic savings is low in most low-income 

countries. In 1986 the average rate of gross doms. 
tic saving in all low-income countries besides 
China and India was only 8 percent of GDP, com. 
pared with 23 percent in middle-income countries. 
In Burkina Faso, Lesotho, Mozambique, and So
malla saving was negative in 1966. The corres
ponding levels of public and private consumption 
were unsustainable without external financing. 

After 1960 official and private creditors and the 
countries themselves realized that the rate of pub
lic borrowing needed to be cut. The debt troubk-s 
of the highly indebted middle-income countrie.
also contributed to a drop in lending to low
income countries. Total net lending to Sub-
Saharan low-income countries fell from more than 
$4 billion in 1980 to less than $2 billion in 1985 (see 
Figure 3.7). Repayments of principal on past offi
cial credits, as well as a drop in new disburse
ments, were to blame. 

The countries were forced to cut deficits sharply. 
In Kenya the primary deficit (that le, excluding In
terest) fell from 7.4 percent of GDP in 1981 to near 
zero in 1985, while in Malawi it dropped from 11.8 
percent of GDP in 1981 to 1.0 percent in 1985. In
terest payments increased in Kenya from 2.4 to 4.4 
percent of GDP during the same period, howeve, 
while in Malawi they rose from 4.6 to 6.3 percent.. 
of GDP. This meant that the overall deficit im
proved about . percent of GDP le&.%than the pri
mary balance. As with middle-income d.btors, ex
ternal debt service (including both interest and 
amortization) was a large burden on the budget 
and amounted to 34 percent of current public reve
nue in Kenya and 44 percent in Malawi in 1985. 
Debt service was also a heavy burden on the bal
ance of payments, although severe import restric
tion allowed current account deficits to improve in 
line with improved fiscal balances. 

Negative retes of economic growth and more re
alistic exchange rates have dramatically increased 
the ratio of outstanding and disbursed debt to 
GNP in many low-income countries, despite the 
drop in net flows of new debt. In Malawi the ratio 
of public debt to GNP increased from 56 percent in 
1980 to 71 percent in 1985, while in Kenya it in
creased from 32 to 51 percent, in Zaire from 43 to 
112 percent, and in Zambia from 61 to 133 percent. 
Unfortunately adjustment to date has been at best 
a matter of running harder to stay in place. 

Exchange rate management in Africa 

Overvalued real exchange rates have been particu
larly common in Sub-Saharan Africa. They are at 

75 

Vy 



Flure 3.7 Net flows of medium- and long-
term debt financing to Sub-Saharan Africa,1980 to 1986 
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the center of the macroeconomic management
problems that many countries in the region have
faced. The official exchange rate is used as a fiscal
instrument in many low-income African countries,
although not in the francophone countries, where 
the individual authorities do not control the ex-
change rate. Lacking an adequate tax base to fi-
nance desired spending, governments resort to
taxing the mineral and agricultural export com-
modities, which account for a large share of the
formal sector. Often this is done by maintaining an
official exchange rate below parallel market rates 

and requiring commodity exporters to sell foreign
exchange at this rate to the central bank. Alterna. 
tively the government sets domestic producerprices with reference to the official rather than the
parallel rate. The official exchange rate is also often
used to subsidize certain sectors through the ad.

allocation of foreign exchange to thes. 

sectors at the official rate. If the government's pur.
of foreign exchange exceed its sales, then

the tax implicit in the differential between the offi
cial and parallel exchange rates exceeds the sub
sidy to the private sector. The tax is distortionary
because it discourages exports. Attempts to evade 
the tax lead to the growth of parallel markets in 
smuggled goods and foreign exchange.

Since 1982 many countries have sharply deval.ued their official exchange rate (see Figure 3.2). 
Official and parallel rates have converged, which
has reduced the export tax and improved produc.
tion incentives. However, the devaluations can bedestabilizing: where other revenue sources are not 
found to replace the lost export tax, the result may
be bigger fiscal deficits ard an inflationary increase 
in money creation. Fiscal reform therefore needs to
happen along with exchange rate reform (see Box 
3.5). 

needforfundamentalreform 

As has happened elsewhere in the developing
worlJ: fiscal restraint in low-income countries has 
often damaged the prospects for long-term
growth. Spending cuts have fallen disproportionately on public capital formation, as in the middle
income countries. Social services have been cutfrom already inadequate levels. A more selective 
way to reduce expenditure must be found, byeliminating subsidies to better-off consumers in fang s siist e t rofc su rs vor nfof priority areas such as transport mainte
nance, primary education, and basic health. Chapters 5 and 6 discuss these issues in more detail.
 

The tension between stabilization and structuraladjustment runs in both directions. Stabilization 
has sometimes made the task of structural reform 
all the harder-for example, when it has meant
cutting productive investment. But structural re
form can also set back efforts at stabilization. Low
income countries face this problem in a particularly
acute form. They find it hard to reduce distor
tionary taxes, for instance, since the lost revenue is
difficult to replace. Without a doubt these coun
tries need ',o reduce the massive protection that
they grant to inefficient industries, but the revenue
role of tariffs cannot be lightly dismissed. No alter
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native revenue source could immediately compen- accompanied by matching fiscal reforms. Replac. 
sate for the loss of revenue that would result from ing quotas by tariffs and adopting more uniform 
a sweeping liberalization effort. The implication Is tariff structures are two ways to reconcile liberall
that trade liberalization must proceed in stages, zation and revenue goals in the short term. 

Box 3.5 Exchange rate unification and fiscal balance 

The effect on the ical balance of dosing the gap be. 
tween the official &'dpwrallel exchange rates can be 
seen in the experience of .hana and Sierra Leone. Be. 
fore 1963 Ghana had large fiscal deficits financed by 
printing money, strict foreign exchange rationing, high 
irfiation, and a strong demand for foreign currency as 
ahedge against inflation. The black market exchange 
rate was amore accurate measure of the true value of 
the local currency (the cedi) than the official rate. The 
puase and allocation of foreign exchange at the off&-
cial rate levied an implicit tax on exports and granted 
an implicit subsidy on imports. The black market pre- 
mium was generally more than 500 percent and 
reached more than 2,000 percent in 1982. Production of 
the key exports, cocoa and gold, fell sharply during 
1970-82 in response to the prohibitive rate of implicit 
export taxation; real per capita incomes fell 30 percent. 
Because of the fall in exports and the lack of external 
financing, imports were severely compressed. 

In April 1983 the Ghanaian government initiated its 
Economic Recovery Program. In October 1983 the offi-
cial exchange rate was increased from 2.75 cedis/dollar 
to 30 cedis/dollar, at a time when the black market rate 
,¢as roughly 90 cedisldollar. The black market received 
formal recognition: special import licenses wer; 
granted to those who wished to bring imports in 
through the black market, provided the appropriate 
taxes were paid. Noncocoa exporters were allowed to 
retain afraction of their foreign exchange earnings for 
debt service and approved imports. The Cocoa Board 
also had aretention account from 1983 to early 1967. In 
January 1986 the currency was devalued again to 90 
cedis/dollar. The market was split into two tiers in Sep. 
tember 1986. Only cocoa exports, debt service, and pe. 
troleum imports were to go through the official market, 
while raw materials and inFuts were to pass through 
an auction market for foreign exchange; consumer 
goods were excluded. In February 1987 the markets 
were unified at the auction rate. Consumer goods were 
subsequently integrated into the auction except for a 
few prohibited items. 

The stepwise devaluation oi the official exchange rate 
was accompanied by fiscal reform to reduce the deficit, 
thus lessening the need for the export tax implied by 
the previous difference between the official and black 
market exchange rates. The fiscal deficit was reduced 
from 2.7 percent of GOP in 1983 to 0.7 percent in 
1986. This was accomplished mainly by dramatically 
increasing tax revenue, from only 5.5 percent of GDP 

in 1963 to 13.6 percent in 1966. This allowed the gov. 
eminent to decrease its use of the "inflation tax." 
Wholesale price inflation fell from 81 percent in 1984 to 
30 percent in 1966, despite the huge changes in the 
official exchange rate. Overall the Ghanaian experience 
isone of successful devaluation accompanied by fiscal 
reform. 

Sierra Leone encountered greater difficulties with ex
change rate unification. The local currency (the leone) 
was Boated in June 1986, at a time when the black 
market rate was five times the official exchange rate. 
Inflation immediately accelerated from 57 percent for 
the twelve months preceding the float tc 259 percent 
for the following twelve months. The monetary base 
increased by 151 percent from June 1986 to June 1987. 
In reaction, the official exchange rate was artificially 
fixed one year after the initial float. Since then few 
transactions have been occurring at the official rate. 

The disappointing outcome reflected an underlying 
fiscal imbalance. During the preceding five years reve
nue had ben greatly eroded; it fell from 16.1 percent of 
GDP in 19711-79 to 6.0 percent in 196546. The sharpest 
decline was in international trade taxes, reflecting the 
shrinkage of reported trade flows as goods moved into 
the parallel market, but domestic tax collections also 
fell. This chronic inability to collect taxes caused the 
deficit to increase to 14 percent of GDP in 1985-86. The 
deficit was financed through acombination of money 
creation and the implicit tax on exports arising from the 
difference between the official and black market rates. 
The effective elimination of the difference led to adrop 
in the export tax, so the rate of money creation had to 
rise. Maintaining consumer subsidies on staple foods 
and petroleum in the face of increased inflation and 
depreciation increased the deficit further. Thus for fis
cal year 1987 the fiscal deficit was about $6.7 million a 
month. The average monetary base for the fiscal year 
was the equivalent of $44 million, so that inflation of 
about 15 percent a month was necessary to generate 
the "inflation tax" to finance the deficit. This was dose 
to the actual inflation rate of about 11 percent amonth 
for this period. 

The experience of Sierra Leone illustrates that float
ing the official exchange rate by itself does not solve a 
macroeconomic imbalance-indeed, without accompa
nying fiscal reform it may actually make it worse. The 
Sierra Leonean float was implemented when the fiscal 
balance was out of control. Fiscal reform isoften apre
requisite to unify dual exchange rates. 



In summary, the fiscal problems of the low-
income African economies are even more severe 
than those of the middle-income debtors and com-
modity exporters. Past fiscal deficits have left k leg-
acy of debt that complicates their present adjust-
ment efforts. Impressive reductions in fiscal 
deficits have been achieved, but they have by ne-
cessity focused on unsustainable short-term mea-
sures. The scarcity of public revenue sources is 
cramping attempts to correct structural distortions, 
such as large g&ps between official and parallel ex-
change rates, high tariffs, and low producer prices
for commodities. Fiscal reform is a way to resolve 
the dilemma. Broader revenue bases would make 
it possible for the low-income countries to reduce 
or eliminate some of their most distortionary taxes,
A greater flow of external finance, together with 
selective debt relief, would help support reform. 

Fiscal policy and the growth Imperative 

The developing countries face a fiscal dilemma. On 
the one hand, departures from prudent fiscal pol-
icy have helped to create economic crises involving
excessive debt and high inflation. Fiscal austerity 
in these circumstances was unavoidable. On the 
other hand, it is essential to restore growth, in-
comes, and employment. Several of the worst af-
fected countries are in depressions as severe as the 
Great Depression of the 1930s. 

One of the most important lessons from this sit-
uation is that overspending and unsustainable 
growth carry a high cost. Countries that followed 
stable macroeconomic policies were hurt far less by 

the turbulence of the 1980s. For example, Thailand 
surpassed the Philippines, and Colombia outpaced 
Peru in per capita income in the 19Ws, although
the pairs were closely matched in the 1970s. The 
poor also fared much better in the stable econo. 
mies, although the excessive public spending that 
helped to destabilize the other economies was 
sometimes carried out in their name. 

The only way to resolve the tension between 
austerity and growth is to combine fundamental 
fiscal reform with other measures in trade, indus
try, agriculture, and finance. The recent progress
toward short-term stabilization can now be supple
mented with structural adjustment to restart 
growth. The contribution that sound public fi
nance can make to this task is described in the 
following chapters. The narrow public revenue 
base in many developing economies can be ex
panded through improved tax administration and
collection, new broadly based taxes ;;uch as the 
value added tax, and increased reliance on user 
charges for public services. This would make it 
possible to rely less on the "inflation tax," exces
sive trade taxes, and parallel exchange rates, all of 
which can do great economic harm. Public expen
diture can be shifted toward infrastructure and 
away from subsidies for consumption and ill
chosen capital spending. Reforms in local govern
ment and state enterprises can also help to make 
public spending more effective and revenue less 
costly to raise. In these ways sound public
finance-more perhaps than any other area of 
policy-offers opportunities to reconcile lower 
public deficits with long-term economic growth. 
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EXECUTIVE SULMMARY 

Sub-Saharan Africa is often seen with de-
spair as a continent in unrelenting decline, 
Its agricultural growth has been weak. Its 
earnings from exports, its terms of trade, 
and its capacity to import have declined 
precipitously in the 1980s - pulling down 
the region's income per capita. Compound-

[mg these conditions has been an enormous 
debt buildup (to more tha 3r, -..zit.of 
qrt) at a time ofseverely curtailed capi-

Ltal inflows. Net nonconcessional capital
flows to the region shrank from more than 
US$8 billion in 1983 to less than US.1 
bilo n M85. 

o etr, civil strife, and other inter-
Vnal difficulties'have also contributed to the
wgion's woes, causing considerable human 
suffering. Although aggregate GDP growth 
has recovered on average over the past four 
years, GDP fell in 1987 and average growth 
rates remain below those in other develop-
ing countries. 

A different view 
On closer examination, however, the sta-

tistics commonly reported mask a more 
complex, less dismal picture. When recent 
trends are put in the longer perspective ofthe past 15 to 20 years - or when Sub-

Saharan Africa is disaggregated into ira-portant country groups, including those thathave, or have not, pursued significant pol-
icy reforms - the crisis seems less precipi-
tous, and the road to recovery more obvious 
and more manageable. 

Given the wide range of possible inter-
pretations of Sub-Saharan Africa's recent 
trends, this report provides a longer his-
torical perspective for viewing recent trends 
and disaggregates them so as to understand 
them better. Clearly, the diagnosis and 
prognosis for Sub-Saharan Africa depend 
on an accurate reading of how the current 
crisis arose, how severe it has been, and 
whether there are any recent signs of re-
covery. 

Externalconditions 
A longer historical perspective shows that 

the sharp drop since 1980 in Sub-Saharan 
Africa's export earnings, financial flows, 
terms of trade, and capacity to import is 

more a return to the long-term trend (after 
a period of unprecedented highs) than a 

rersistent decline. Total export earnings 
jquadrupled from 1973 to 1980, but have 
fallen by less than half since then. 

Moreover, Sub-Saharan Africa has not 
faced more adverse global conditions than 
other developing regions. In tact, the region 

_as in many respects been more favored 
than other parts of the developing world. 

Sub-Saharan Africa's overall terms of
trade are higher (by perhaps 15 percent) 
than in the earlyJD7a those for other 
developing countries are also up but by less. 

Primary commodity prices, when deflated 
by the price of manufactured imports, have
generally declined in recent years. But the 
decline for nonoil commodities of Sub-
Saharan African exporters has been only 
half as much since 1975 as that for all 
exporters of primary commodities. African 
exporters have been relatively better off 
than in other developing regions primarily 

(cause tropical beverage prices have r-
nained relativel hi . while cereal prices 
(lr ub-Saharan Africa has few 
exports) have fallen sharply. 

The picture for Sub-Saharan Africawhole can be misleading because theasfor-a 

tunes and misfortunes of five oil-exprting
countries, which haveaccounted fornear y60 percent of Africa's GDP and half its total 
exports, dominate trends for the region. 

-- arly all the decline i2 export earnig 

and the terms of trade fortherein since
 
1980 results from declining oil prices, which 

hurt the five oil-exporting countries but
 
benefit the other 40 countries that import
 
oil. When these five countries are excluded
 
from aggregate statistics, the sharp rise
 
and fall in export earnings from 1978-83 is 

muted, and 198Ts nominal export earnings 

are higher than the average for 1978-83. 


Thz terms of trade of nonoil exporters

have been fairly level since 1981, but they 

are about a quarter lower than in the early 

1970s. More important, for the IDA-only 

countries, a group least able to weather the
 
ill effects of declining terms of trae, the 

ter-ms of trade-declinedmore- by some 40
 
perceT- during the 1970s and have 
re
mained flat in the 1980s. 
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/ub-Saharan Africa has had more favor. 
ble access to industrial countries' markets 
ihan most other developing regions. For

example, Sub-Saharan exports to the Euro-pean Communities - which account forthree-fifths of their exports to indstrial. 
izd countries - face virtually no tariffs,

AlSub-Saharan Africa receives more official(foreign assistance and debtrelief relative 
--r-to an-i~ts population than any other 

E n. The share of net official develop-ment assistance (ODA) disbursements going
to Sub-Saharan Africa has nearly doubled
in the past 15years and continues to rise. 
The region now accounts for o percent ofglobal OA while its population accountsfor only about 12 percent of the total pu-
lation of developin countries. 

One of the main conclusions that can bedrawn from this examination of recent 
trends and comparisons with other devel-
oping ,ountries is this: Africa's crisis can-
not be satisfactorily explained as the resultof an adverse international economic cli-
mate, low commodityprices, or dwindling
foreign assistance, 

Domestic difficultiesAlthough many external conditions may 

have been better than commonly believed,evidence suggests that domestic problems 
and obstacles remain. Sub-Saharan Africa's,population growth is the highest of any 

egion.UomesTic Tmculties, 
'-
dluding structural rigidities and in.titu.tional weaknesses, as well as poor policies 

have limtef-ability of SUFS Jaran
Africa to adjust from the exceptionally good
years of the late 1970s and early 1980s. 

a lost h!f 
its 1970 world market share by 1 .Nonoil 
export volumes have stagnated; the market 
share of primary commodities has shrunk;manufactured exorts have not gmwn, Saharan nAfricaaj;,s
contrast to the aggressive performance of-y/198pncea an etes, whichdeveloping countries elsewhere. 

The loss of competitiveness coincided with 
the growth of government controls an e 

stj~t4jons. It ele civ exchangerates 

ANN 
 |eremain high, witl currencies overvalued byperhapsa third when compared with its 
competitors, limiting Africa's production
incentives and competitiveness in the in-
ternational marketplace. If African coun-

tries had simply maintained their 1€ 

share ofnonoil primary exports from de% 
opingcountries, their export earnings woi
have been S$9-10 billion higher a year1 986-8.7. This shortfall is similar in m.
nitude to Sub-Saharan Africa's annual dt
service paments, or donor assistance. 
Africa's export growth had matched that
other LDCs, its debt service ratio would 
about half of what it is today. 

In addition, structural rigidities in StSaharan economies weaken and retard th, 
response to better policies: infrastructurf 

, sparse or degraded: technological optic 
are limited; exEorts are hih concentra:in pimarELyCo dities; the maU"cti
ing sector is limited in size and scope(mar
factures account for only one sixth of 
ports); and dome tc savings and invement rates are low. The instutional 

pacityto manage reforms and p 

. 

ee 
nomic h i n limited or encu 
bered. 

The windfall resources from the boom 
the late 1970s  rather than accelerati
the development process  led to unreaj 
tic expectations, overextended borrowingnoz itre neti\
to 2 rs, and an unmanageable deno nnj.±e rm-, distrtZ icburden.
 

EncouragingsignsThere are, however, signs ofa turnarou 
GDP grew more than 2.3 percent ayearaverage in the three years 1985 throu
197, a clear improvement over the p.
 

Fformance of the early 1980s. Furth, 
more, when the five oil-exporting countr 
are excluded, GDP grew 2.9 percent a y( 
during the same period. And prelimin
data suggest more vigorous growth in 19,'

Statistical anomalies have contributed 
he pessimistic picture of Sub-Saharan. 
ca. The nationalacconntsreommnnlv

ported fo-

flect both the volume of outDu" "n 
economic poli ipyar On this i 
sis, Nigeria dominates the region, with 
share of almost50 prcent. If 1987 
change rates had been used - followiNigeria's 86 percent currency devaluat; 
- the weight given Nigeria would be 1.
than 20 percent. Rather than show stagi
tionin Sub-Saharan Africa from 1980-. 
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these altirnative aggregate statistics would 

show cu-nulative GDP wrowth of about 13 
percent. 


7j~culture has shown especially strong
impivmp ent. The annual rate of growth 
in rgricultural output over the four years 
10,85-4 was triple that of h verae over 
the previous fifeen - and e.ceededo 
lation growth for the first eitnded period 
since 1970. This recent improvement di-
verges from a widely held perception that 
per capita agricultural production is declin-
ing in Sub-Saharan Africa, often cited as 
the clearest evidence of the region's prob-
lems. 

In part because of the better growth in 
agriculture, Sub-Saharan Afri 
share of world exports of 10 major nonoil 
primary commodities grew 30 percent dur-
ing 1VO4-8t, reversing the steady decline 
sinceT970. 

t encouraging economic performance 
coincides with bold policy actions by many 
African governments. They have instituted 
a wide range of reforms to increase eco-
nomic efficiency, regain competitiveness in 
the international marketplace, and improve 

Aeir fiscal and financial management.
More than halfthe region's countries have 

lundertaken significant reforms. DevaTu-
'tions in many countres nave brought down 
their average real effective exchange rates, 
and the divergence between these rates in 
Sub-Saharan Africa and in other develop-
ing countries is beginning to narrow. Infla-
tion (though still high) has fallen, andcrML 
interest rates (though still tive_ v-
erage) have risen in countripnz dth sus-tainedrfr~rgrams. Many govern-

ments have improved incentives for farm-
ers by raising producer prices for major 

export crops and by liberalizing marketing 	 Net ODA disbursemns 

structures for both food and export crope. h o t
 
4vemments that have sustained strong ci
 

reform programs have succeeded in lower- Nad Mmu 60"ing the ratio of the fia deficit (before a'P"10thdf. 
external grants) to GDP by a tenth- since ,
 
the ej120s. But those with weak or no
 
reU42M=orms have allowespenna
 
deicit to rise. Expansion of the publIc
 
enterprise sector has slowed considerably

since the 1970s, and although the sector is
 
still performing poorly, there are signs of ' "
 
improvement.
 

Donors have responded with increased
 
..aid and debt relief initiatives to aT te Polcy improvements art 
resource constraints on future growth. eident indclini 
Multilateral and bilateral aid has shifted ehane rate 
to -f'a-v-cu~n-nes"hat have unde_ _ _n 

ref.rMs. Net disbursements ofUA from i i 
bilite'al and multilateral donors to such tom. 
countries increased almoaS 2/"c 
year during 1985-87 (even when adJus 
for rising import prices). In contrast, coun
tries not pursuing reforms have seen a de- _ 
clinein.reaLnet-, 	 " " - -

The large variations in recent trends 
among countries preclude strong conclu
sions. But when the performance of re
forming countries is compared with that of AfriIaiIurt It growing
nonreforming countries, there is evidence 	 faster than populatim

for the jint time sincethat the combination of reforms and added 197o 
assistance has led to higher agricultural
ro.wth, faatErxport urwth, strnnger Afrl' pnmP ti 
grawh,and larger investment - this, de- ,,,g,., ,a, 

spite the less favorable termsnf tr fi fac. 
ing the reformin countries. 

The evidence of the past three years leaves 
room for optimism. These encouragingsigns, though still preliminary, augur well 

for the future. 

And GDP growth,
though stilllqiS 
behind that ofother 
developing couxtrie,
has started to pick up 

am. IS7U. I 
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inflows. Savings rates in these countries Export performance in reforming coun
nonetheless remain at about half those in tries, which had deteriorated during 1980
the reforming countries. 

Agricultural production, exports, andSGDPhave all improved. TheZ oho 
ricultural production more than doubled 
btwee - -87 in countries 
that adopted impartanLreforms. Coun-
tries without such reforms have seen their 
agricultural growth rates stagnate at he 
low levels that prevailed foups of 
coun es i te early 1980s. Compared 
withliiiitries where government controls 
food marketing and pricing, food prod 
tion grew twice as fast in at 
ha cen liberalized food mar-
ketine rce controls: 19 per-
cen an 87 compared with 
10 percent. 3 Some of these differences 
must, however, be abcribed to differing 
weather patterns, as reforming countries 
in West Africa have had relatively favor-
able weather since 1985. 

8, improved substantially in 1985-87. In 
reforming countries, average annual export 
growth rate rne by five to six percentage 
points from the early 1980s to 1985-87. 
Aggregate volumes begin -or i e when coun
tries that have faced severe shocks - prin
cipally the oil exporters -are excluded. In 
contrast, average rates rose by only about 
half as much in nonreforming countries. 
Aggregate export volumes in nonreforming 
countries continue +odecline. 

The relative improvement in GDP growth 
in reforming countries is not evident until 
account is taken of strong ex 1tehks 
(both osiiv - ug v.) t have af
fected some'countnes. xcluding countries 
recently affec-t by such shocks, annual 
GDP growth rates in reforming countries 
accelerated from just ovr ILp -rrntduring 
1980-84tpercent or' a"~rge in 
1986 and 1987. By contrast, the growth 

20 Summary of economic performance indicators 
(average annual percentage change unless indicated otherwise) 

Indicator 

Growth of GDP (constant
1980 prices) 

Agricultural production 

Growth of export volume 

Growth of import volume 
excluding oil exporters 

Growth of real domestic 
investment 

Gross domestic savings 
(percentage of GDP) 

Growth of per capita 
consumption (real) 

Countries not 
All countries affected by strong shocks 

With strong With weak or With strong With weak or 
reform no reform reform no reform 

Period programs programs programs programs 

1980-84 1.4 1.5 1.2 0.7
1985-87 2.8 2.7 3.8 1.5 

1980-84 1.1 1.3 1.4 1.8 
1985-87 2.6 1.5 3.4 2.6 

1980-84 -1.3 (-11.0) -3.1 (-0.9) -0.7 (-4.7) -5.7 (-2.1)
1985-87 4.2 (-2.0) 0.2 (-2.5) 4.9 (3.5) -3.3 (-6.0) 

1985-87 1.7 (-7.7) -2.7 (-3.0) 6.1 (7.4) -4.0 (-2.2) 
4.8 (6.8) 

1980-84 -8.1 -3,7 -3.5 -7.0 
1985-87 -0.9 -7.0 1.9 -4.8 

1982-84 9.9 2.3 7.8 0.9 
1986-87 10.7 6.0 10.7 5.6 

1980-84 -2.3 -1.1 -2.4 -1.5 
1985-87 -0.4 -0.5 0.7 -0.9 

Source: See relevant sections inchapters 2 and 3. 
Note: Country coverage varies by indicator depending on available data over the entire period covered. Averages are 
unwe~ghted except as noted. Growth rates are computed using least squares. Periods are inclusive. Figures in 
parentheses are weighted averages of country growth rates based on total values summed across countries. 
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64. Figure 3.1, which has been compiled from World Bank data files provides data for 
th growth of GDP at 1980 constant market prices for the period 1980-1987 for all Afri
can countries. Following the World Bank classification, four groups have been con
sidered. (1)countries with strong structural adjustment programmes; (ii) countries with 
weak structura adjustment programmes; (iii) so-called non-adjusting countries of Sub-
Sahara Africa; and, (iv) North Africa. Contrary to the findings of the evaluation of the 
impact of SAP published in a recent World Bank publication that: "Theevidence points 
to better overall economic performance in countries that pursue strong reform pro
grammes than in those that do not . gross domestic product growth data show that 

Figure 3.1: 	 Growth of Gross Domestic Product in Africa (constant 1980 US dollars. market 
prices: in percent) 

6
 

-4 
o6 	 Strong Adjust'. I 

6 - -.Weak Adjusting 
Other Countries' 

- -".o .o North AfricaI 

Total Africa 

19;-0-1981 	 1981-I9112 1982-1983 198.-1984 19114-1985; 1985-1986 19H6-1987 

for the first group of countries - those with strong structural adjustment programmes 
recorded an overall negative average annual growth rate (about 1.5 per cent) during the 
period 1980-1987. The performance of this group, however, varied from year to year. At 
the initiation of adstment programmes in 1980-1981, these countries registered a nega
tive GDP growth rate of about 8 per cent followed by an improvement in 1981-1982. In 
1982-984, GDP growth declined significantly with some recovery being achieved in the 
1984-1986 period, the latter followed alain by a significant decline in 1986-1987. The sec
ond and third groups of countries - weak adjusting countries and non-adjusting coun

'Th World Bank and the UNDP, Africa's Adiustment and Growth in the 1980s (BRD, Washington 
D.C, 199); Refer tothe Foreword, page (l) pare 6. 

2 includes the following countries: Burundi, Central African Republic, Congo, C~te D'Ivoire,Gambia, 
Ghana, Guinea, Guinea- Blsau,Kenya, Madagascar, Malawi, Mauritania, Mauritius, Niger, Nigeria, 
Snegsal, United Republic of Tanzania, Togo and Zaire. 

3indude the followingcountries: Benin, Burkina Faso, Comoros, Equatorial Guinea, Ethiopia, 
Liberia, Mall, Sierra Leone, Somalia, Sudan, Zambia and Zimbabwe. Rates exclude Cool - '. and Equatorial 
Guines; 1986and 1987 exduding SomaLia 

Sincludes the folowing countries: Angola, Botswana, CameroonCape Verde,aad,Djibouti, Gabon, 
Lesotho, Mozambique, Rwanda, Sao Tome and Prindpe, Sechelles,Swaziland and Uganda. Rates exclude 
D bo 8l6and 1967 exdlude Angola 

Inluda the following countries: Algeria, Egypt, Libyan Arab Jamahiriya, Morocco and Tunlla. 
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tries achieved an overall aveaanual GDP grOwth rate of 1.2 percent and 3.1 pw=4
reslpectively, during the period 19601967. Altugh the laster two groups of countriesalso had Varying annual CM growth rates dung the 1980-1982 perid, thy achieved 
annual pouitivegrowth rane througut theperiod, except bI 1983-1984 for week adjust-Ing countries, and 1986-1967 for the "othercountries" when negative rates of growthwere recorded. For North Africa, the average annual GDP growth rate for the period1980-1987 was a positive 1.5 per cent with a negative rate of growth being recorded only
during 1980-1981. The overall annual average growth rate for Africa as a whole was arelatively low 0.4 per cen, between 1980-1987, largely influtnced by the poor perfor
mance of countries with strong adjustment programmes. 

65. It should be pointed out that In each group of countries there are economies withboth negative and positive growth rates during the period, The number of negative
growth rates has depended partly on such exogenous factors as: weather, commoditymarket conditions, inflows of external resources, and the debt situation. Th efo, any
attempt to establish a one-to-one relationship between growth trends and adoption ornon-adoption of conventional stuctural adjustment programmes willbe unrealistic andnot credible, as it will not take Into account the above exogenous factors In addtion to 
structural deficiencies. 

66. The 	above analysis is complemented by another evaluation carried out by the
World Bank, 1988 which is illustrated in Figure 3.2 According to this, it is indicated thatSub-Sahara, in cbuntries imzplementing structural adjustment programmes expel-

Figure 3.2 	 Indicators of the Sustainability ofAdjustment for Sub-Saharan Countries imple
menting Bank/Fund Adjustment Programmes 

II, 

0 
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Inigsmenu/ Annual Budget Curral )ebt Privae
GDP GDP driclt/ accuuni s.rkie cuntumpeln
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growthl 

meBroeft 	 Rcrarw AttaAfter 

Source: 	 World Bank: Washington D.C.. Report on Adjustment Lending. 8th August 1988.
(Extract from Page 45). 

enced after adoption of SAPs: GDP growth decline from 2.7 per cent to 1.8 per cent; a dedine in the investment/GDP ratio from 20.6 per cent to 17.1 per cent; a rise in the bud
get deficit from -6.5 per cent to -7.5 per cent ofGDP; and, a rise in the debt service/exportearning ratio from 17.5 per cent to 23.4 per cent. The Figure also shows that there has
been only a minor improvement in the current account/GDP ratio from -9.4 per cent to 
-6.5 per cent. 
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CHAPTER Five: 
PolicyDirections and 
Instruments 

1. Introduction 

93. Having outlined the macro-framework for the alternative adjustment and trans. 
formation path in Chapter 4, this Chapter sets out to operationalize this framework 
by recommending the policy directions, instruments and measures which African 
countries should adapt to their own peculiar and unique circumstances. As will be
come clear in the Chapter, the African alternative incorporates a number of policy 
areas which form part of many of the existing structural adjustment programmes,
and on which some broad consensus seems to have emerged howe.ver. The most 
important of these include: (a) improved financial management and efficiency of public
enterprises and tighter financial accountability; (b) improved agricultural incentives; 
(c) export diversification, mainly in processed agricultural products; and, (d) improved
external debt management. It also incorporates a number of areas on which consensus 
has yet to emerge. These include, among others, the issue of complefientarity in 
exchange rate and trade policies, the fallacy of composition in respect of competitive
stimulation of the same range of traditional export crops in African countries, and 
the sustainability of non-autonomous resources to support adjustment in all African 
countries. The proposed framework, giVen its holistic approach, naturally addresses 
all these issues in a coherent and integrated manner rather than rterely treating them 
in isolation or as remedial additions to existing adjustment programmes. 

94. In operationalizing the African Alternative Framework to Structural Adjust
ment Programmes for Socio-Economic Recovery and Transformation (AAF-SAP), it 
is essential to poir.t out that all countries - developed or developing - find it necessary
to adjust from time to ti. a to changing economic parameters and circumstances. 
What often constitutes the difference is not in regard to the need to adjust but in the 
capacity to adjust to changing economic circumstances. This, in turn, depends on the 
lee-ways and options open to the different countries in terms of the time horizon of 
adjustment, their structural characteristics and long-term development objectives. It 
is in the light of these that the modus operandi of the adjustment process are deter
nuned. What has become clar from the analysis in the preceding Chapters is indeed 
not that the symptoms and sericus indications of these problems, for example, balance 
of payments disequilibrium, fiscal imbalance, inflationary pressures and acute short
ages of goods are to be wished away or passed off unaddressed. On the contrary,
Africa has to adjust. But, in adjusting, it is imperative that it is the transformation of
the structures that fundament-.ly serve to aggravate the African socio-economic sit
uation that constitutes the foc.: of attention. As such, adjustment and transformation 
must be conceived and implemented as inextricably linked and intertwined processes.
such that progress will be made simultaneously on the two fronts. 
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2. Major Policy Directions In AF-SAP 

95. Given the structural bottlenecks in African economies, adjustment must be 
seen as part of a continuous process of transformation rather than as a discontinuous 
exercise on its own. Consequently, the siege-mentality of ad hoc crisis management 
approach must yield place to the total immersion of adjustment programmes with 
the long-term needs of t,-nsformation since adjustment xhides and measures are 
unlikely to yield any full and enduring benefits outside the context of transformation. 
It is in this framework that the major policy directions outlined be'ow must be 
pursued. 

96. It should be evident that the policy directions have to be intimately related to 
the analysis of the African political economy in Chapter 1 and the developnent 
objectives in Chapter 2. This is so be:ause, conceptually and operationally, the policy 
directions provide the broad guidelines for overcoming the structural bottlenecks of 
the African economies and for the subsequent attainment of the r, gion's development 
objectives. Also, the policy directions should serve as general bounds that will char
acterise the specification of, within the context of the proposed macro-economic frame
work, the models for individual African countries and for the subsequent choice of 
policy instruments and measures specific to a given country. 

97. Within the context of strengthening and diversifying Africa's production capac
ity and the productivity of investment, which is at the centre of the gereration of factor 
product (module 1) the following are the major policy directions: 

(a) 	 Enhanced production and efficient resource use: This involves mainly the 
systematic avoidance of constraining productive capacity for the mere 
purpose of achieving financial balances. In other word!, in as much as 
the resources involved can be allocated and utilised efficiently and pro
ductively, the logic of always having to balance the budget at the expense 
of growth and production must be resisted. Such produc'tie and efficient 
use of resources would, in itself, involve a policy change to bring about 
significant shifts towards the production possibility curve and increasing 
returns to investment. 

(b) 	 Greater and more efficient domestic resource mobilisation: It must be 
recognized that, at present, there are too many financial leakages - fiscal, 
monetary, external payments, capital flight, etc. - all of which need to be 
plugged in order to enhance resource mobilisation for investment and 
budgetary expansion. This is all the more important in view of the un
certainties surrounding the quantum of external resource flows to Africa, 
and the increasingly stiff conditionalities attached to such inflows. Given 
the existing international economic ensironment, there is little hope of 
adequate resource inflows being available to all African countries on a 
sustainable basis for adjustment and transformation. Even if such re
sources could be attracted, it is almost certain that the terms and condi
tions on which they would be made available would be such as to offer 
mere temporary relief to the African countries and serve more to aggravate 
and deepen their structural problems and deficiencies. 

(c) 	 Improving human resources capatity: One important aspect of this policy 
direction is that reductions in budget deficits must not be accomplished 
at the expense of expenditures on the social sector, i.e., education, health, 
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and other social infrastructure, indu(": the maintenance of law and 
order, which are prerequisites of an enabling environment. Recognition
of the paucity of human capital as a limiting factor on the enabling en
vironment for transformation in Africa and of the relative neglect of this 
sector during the 1980s dictate that efforts must be made to ensure that 
an annual average of at least 30 per cent of total government outlays is 
devoted to the social sector and that, in any case, the annual rzte of
growth of social investment is significantly higher than the population
growth rate. 

(d) 	 SL tthening Scientific and Technological Base: The medium- and long
term perspectives of structuml transformation require an adequate
scientific and technological base essential for transforming national raw 
materials in the form of agricultural products, minerali, forestry and 
aquatic resources into consumable goods and services both for local and 
export markets. The strategy for achieving these objectives and the main. 
issues involved are: (i) having a Chapter in national socio-economic plans 
on science and technology policies which reflect the role, development
and application of science and technology essential for meeting the socio
economic needs of the people; (ii) enhancemeit of endogenous capacity 
to deal witb the development and application of science and technology
by strengthening the scientific and technological infrastn1!.ures, by es
tablishing a technologically-focused educational system, by improving the 
quality of manpower training, by linking production with indigeneous
research efforts, and by having appropriate personnel and mechanisms 
for commercializing the results of research undertaken in universities and 
research .nstitutes; (iii) finding alternatives to the export of raw materials 
by the development of new products and processes, and ensuring the 
competitiveness of African products in view of the advent of new and 
emerging science and technology which has a direct impact on African 
products and raw materials and the bio-engineered products that are 
supplanting Africa's basic products on the world market and affecting
adversely their competitive base; and (iv) the development of an endog
enous capacity of a harmonized sub-regional and regional policy that will 
enable the implementation of joint multinational projects and the optim
ization of available 0carce resources. 

(e) 	 Vertical and Horizontal Diversifica.ion: The first crucial dimension of div
ersification is that of producing essential goods and services to meet the 
needs of the majority of the population in all sectors. Th _-second dim~en
sion of diversification relates to the need to lessen mono-cuiiure export
dependence and its associated instability in terms of earnings. This would
necessitat- export re-orientation, involving the widening of the existing 
narrow range of exports and export markets to include an increasing share 
of processed commodities and manufactured goods, and refocessing on 
African markets. 

96. It should be stressed that the pattern and level of factor income allocation
(module 2) is very important in the process of adjustment with transformation as it
greatly influences the dynamics and patterns o' production, the effective size of 
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domestic markets as well as the alleviation of mass poverty. In this regard the fol
lowing policy directions are basic: 

(a) 	 Establishing a pragmatic balance between the public and private sectors: 
In determining such balance, the main criteria should be the availability 
of local entrepreneurial capability and the optimum social and economic 
rates of return on investment. It should, however, be noted that there 
are areas such as the building of the physical, human and institutional 
infrastructure, environmental protection and conservation as well as the 
provisioi- of essential services in which the public sector has a role to 
play, especially given the present level of development in African coun
tries. But where the State has over-extended itself, particularly in non
social service and non-strategic sectors, selective privatization should be 
considered. 

(b) 	 Creating an enabling environment for sustainable development: This pol
icy direction includes a number of important factors among which are 
broad participation in decision-makhig, consensus building, maintenance 
of equity and justice, elimination of civil strife and instability, facilitation 
of access to opportunities for all, and creating a favourable investment 
climate. In line with the policy direction in paragraph 97 (a) above, the 
enabling environment should incorporate the issue of encouraging en
trepreneurship and the effective contribution of the private sector and 
grassroot initiatives to the development process through consistent pol
icies and appropriate incentives. 

(c) 	 Shifting of resources: This policy direction should aim at minimising non
productive expenditures and excessive military spending. In Africa, 
where needs are greatest, social priorities have increasingly taken a second 
place to defence spending. The significance of budgetary disparities be
tween public welfare and defence is illustrated by estimates which show 
that, in the mid-1980s, developing Africa spent less public resources on 
education than on the military, in contrast to Latin America where ex
penditure on education is double that of defence. The military-social im
balance is further reflected in the fact that, in Africa, annual public 
expenditures on health have, on average, accounted for less than a third 
of military outlays. It is not difficult to imagine what it woudd mean to 
social welfare in Africa, with all its positive multiplier effects, if a saving 
cr.n be achieved in defence spending and in non-productive expenditures. 
It is of course understood that for African countries facing unabated ex
ternal aggression and destabilisation, this policy direction may be difficult 
to pursue until the external destabilising forces are removed. 

(d) 	 Improvement, in the pattern of income distribution among different socio
economic categories of households: This constitutes an important element 
of adjustment with transformation as it has direct impact on the size of 
domestic markets for domestic roducts and the alleviation of mass pov
erty. It should be reiterated that to pursue this policy direction also entails 
ensuring that, in the generation of output, the poor and the disadvantaged 
will have inLreased access to the means of production, especially land. 

99. The pattern of expenditure of income for the satisfaction of the required needs 
(module 3) is an essential component in the adjustment with transformation process. 
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Therefore, the following policy directions are basic:
 

(a) 	 Food self-sufficiency: In this regard, policy emphasis will have to be put
on achieving a proper balance between the food subsector and the pro
duction of agricultural export commodities. This will have to necessarily 
reverse the present trends of adopting policies that tend, especially in 
terms of price incentives, to create a bias against the food subsector and 
to favour the production of export commodities. 

(b) 	 Lessening import dependence: In order to ensure a sustained and sus
tainable satisfaction of the critical need5 of the population, it is necessary 
to move away from the present situation whereby most of the essential 
iteeds, 	 intermediate inputs and capital goods in African countries are 
generally satisfied from imports. 

(c) 	 Re-alignment of consuinption patterns with production patterns: This will 
call for a change in consumption habits so that the people will start to 
consume more of what is domestically produced, especially in the areas 
of food, clothing, housing and other essential necessities. It is important
also that the opportunities for exchange and trade in basic food staples
and in other essential gocds be widened both at national and sub-regional
levels, with a view to enhancing national and sub-regional collective self
reliance. 

(d) 	 Managing debt and debt-servicing: In order to release the scarce and badly
needed foreign exchange resources, it is necessary to establish strong debt 
management systems. This would involve, inter alia, a contiuous as
sessment of payment capacity in the short- and long-term. It would also 
have to entail the rationalisation of debt accumulation by concentrating
future external loan resources on productive projects that have quick and 
high returns with substantial foreign exchange component. 

3. 	 Policy Instruments and Measures for 
Adjustment with Transformation 

100. The policy directions outlined above will necessitate the use of a number of 
policy instruments and measures for achieving the goals of adjustment with trans
formation. They also call for the modification or avoidance of certain policy instru
ments and measures. 

101. The policy instruments and measures that must be modified under AAF-SAP 
are in Table 5.1. They are inappropriate for the process of adjustment in African 
countries given the structural rigidities and the desired goals of transformation and 
sustained development of the African economies already outlined in Chapters 1 and 
2. They include: (a) practices that, de facto, lead to excessive dependence on the 
market mechanism; total price and import liberalisation; (b) doctrinaire privatisation;
(c) inflation-adjusted interest rates; (d) across-the-board credit squeeze; (e) total elim
ination of subsidies; (f) generalized devaluation; (g) indiscriminate promotion of 
traditional exports; and, (h) deflationary budgetary measures, especially drastic 
reductions in public spending. It will be seen from Table 5.1 that these policy instru
ments and measures will have negative impact on adjustment with transformation. 
Although they might provide temporary relief in respect of internal and external 
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financial balances, they are more likely'to aggravate the crisis in the long-run, par
ticularly if non-autonomous resource flows to the countries concerned were to dry 
up. These policy instruments, together, would lead to the inappropriate sequencing 
illustrated by figure 4.1 in Chapter 4. 

Table 5.1: 	 Summary of Policy Instruments and Measures
 
to be modified under AAF-SAP
 

Description of Policy 
Instrument and Measures 

I. 	 Drastic budgetary reductions, 
especially with respect to expen-
ditures and subsidies on social 
services and essential goods. 

2. 	 Indiscriminate promotion of tra-
ditional exports through price 
incentives offered only to the 
"tradeables". 

3. 	 Across-the-board credit squeeze. 

4. 	 Generalised devaluation 
through open foreign exchange 
markets, currency auctions and 
large and frequent currency de-
predations. 

5. 	 Unsustainably high real interest 
rates (inflation-adjusted nominal 
rates of interest), 
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Effects for adjustment with transfor
mation 

Undermines the 	human conditions, 
the enabling environment and the 
future potential for development; 
necessitates massive retrenchment in 
the public sector. 

Undermines food production and 
self-sufficiency, and can lead to un
desirable environmental degradation; 
could result in over-supply and fall in 
prices (fallacy of composition). 

Leads 	 to overall contraction of the 
economy; declines in capacity utilisa
tion and closure of enterprises; and 
an accentuated shortage of critical 
goods and services. 

Leads to socL..y unsupportable in
creases in prices of critical goods and 
services; raises the domestic cost of 
imported inputs and undermines 
capacity utilisation; triggers gene
ral inflation; diverts scarce foreign 
exchange to sperviative activities and 
exacerbates capitalflight; worsens 
income distribution patterns; under
mines growth and can result in struc
tural entrenchment of traditional 
exports through price incentives for 
such commodities or "tradeables". 

Shifts the economy towards spec
ulative and trading activities by 
becoming a disincentive to produc
tive investment; fuels inflation. 



EIECAICM.1516/Rev.3 

Description of Policy 

Instrument and Measures 


6. 	 Total import liberalisation.. 

7. 	 Excessive dependence on mar-
ket forces for getting the "prices
ight" in structurally distorted 
and imperfect market situations, 

8. 	 Doctrinaire Privatisation. 

102. 	 In line with the proposed framework, 

Effects for adjustment with transfor
maton 

Leads to greater and more en
trenched external dependence; inten
sifies foreign exchange constraints;
jeopardises national priorities such as 
food self-sufficiency; erodes capacity 
of infant industries and thereby slows 
industrialisation. 

Worsens inflation through sharp rises 
in production costs and mark-ups; 
causes deviations from desirable 
production and consumption patterns
and priorities, and may derail entire 
process of transformation. 

Undermines growth and transforma
tion; jeopardises social welfare and 
the human conditions. 

the desirable policy instruments andmeasures have been categorized into three groups; each group comprising of a setof policy instruments and measures consistent with the range of policy directionsoutlined in paragraphs 97 to 99. These three groups are: (a) strengthening and diversifying production capacity; (b) improving the level of income and the pattern ofits allocation; and, (c) expenditure of income for satisfaction of critical needs. Inaddition there are institutional support measures required to ensure the efficient
operation alization of AAF-SAP. 

Table 5.2: Summary of Proposed Policy Instruments and 
Measures under AAF-SAP 

Description of Policy Effects for adjustment with transfor-
Instrument and Measures mation 

A. Strengthening and Diversifying Production Capacity 

A.1 	 Land reforms for better access 
and entitlement to land for pro-
ductive use; enhancement of 
the role of women as agents of 
change and the modernization 
of the food production sector. 

increased production and oppor
tunities for gainful employment; pov
erty alleviation and more equitable
income distribution. 
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Description of Policy Effects for adjustment with transfor-
Instrument and Measures mation 

A.2 	 Devoting at least 20-25 per cent improved rural infrastructure and 
of the total of public investment agricultural institutions; increased ag
to agriculture. ricultural productivity; expansion of 

rural employment. 

A.3 	 Allocation of an increasing share satisfaction of critical needs.
 
of foreign exchange for imports
 
of vital inputs for agriculture
 
and manufacturing sectors; ex
pansion of agricultural and in
dustrial employment; increased
 
domestic output of essential
 
commodities and avoidance of
 
import strangulation; and in
creased interlinkages between
 
agriculture and industry;
 

A.4 	 Sectoral allocation of credit increased production of food and 
using credit guidelines that essential manufactured goods; in
would favour the food subsector creased gainful employment. 
and the manufacture of essen
tial goods. 

A.5 	 Adoption of investment codes better enabling environment with 
and procedures tailored to the greater involvement of local entrepre
promotion and development of nurs. 
small-scale industries. 

A.6 	 Use of selective nominal interest increased mobilisation of domestic 
rates in such a way that interest savings; reduction of speculative acti
rates on loans for speculative ac- vities; shifting resources to produc
tivities would be greater than tive activities. 
the rates on loans for productive
activities, and resvIting weighted
 
real interest rates for savings
 
would be positive.
 

A.7 	 Creation and strengthening of increased mobilisation of rural sav
rural financial institutions. ings and improved financial inter

mediation. 

A.8 	 Rehabilf ation and rationalisa- fuller capacity utilisation; economic 
tion of installed productive and growth; savings in foreign exchange.
 
infrastructural capacities; and
 
setting up of an effective na
tional maintenance system.
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Description of Policy 

Instrument and Measures 


A.9 	 Utilizing the existence of de
facto multiple exchange rates 
systems in a rationalized man-
ner and/or creating and stream-
lining such a system for 
purposes of resource trz,.nsfers, 
resource mobilisation and rever
sal of capital flight and ensuring
availability of essential imports. 

A.10 	 Creation of a special fund for 
loans at subsidized interest rates 
to certain groups of economic 
operators. 

Effects for adjustment with transfor
mation 

encouragement of capital inflows, es
pecdally by natiornals working abroad,
and discouragement of capital flight;
improvement in balance of payments; 
satisfaction of critical needs. 

encouragement of greater productive
activity. Description of Policy Instru
ments and Measures Effects for ad
justment with Transformation. 

B. Improving the Level of Income and the Pattern of its
 
Distribution
 

B.1 	 Enlarging the tax base, improv-
ing efficiency and probity of the 
tax collection machinery. 

B.2 	 Reduction of government ex-
penditure on defence as much 
as possible, and on non-produc-
tive public sector activities. 

B.3 	 Removal of subventions to par-
astatals other than those in the 
social sector and nationally stra
tegic basic industries. 

B.4 	 Use of limited, realistic and de-
creasing deficit financing for 
productive and infrastructural 
investments that have little im
port content. 

B.5 	 Guaranteed minimum price for 
food crops managed through 
strategic food reserves, 

increased government revenue. 

release of resources for investment; 
improvement in resource allocation; 
improvement in balance of payments. 

release of resources for productive
investments; better fiscal balance. 

sustaining growth through support to 
relevant production units. 

food production on a sustained basis;
assured income to farmers; increased 
access to food for majority of tl , pop
ulation; control of inflation. 
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Description of Policy Effects for adjustment with tranfor-
Instrument and Measures mation 

C. Pattern of Expenditure for the Satisfaction of Needs 

C.1 	 Expenditure-switching (with- satisfaction of critical social needs; in
out necessarily increasing total vestment in human capital; raising 
government spending) to raise living standards of majority of the 
government outlays on the so- population. 
cial sectors, particularly those 
aspects of education, health and 
the integration of women in the 
development process that are 
likely to increase productivity, 
such that an average of 30 per 
cent of total annual government 
outlays is devoted to the social 
sectors; and, thereafter to main
tain a growth rate in public out
lays on these sectors at above 
the population growth rate. 

C.2 	 Selective policies through sub- increased affordability of essential 
sidies, pricing policies etc., to goods and services as weil as critical 
increase the supply of essential intermediate inputs; increased pro
commodities required for main- duction of industrial raw materials; 
taining a socially-stable atmos- control of inflation. 
phere for development. 

C.3 	 Selective use of trade policy, in- changes in consumption patterns; en
cluding banning of certain spe- largement of markets for domestic 
cified luxuries; high tax rates on goods; changes in production pat
conspicuous consumption and terns; internalisation of production of 
competitive factor inputs that factor inputs; improvements in bal
have domestic substitutes; and ance of payments. 
mass education towards con
sumption of domestic goods. 

C.4 	 Strengthening intra-African increased self-reliance and capacities 
monetary and financial cooper- to finance adjustment with transfor
ation as well as payments and mation.
 
clearing arrangements.
 

C.5 	 Limitation of debt service ratios freeing of resources for productive 
to levels consistent with sus- activities to sustain adjustment with 
taining and accelerating growth transformation; improvement of bal
and development. ance of payments position. 

C.6 	 Specific export incentives for increased diversification; reduced 
processed exports and care- vulnerability to fluctuations in corn
fully-selected primary corn- modity prices; export growth and in
modities. creased export earnings. 
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Description of Policy 

Instrument and Measures 


C.7 	 Differential export subsidies; re-
moval of trade barriers; and en-
couraging barter trade to boost 
intra-African trade. 

C.8 	 Bilateral and multilateral agree-
ments on primary commodities, 

Effects for adjustment with transfor
mation 

reduced external dependence and bet
ter product mixes and integration in 
Africa. 

improved and more stable balance of 
payments. 

D. Institutional Support for Adjustment with
 
Transformation
 

D.1 	 Creation of adequately funded 
"supervised food production 
credit systems" in rural areas 
with easy access by farmers in 
terms of limited collaterals etc. 

D.2 	 Strengthening agricultural re-
search focussed on production; 
creation of extension services 
and systems for the diffusion, 
application and operationalisa-
tion of research. 

D.3 	 Creation of rural institutions 
to support cottage industries 
and small scale industries with 
emphasis on indigenous tech-
nology, domestic finance, rural 
infrastructure and women par
ticipation. 

D.4 	 Legislation of a clear framework 
of ownership and participation 
of the different socio-economic 
groups such as rural coopera-
tives, artisans, traders etc. 

D.5 	 Establishment of community 
development institutions espe-
cially indigenous NGOs and 
self-help programmes. 

sustained increase in food production
and adoption of technologies to re
duce vulnerability to weather through
increased investments in areas like 
small irrigation schemes. 

will accelerate process of achieving a 
green revolution in Africa especially
in the five food crops that are basic to 
food self-sufficiency in the region.
(maize, sorghum, millet, rice and 
tubers) as well as accelerate the build
ing up of a viable industrial base. 

promotion of integrated rural devel
opment;, enhancement of the attrac
tiveness of rural areas; promotion of 
rural technological development; em
ployment generation. 

will enable popular participation in 
production, marketing and devel
opment in general; and the streng.h
ening of the informal sector and 
its ultimate integration into the main
stream of development. 

will enable use of direct community 
labour on a voluntary basis for the 
provision of rural infrastructure such 
as feeder and access roads, health 
centres and dispensaries, school 
buildings and small irrigation 
schemes. 
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Description of Policy Effects for adjustment with transfor-
Instrument and Measures mation 

D.6 Greater mass participation in greater confidence of the people in 
decision-making and imple-
mentation of programmes. 

their own societies and government; 
greater commitment to and sacrifices 
for development; more efficient of 
highly motivated human resources. 

103. Notwithstanding the diversity of the policy instruments and measures in Table 
5.2, there will be need for flexibility in the articulation, design and choict of national 
policy packages, taking into account the circumstances in individual African countries 
and how they evolve over time. Policy packages may also differ from one period to 
another even in the same country, ir respect cf the policy instruments and measures 
employed and how they are combined. However, whatever policy instruments and 
measures are chosen by a country, it will be necessary to ensure that there are policy 
instruments and measures selected from each of the four categories outlined above. 

104. In order to keep the policy instruments and measures in Table 5.2 in proper 
perspective, they should be read and viewed in the context of the sequencing of the 
process of adjustment with transformation illustrated in figure 4.2 of Chapter 4 
whereby the economy, through appropriate changes in policy directions, and through 
the adoption of appropriate policy packages deriving from the proposed framework, 
achieves adjustment and transformation simultaneously. 

105. While the policy instruments in Table 5.2 necessarily derive from the structure 
of the proposed framework, and its corresponding policy directions, it is essential to 
bear in mind the specific rationale for the choice of the different policy instruments 
or measures. This is briefly attempted below in terms of the anticipated or associated 
effect(s) of some of the policy instruments and measures on the goals of adjustment 
with transformation. 

106. In respect with strengthening and diversifying Africa's productive capacity, 
emphasis has to be on accelerated rates of capital formation, adequate subsidies for 
fertilizers and other farm inputs for food production, and greater budgetary and 
foreign exchange allocations to the food and agricultural sectors as well as to industries 
producing basic essential goods. To reorientate production activities towards those 
producing basic essential goods as well as critical capital and industrial inputs, pref
erences will have to be given to the food sub-sector and to some manufacturing sub
sectors in terms of access to credit and the cost of credit. The banking system may 
be required to lend larger proportions of its resources to these "preferred" activity 
areas and to charge lower inter :st rates on such loans compared to the rates on loans 
to other activities. The adoption of appropriate investment codes and procedures 
tailored to the needs of small-scale investors and industries will encourage the creation 
of a better enabling environment for greater participation of local enterpreneurs in 
the development process. Land reform is also a very important and necessary in
strument to ensure gainful employment to the vast majority of the population. As 
major agricultural producers, especially of food, women must receive particular at
tention. Their role can be enhanced through, inter alia, increased access to land, 
credit, farm inputs and more modem technology. 
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107. If greater domestic resource mobilisation is to take place and the forces ofgrowth and development internalized in Africa, it follows that there must not beexcessive financial liberalization which aim at driving up real interest rates to levelsthat become counter-productive and inimical to the small modem sector and are, inany caze, of little or no relevance to savings decisions in vast segments of the economy,especially the rural areas and the informal sectors. Rather, more dcamestic resourceswould have to be mobilized largely through the encouragement of thrift and financialdeepening and the use of nominal interest rates which are attractive enough to encorage savings. To promote the mobilisation of savings in the rural areas and enhancethe intermediating role of financial institutions in the savings-investment process inthe economy, rural money and credit structures need to be established and/orstrengthened. By adopting multiple exchange rates for resource transfers, it shouldbe possible to encourage greater home remittance by nationals working abroad andat the same time discourage capital flight. By strengthening intra-African monetaryand fiscal co-operation as well as payments and clearing arrangements, it will bepossible to reduce Africa's external financial dependence and increase the capacityof its countries to finance adjustment with transformation without the constraints of
foreign exchange. 

108. In respect of increased efficiency in the allocation and judicious use of resources, there will be need for expenditure-switching in the form of curtailment ofgovernment expenditures on defence and non-productive activities, removal of subventions to parastatals other than those in the social sector or nationally-strategicbasic industries, and the limitation of debt service ratios to proportions that wouldnot be detrimental to prc.uctive activities so as to ensure economic growth. Topromote a more efficient allocation of available 'oanable funds, higher lending ratesmust be prescribed for loans for speculative purposes and general trading than forproductive activities. The programmes of adjustment with transformation should besuch as to reduce inflationary pressures which give rise to a number of social andeconomic distortions such as diverting activities away from productive investment tospeculation and financial manipulation; worsening income distribution patterns; capital flight and reduced savings. Taking into account the structural origin of inflationarypressures in African countries, the relevant policy measures should center principallyon production expansion. In addition, budgetar- restraint especially with respect toreductions in government spending on non-productive and marginally productiveactivities should form part of the strategy of controlling inflation. 

109. In the satisfaction of individual and national needs, it is necessary to embarkon selective trade policies, involving elements of import controls and import management, particularly the prohibition of non-essential imports, tariff protection and
quota restrictions to support changes in consumption patterns; encourage the production and use 
of local inputs; and promote viable infant industries. Thus industrialization, which has to be fostered vigorously if the internalization of the forces of
production and the creation of greater internal dynamics are to be achieved, will haveto proceed under an umbrella of some import protection if it is to succeed. 

110. The whole issue of export promotion and revitalisation of the traditional exportsector has to be approached in a selective manner, and not just through generalizeddevaluation. There is need for African countries to take steps to diversify away fromthe existing mono-culture of exports both in order to increase their range of optionsand reduce reliance on commodities which have very limited growth potential. Inspite of the immediate gains from maximising returns from a static comparative advantage, the requirements of adjustment with transformation are such that governments should build into their programmes incentives which create a longer-trm,dynamic comparative advantage based on new production structures and processing. 
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Export incentives need to be deliberately selective, recognizing the differentials in 
opportunities as between sectors and products for breaking into export markets and 
for expanding existing market shares. The appropriate levels of price incentives that
need to be put in place will vary also fron, commodity to commodity, depending on 
world prices, import content, marketing margins, prices in neighbouring countries,
prices of competing commodities, required contributions to fiscal revenue, etc. Fur
ther, scarce foreign exchange resources available for spending on the export sector
need also to be assigned to those commodities able to generate the largest net foreign
exchange returns. Such pricing and resource allocation decisions cannot be left entirely 
to the market in the African countries given the severity of market imperfections on 
the continent. It calls for some selected interventions by the State. 

111. Efficient utilization of available resources in Africa will also be enhanced to 
the extent that countries in the region effectively integrate their production structures 
and markets. This means that African governments wiil have to begin, through re
gional and subregional rationalization, to plan to remove some of the costly dupli
cations of industrial production capacities which have arisen in the post-independence
period, and to establish new industries designed to raise the level of trade within 
Africa and between Africa and the rest of the world. There must, therefore, be bilateral 
and multilateral agreements among African countries on industrial rationalisation. 
Such a plan of rationalisation and co-ordination, if extended to the production of 
African primary export commoditic i such as coffee, cocoa and copper, will enable 
the producing countries in the region to avoid the problem of the "fallacy of com
position", whereby production of the same range of export products is stimulated in 
a number of countries within and outside Africa through repeated increases in price
incentives only to find that the net result is a reduction in the world price of the 
commodities in question, which thus frustrates the effort to raise export earnings. It 
may be useful to throw further light on the issue of complementarity of exchange 
rate and trade policy as essential policy instruments and measures for adjustment
with transformation. Exchange rate policy has implications for the economy beyond
its narrow and immediate impact on export and imports, and so does trade policy.
Corresponding with the need for multiple exchange rates in Africa, thereft.,Te, is the 
need for import management policies, including varying elements of import controls, 
import duties and export subsidies in place of an outright reliance on trade liberali
zation. Indeed, exchange rate management in Africa must be supported and supple
mented by a purposive import and export policy in order to bring about the required
adjustments in existing foreign-oriented consumption and production patterns. 

112. Some of the arguments against the use of selective trade policies and multiple
exchange rates, involving the separation of foreign exchange markets into tiers either 
through exchange controls or a distinction between free and officially supported
foreign exchange markets, relate to the difficulties of administration, the costs of 
operation as well as the possibilities of abuses and evasion. It must be admitted that 
a significant precondition for the successful application of multiple exchange rates 
and selective trade policies, is the eystence of serious and good government, and 
the capacity to manage and enforce controls. What is often forgotten, however, is 
that multiple exchange rates do already exist in many African countries, in some cases 
receiving the reluctant endorsement of the IMF/World Bank under Window I and 
Window II.Given the emergence of parallel foreign exchange markets in most African 
countries, there is hardly any African country today which does not have a de facto 
dual exchange rate. Perhaps what is significant about the use of multiple or dual 
exchange rates in African countries as part of the policy package for adjustment with 
transformation is taking official cognizance of a de facto situation, and galvanizing
policies towards deriving the maximum benefits from the use of the policy instruments 
in a purposive and streamlined manner. 
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113. Another significant question relates to the use of selective interest rates. Al
though there is little doubt that it is desirable to achieve real positive interest rates 
so as to encourage savings, it is at the same time necessary to take into account the 
fact that very high nominal interest rates have adverse impact on the economy as a 
whole. As such it is important to carefully consider the following issues. 

(a) 	 whether the savings effect of interest rates is large enough
 
in the economy as a whole;
 

b) 	 whether the market, through interest rate adjustments, 
could actually take advantage of potential savings such as 
in the rural areas; 

(c) 	 whether nominal interest rates will not cause a high con
traction of the economy and lead to inflation through work
ing capital cost-push;
 

(d) 	 whether nominal interest rates will not result in a collapse
 
of credit demand, especially if the economy is already in a
 
recession.
 

114. Consideration of these issues in the African context would tend to suggest 
that very high nominal interest rates that are pushed up to ensure a real positive rate 
of interest could result in the stifling of investment, and in the reallocation of resources 
away from production activities, with relatively low rates of return, to speculative 
activities with quick and high rates of returns. It is such a consideration that has led 
to the proposal that different interest rates should be adopted on loans for speculative 
activities and for production activities. The choice of these different rates should be 
such as to ensure that the weighted average of the two borrowing rates (i.e. on 
speculative loans and loans for real production) would result in a real positive rate 
which would be applicable for savings. 

4. 	 The Dialectics of Adjustment with 
Transformation 

115. It is perhaps worth repeating that the policy packages that individual countries 
will adopt under AAF-SAP in respect of the on-going crisis on the continent will vary 
from country to country. Given the policy directions discussed above and the instru
ments and measures summarised in Table 5.2, it is left to each country, taking into 
account the peculiar circumstances of its development process, to design its own 
policy package within this overaU thrust and frame, and to articulate the appropriate 
mix of complementary policy measures and instruments for achieving the goal of 
adjustment with transformation. It will, however, always be necessary to ensure the 
consistency of the political framework with the macro-framework and the policy 
directions, instruments and measures. 

116. It is clear that the propo,;ed policy measures and instruments under AAF-SAP 
should contribute to the simultaneous attainment of adjustment and transform,,tion. 
For example, the combined use of selective trade and credit policies will interactively 
lead to releasing some of the pressure on the balance of payments by increasing 
exports, boosting food production and reducing imports. The judicious use of multiple 
exchange rates, in addition to stimulating production, should stem speculative capital 
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flight and encourage the repatriation of capital and income transfers of incomes earned 
abroad. This should help to ease the crunch on the balance of payments position.
Further, some foreign exchange resources will be released for investment purposes
through the limitation of debt service ratios to manageable levels. At the same time,
putting emphasis on supply rather than demand through the use of selective credit 
and interest rates policies to encourage savings and productive investments, while 
discouraging non-productive transactions, will facilitate greater domestic resource
mobilization, enable African economies to Ocquire the necessary capacities to better 
cope with external and internal shocks, reduce strucr-urally-indr'ced inflation and 
ensure growth. 

117. It should also be clear from the proposed policy directions and instruments 
and measures that national packages and programmes of adjustment with transfor
mation will have to be much less dogmatic and much more pragmatic tan orthodox 
programmes have been on the question of the role and size of the public sector. A 
judicious mix between expanded private initiatives and efficient government inter
vention is needed to create an environment that would enable both the private and 
public sectors to thrive and contribute effectively to the growth and development 
process. Government interventions in Africa have so fa- become di-credited, not 
because there is an effective alternative in the form of efficient market mecha2nism 
but because of inefficient management, poor results and misallocation of resources. 
There is little doubt, therefore, that efforts must be made to improve the efficiency
of the public sector and to ensure that government interventions are properly targetted
and government-determined priorities are effectively pursued. However, in the con
temporary African situation, calling for wholesale replacement of the government
with markets which hardly function is unju,-tifiable, since it is only as and when the 
necessary productive capacity is built and put in place that market forces would 
become competitive and progressively play .an increasing role as an engine of growth
and deviopment. This means, firstly, that a pragmatic balance will need to be es
tabiished between public intervention and private initiatives, vth the emphasis being
put on the creation of an enabling environment that is conducive to the effective 
functioning and contributions of both sactors to development, and, secondly, that 
government would need to yield to the pivate sector only progressively. 

118. To administer the proposals of AAF-SAP will require the re-orientation and 
strengthening of the institutional framework at all levels, and the strengthening of 
existing administrative structures especially with respect to enhancing government
ab-lE.,, fo administer programmes efficiently. It also calls for greater accountability
and dedicated and patriotic management or, the part of the public sector. At the 
institutional level, there is need for excessively centralised bureaucracies to yield to. 
local decentralisation, grass-roots initiatives and community self-management. The 
potential and capacity of the individual and the private sector in general to participate
in development must also be fully exploited. The increased role of the people in 
adjustment with transformation should facilitate the functioning of a system of checks 
and balances and safe-guard against bureaucratic excesses. 

119. The proposed policy directions and instruments in AAF-SAP will also requ-'e
the harmonisation of the design of national programmes of adjustment so as to avkid 
policy conflicts and costly duplication among countries. Bilateral and multi-lateral 
agreements must be entered into by African countries to specifically ensure such 
harmonisation. Such agreements must cover the areas of regional food security and 
food self-sufficiency; environmental protection; rationalization of industriai produc
tion, taking into :ccount the requirements of dynamic comparative advantages; en
couragement of the production of intermediate and capital goods on sub-regional and 
regional basis and increasing the level of intra-African trade by adopting financial 
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arrangements that will reduce dependence on foreign exchange and facilitate intra-
African trade and the explicit encouragement of commodity barter trade. One issue 
which needs to be further clarified is the relationship between AAF-SAP and the
national development plan or programme. Conventional SAPs have almost invariably
been conceived and implemented outside the frame development plans in the African
countries. The inevitable result has been that development plans have been put on 
hold, and short-term crisis management has become the poor substitute. Since AAF-SAP is essentially a framework of adjustment with transformation, it must, ipso facto,
be consistent with nationaJ development planning and programmes, and indeed 
forms part of their core. 

120. Finalf;, it is vital not only that the African countries adapt and use AAF-SAP 
in designing their adjustment programmes, but that Africa's biateral and multilateral 
donors also create the conditions that are necessary for the successful impleme~itatio,
of such programmes. Given the holistic nature of the proposed alternative framework 
in terms of simultaneous focus on adjustment and transformation, it is dear that
Africa's main requirements for external financing will be for larger autonomous in
flows from bilateral and multilateral partners. However, in the present circumstances 
of a transition for conventional SAPs to adjustment with transformation, the multi
lateral development and financial institutions will need to show increased flexibility
both about policy perceptions and the need for non-autonomous resource flows to 
support the new generation of adj.istment programmes in Africa. The prospects for 
implementing the alternative approach would be greatly ,oinapromised if African
countries fail on their part to rise to the challenge of increased domestic resource 
mobilisation that would be required, and if Africa's development partners persist in
predicating their assistanre and support upon the strict conditionalities of adherence 
to the orthodox structural adjustment programmes rather than on the proposals con
tained in AAF-SAP. Even if AAF-SAP might involve higher levels of external non
autonomous resource inflows in the short-run, its essentially transformational nature 
is such that the need for balance of payments support and such other inflows would 
progressively become less as progress is made towards structural change and sus
tained development. It is therefore hoped that a broad concensus will be built around 
the proposals of the African Alternative Framework to Structural Adjustment Pro
grammes to make them a successful reality. 
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CI4PTER Six 
Implementation Strategies and 
Monitoring 

1. 	 Introduction 

121. To-implement the alternative framework for adjustment and transformation 
(AAF-SAP) outlined in Chapter 4 and whose policy directions and instruments were 
spelt out in Chapter 5, a principal shift has to be made from current approaches. It 
is essential that, henceforth, country programmes for the alternative adjustment with 
transformation process Li Africa should be and remain the primary responsiblity of 
African governments and people within the context of a new partnership. It is the 
responsibility of the international community to support such programmes. This is 
a fundamental departure from the current practice in which external development
agencies play a principal role in the formulation, design, implementation and mon
itoring of adjustment programmes in member states. The gradual erosion of sov
ereignty implied in the growing role of officials of international financial and 
development institutions and donor agencies in 2olicy design, implementation and 
monitoring without any accountability to the people of Africa will be reversed by the 
adoption of the implementation and monitoring strategy outlined in this chapter. 

122. The process of formulation of these programmes should avoid the mistake of 
excluding the people from full participation in the formulation, implementation and 
monitoring of adjustment programmes. As the well-being of the people is principally 
at stake through the implementation of these programmes, it is necessary that 
consultative machineries be established to develop the consensus that is so essential 
for the successful implementation of national programmes for adjustment with 
transformation. 

2. 	 Implementation Strategies at 
the National Level 

123. The implementation of policy packages and instruments outlined in Chapter
5 must be based on a genuine and ?ctive partnership between the government and 
the people through their various political, social and economic organizations at na
tional, local and grassroots levels. This requires a reorganisation and/or realignment 
of the decision-making process for the design and implementation of adjustment with 
transformation programmes to ensure maximum co-operation between public and 
private sector agencies, and between the government and the governed, as well as 
to mobilise popular support. 

124. The key role of the government, in this respect, will embrace the creation of 
an enabling environment and institution building for effective implementation and 
vigorous support for grassroots initiatives. On the other hand, democratisation and 
popular participation will encourage the people to increase their development effort 
and to accept whatever sacrifices that may be implied by the programmes, thereby 
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consolidating and deepening the process for national self-reliance. There are several 
key elements of this implementation strategy which must be taken into consideration. 

125. 	 Desiln of national Programmes for adjustment with transformation: The proc
ess of formulating adjustment and transformation programmes must integrate policy
formulation with policy implementation and evaluation. It should, therefore, be based 
on the following procedures and considerations: 

(i) 	 democratisation of the decision-making process at national, local and 
grassroots levels so as to generate the necessary consensus and peoples' 
support; 

(ii) 	 regular and effective inter-ministerial consultations to ensure that all 
ministries responsible for the productive and social sectors, and all ex
ecutive agencies and public sector enterprises are fully involved and take 
responsibility for the final programmes adopted; 

(iii) 	 full involvement of the central planning machinery both in the &.sign 
and implementation of adjustment with transformation programmes so 
as to take into account short- and long-term development objectives; 

(iv) 	 consultations between the public sector and the various sections of the 
private sector so that all social groups play their part in the mobilisation 
and utilisation of national resources for development; and, 

(v) 	 grassroots consultations through local authorities, private associations, 
induding indigenous NGOs and grassroot-level communities. 

.126. Popularisation of the programmes: There is a strong need for evolving pro
cedures for the dissemination of information to the general public on the implications
and challenges of adjustment with transformation programmes as well as on their 
impact on the economy and the people. All available modes of mass media should 
be utilized. As far as possible, the public education exercise should rely more on the 
general public and organised interest groups, rather than government agencies, so 
as to enhance the popular participation aspects and the support of the programmes 
by the people. 

3. 	 Inter-Country Co-operation in the 
Implementation of Programmes of 
Adjustment with Transformation 

127. 	 Co-operation between and among African countries in harmonising their ap
proaches to the alternative adjustment with transformation programmes is essential 
in complementing the efforts of African countries towards the attainment of coil,-ctive 
self-reliance. In this regard, the ECA secretariat, including the subregional MULPOCs 
have an important role to play. 

128. African countries, especially those belonging to the same economic grcuping 
or subregion, should make all efforts to avoid duplication of production units beyond
the capacity of the potential market. They must also pool their rescurces with a view 
to optimizing output. Similarly, the required needs to be satisfied should be har
monized. For example, any attempt in a given country at changing coasumption 
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patterns or at internalizing production factor inputs may be nullified by the pe. istence 
of undesirable consumption patterns in neighbouring countries. 

129. The selection and application of policy instruments and measures is, perhaps, 
the most important area requiring harmonization of programmes of adjustment with 
transformation among African countries. For example, more often than not, lack of 
co-ordination in exchange rate, pricing or interest rate policies has resulted in the 
undermining of some of the on-going structural adjustment programmes. Since the 
alternative framework covers both the short-, medium- and long-term, it is important 
to ensure that policy instruments and measures adopted by individual African coun
tries are well co-ordinated among them so that they can achieve the desired effects. 

130. Finally, African countries must determine the appropriate mechanisms for 
ensuring the overall co-ordination of national programmes of adjustment with trans
formation. In this regard, some of the existing mechanisms such as joint inter-country 
commissions or subregional economic groupings will have to play an important role. 

4. Financing of AAF-SAP Implementation 

131. There is need to mobilize fully both internal and external resources required 
for AAF-SAP implementation of programmes designed under the new framework. 
Precise estimates of the quantity of resources needed to finance these pro,,gammes 
have to be worked out at individual country level. It is necessary, first, to design 
national programmes on the basis of AAF-SAP prescriptions which would then be 
followed by determination of resource needs. Some of the policies and measures 
already identified (see Table 5.2) are directed towards the mobilization of the domestic 
and external resources that would enable African countries to finance their pro
grammes for adjustment with transformation. These include: 

(a) 	 improved international commodity trade environment; 

(b) 	 appropriate policies and measures for mobilization of do
mestic resources;
 

(c) 	 more efficient utilization of the limited domestic resources
 
especially the direction of resources to economic and social
 
sectors which are accorded high priority such as agriculture
 
and education;
 

(d) 	 reduction of outlays on external debt servicing; 

(e) 	 additional resources being generated from the growth of
 
African econon, es;
 

(f) 	 increased external resource flows from bilateral, multilateral 
and private sector sources; 

(g) 	 promotion of transfers by nationals living abroad; and, 

(h) 	 the prevention of financial leakages through capital flight,
 
over-invoicing of imports and under-declaration of export
 
earnings.
 

132. A vigorous implementation of many of these measures should lead to greater 
mobilization of resources under AAF-SAP than under the current SAPs. 

133. Export earnings constitute a major source of autonomous resources for fi
nancing adjustment with transformation. It is important, therefore, for solutions to 
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be found for commodity problems and for issues that have been under international
discussion for 3ver two decades incuding the establishment of a generalized pro
gramme for 3tabilization of export earnings, acceleration of the establishment of the
Common Fund, and removal of barriers to African exports of processed and non
traditional exports to be resolved. An improved international trade environment couldhelp avert the kind of situation in which Aficra lost almost US$19 billion in 1986 
through a sharp fall in export prices. The comm.odity wholesale price index for Africa 
at 1980 prices declined to 54.2 in 1988. 

134. External debt relief provides another important area for generation of r.asoarces
for financing AAF-SAP implementation. By linmiting the debt service ratio to man
ageable proportions, larger amounts of resources would be released for the adjustment
process. In 1988 Africa's debt servicing obligations amounted to US$ 29 billion. It 
would make a great deal of difference to African economies if a substantial part ofthese transfers were to be available for financing AAF-SAP. Furthermoe, Ahica has
become a net exporter of c;pital even to the MF. It has been estimated that Africa,
in net terms, transferred approximately US$1 billion to the IMF in 1936 and 1987
which is almost 1.4 per cent of the annual exports of goods and non-factor services
of the region. If this trend were to be reversed, additionJ resources would become 
available to Africa for the adjustment process. 

135. Autonomous external resource inflows, both public and private, have been 
declining in real terms throughout the 1980s. More resources would become available 
for the adjustment process if this trend were to be reversed. 

136. Finally, given the transiormational nature of the adjustment programmes un
der AAF-SAP, it is evident that non-autonomous inflows to African countries in 
support of AAF-SAP would have a bigger impact, and indeed constitute a more 
productive and optimal approach to assisting Africa. 

5. Monitoring 

137. The major objective of the monitoring process for adjustment with transfor
mation programmes is the assessmen. of the extent to which objectives and targets
are being achieved. There is need, therefore, for each African State to establish mon
itoring systems that are appropriate to its programmes. 

138. In general, however, monitoring systems should be designed to cater for the 
assessment and evaluation of progress being made in achieving the mnain objectives,
policies and targets of the programmes. In this regard, while macro-economic per
formance indicators, focusing on economic growth, aggregate demax-d components,
population and related data, will still be requ :ed, there is a strong need to go beyond
these indicators to the assessment of the programmes impact on the quality of life of
the people and the extent )f progress in meeting their basic needs as well as in relation 
to the process of transforming the production structures and consumption patterns.
The monitoring systems should also provide for measurement of the extent to which 
people are being involved in the development and decision-making processes. 

139. It will be essential to organise national, subregional and regional data systems
which facilitate the assessment and monitoring of the impact of adjustment with
transformation programmes, so as to provide early warning against any deviations 
from objectives and set goals. 
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II. STRUCTURAL ADJUSTMENT AS EXTERNALLY IMPOSED 

The market-oriented economic reforms which are so central a part 

of most adjustment programs are widely viewed as being imposed by outsiders, 

particularly by the IMF and World Bark, but also by some bilateral donors, 

such as the U.S. and France, which have *adjustments or "policy-based" lending 

programs of their own. Two corollaries follow: that in adjusting countries 

there is little real conviction that these reforms are right; and that without 

outside pressures they would not be adopted.
 

This is only partly right. It is true that the IMF and World Bank 

have played major roles is defining economic reform programs as part of their 

policy-based lending programs. Some bilateral donors have also attached 

conditions to their policy-based loans. It is also true that in most of the 

Third World, especially in large portions of Latin American and Africa, the 

political and intellectual classes are generally skeptical about the 

effectiveness and desirability of liberalization-based development strategies.
 

However, most of the measures associated with 

*tabillzation/adjustment programs would have been widely adopted anyway during 

the 19803, even without outside pressures via policy-basea loans. This is so 

for a number of reasons. 

o 	 Some of the measures are quasi-automatic responses to 

ecoiomic distortions. The current account deficits of the 



-7

balance of payments are wautoaatically" reduced by import 

reductions due to the drying up of trade credits as foreign
 

arrears mount. Real wages in public sectors tend to fall 

when revenues rise more slowly than prices. Food prices
 

tend to rise faster than wages as heavily taxed or otherwise 

disfavored farmers shift to more profitable activities or
 

sell in parallel markets. 

Other adjustment measures are required if large-scale
 

economic disorder is to be avoided; they are imposed by 

political authorities anxious to prevent such disorders.
 

Budget deficits and money expansion that generate high rates 

of inflation are, after all, shunned by most political 

authorities--at least in Africa and Asia. Export promotion
 

is a natural response to persistent foreign exchange
 

scarcities, as are adjustments in exchange rates. Hiring
 

for already overmanned public sectors becomes too costly in
 

terms of real wage levels. 

The measures associated with *orthodox' stabilization programs are 

thus, for the most part, not imposed by external agencies, but arise out of 

the Imperatives of domestic economic stability. Any political elite with a 

rtdercte sense of responsibility for the economic welfare of their society 

will be forced to pursue worthdox" policies in the face of severe economic 

distortions.
 

(K?
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It is the same for the "adjustment* measures that favor export 

orientation, liberalized and competitive markets, restructuring of private 

sectors and resort to private actors: the objective circumstances of the 1980s 

explain their widespread introduction more than external imposition. 

The shocks of the mid 1970s and 1980s made clear in many countries 

that many of the policiei of the previous twenty years had to be changed. The 

emphasis on iport-aubstitutiag industrialization had led many developing 

countries to industrial stagnation; they found themselves saddled with highly 

protected, inefficient, import-dependent industrial structures, often 

subsidized and rarely capable of competing in export markets. 

The vast grouth in the role of government in the 1960s and 1970s
 

had also led to impasse. Government budgets had come to take 25-35 percent of
 

GDP; the mushrooming of state enterprises had led most often not to profitable
 

operation and high public savings and investment rates, but to dependence on
 

subsidies and budget drains. The regulatory systems that were supposed to
 

protect the vulnerable, in fact most often benefited the rich and powerful
 

more than the poor, induced corruption and parallel markets, and often stifled
 

enterprise.
 

In the quarter century after 1950, writers about economic 

development had been eloquent in their description of private market failures; 

they invariably jumped to the conclusion that where the private sector was 

deficient, the state should step in. Experience revealed, however, that 

public sector failures can be at least as constraining as those in private
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markets. Some reassessment of the role of the state naturally followed, with 

a new realism about public sector caacity to take on developmental tasks. 

For many countries, declines in rate of increase of government
 

revenues, unfavorable external circumstances and a growing debt burden,
 

stagnant agricultural production and slow output growth in general--all these 

internal and external factors forced a search for new sources of economic
 

dynamism and faster growth. More positive policies toward the private sector 

followed naturally. Just as the need to restore internal balance imposes
 

austerity on gove'-nments with or without the international financial 

institutions, so too the need for external balance forces attention towards
 

export growth and towards measures that raise competitivity. Deregulation of
 

controlled markets, a search for encouragement of private agents, and the
 

restructuring of state sectors are 'natural" choices. The hand of the 116 or 

the World Bank may be seen in some particulars, and in the determination of 

how fast policy changes are introduced. But the main impulse is endogenous;
 

it comes from recognition of past policy failures and the need for new sources 

of growth. 

III. THE ANALYTIC CRITIQUE 

From the earliest days of theorizing about economic development,
 

the intellectual community has been generally unimpressed with the development 

potential of free market policies in poor countries. We ueed only recall that
 



even so liberal-minded a writer as Ragnar Nurske, one of the early pioneers in
 

development economics, believed that export-led growth was not feasible, and
 

perhaps not even desireable for developing countries. Development economics 

textbooks before 1980 said lots about the role of the state and little about
 

private markets.
 

The skepticism has both analytic and historic aspects. The 

analytic critique argues that many of the diagnoses and prescriptions in the
 

reform agenda of the 1980s are unsound. The historical critique stresses the
 

point that many of the now-developed countries pursued policies condemned by 

the World Bank and the IW and that some of the examples cited as evidence of 

the soundness of free market growth (e.g. South Korea) are nothing of the 

kind.
 

One old and broad argument against market-oriented policies is
 

that markets simply don't work the way the text books say. An early
 

expression of this attack on orthodoxy was Dudley Seers' famous article of the
 

early 1950s--*The Limitations of the Special Case," in which Seers argued that 

infrastructure, information, entrepreneurs, political stability and other 

factors assumed to exist in industrial economies were absent in most 

developing economies. More recently, this view has resurfaced in the United 

Nations Economic Commiosion for Africa paper, African Alternatives to 

Structural AdtustMent Programs (AA-SAP): A Framework for Transformation and 

Recovery (1989, pp. 3.3-3.6). It is worth citing this document at length. 



According to the authors of this paper, most of the underlying
 

assumptions and the presumed universality of orthodox economic theory are 

largely inappropriate for poor countries.
 

Underlying the current adjustment programmes is the well-known
 
argument, based on classical economic theory, that output,
 
employment, and prices (including wages, interest rates, and the
 
exchange rates) are beat determined by the free play of market
 
forces, and that prices are the most effective instruments for the
 
efficient allocation of resources. The argument is, of course,
 
based on the assumption that economic structures are time
 
invariant and sufficiently flexible so the demand and supply 
changes respond promptly to market signals.
 

While the African experience does not completely negate these
 
principles, it illustrates, perhaps in a most profound manner, the
 
difficulties that would be encountered if the underlying
 
assumptions are far from reality, and if economic aggregates are 
not very responsive to market forces. In the African situation 
the simple truth is that many countries have moved toward free 
markets without being in a position to take full advantage of
 
available market opportunities because of low capacity to adjust
 
their production structures. The consequences of these structural
 
rigidities are evident in many areas, but most notably the limited 
capacities of African farmers to respond to price incentives
 
without assured supplies of relevant production inputs and in the
 
failure of domestic production to respond to new opportunities in
 
export and domestic markets, following a currency devaluation,
 
because of a myriad of technical and supply difficulties; and, in
 
the slow response of savings to high interest rates. These
 
rigidities imply that the main burden of adjustmer1 has been borne
 
by drastic reductions in domestic expenditures with serious
 
economic and social consequences that have tended in Many Cases to 
retard rather than promote the process of structural 
transformation.
 

According to the authors of the ECA paper (and others with a 

similar vision) the orthodox prescriptions are wrong: raising interest rates
 

only 'encourages speculation" and discourages productive investment;
 

devaluation fails to stimulate tradeables production because of *technological
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rigidlties'; if grain markets are liberalized, the gains from higher prices go 

mainly to middlemen because markets are not competitive. 

The orthodox prescriptions for agricultural development aAe 

especially harshly judged in the ECA paper, which reflects the views of 

"structuralisto critics who have become more vocal in recent years. Orthodox 

wadjusterew emphasize better prices for farmers as part of overall improvement 

of Incentive structures. But this, say the structuralists, puts the cart 

before the horse. What holds back agricultural growth is not so much 

Inadequate prices but the absence of new technology and other nonprice factors 

such as the absence of good roads, poor extension system, limited fertilizor 

availability, poorly functioning systems of rural credit, etc. This, they 

argrue, is the message of the vast majority of econometric studies of aggregate 

supply elasticities in agriculture, which show them to be low--rarely higher 

than .2 or .3, even in the long run.
 

Moreover, in developing countries more than in rich countries,
 

rural markets are said to be inadequately competitive, power relationships are
 

highly unequal, and, even in the most underdeveloped agricultural systems, 

many rural households are net buyers of food. All of this is said to limit 

the utility of price policy interventions. 

Liberalization of foreign trade regimes, another pillar of World 

bank/MF-sponsored structural adjustment programs, is similarly viewed as a 

flawed option. Genuine liberalization of imports might devastate nuch of 

local industry in most of the Third World, especially in the least developed 
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countrioes. And, more important, export-led growth is not viable for most 

countries. Protectionist and fierce competition by more advanced producers
 

and import-replacing technological change make export-led growth problematic 

as the foundation of a development strategy. This is especially so for
 

primary products. Price prospects for raw materials are equally poor. Low 

price and income elasticities make outpu:- expansion self-defeating, except for 

minor producers. If all the poor countries that produce beverages or fibers 

or oilseeds were to expand output, resulting .alls in prices might mean lower 

export earnings rather than higher. There's no way, the critics say, that 

expansion of primary product exports can generate an acceptable rate of growth 

of output in exporting countries. 

Privatizatlon is attacked as another erroneous element in standard 

adjustment packages. Economic theory, according to many critics, does not say
 

anything persuasive about ownership, only about competition. What matters, 

according to this view and according to most recent analysts, is competition 

and not ownership structures. In practice, moreover, the privatization 

process has revealed many flaws and dangers, notably the frequent granting of 

financial privileges (high protection, direct subsidies, special contracts 

with government, etc.) to encourage private takeovers of state enterprises. 

And, In the least developed countries, indigenous private sectors are too thin 

to buy and run state enterprises. Where foreigners are allowed to buy, fears 

of recolonialization are kindled. 

Finally, the critics say that much of the enthusiasm for market

oriented adjustment strategies is based on a misreading of history. The great
 



stories in East Asia (notably South Korea and Japan) never entailed
success 

exposure to external competition. The 'statedismantling the state, nor early 

was an active and important par...ner of the private sector in those cases. The 

is true in most of Latin America, including such growth powerhouses as same 


Brazil. Aren't the Bank and Fund recommending, for today's "adjusting"
 

countries, policies that were not pursued in Successful econof:.es elsewhere?
 

Even when thus presented in capsule form, the far-ranging nature 

of intellectual or analytic attacks on orthodox adjustment policies is
 

To fully assess these arguments would require more time than we have
obviouS. 


of the main issues.
here. 	 I will concentrate on soM 


First 	a few gepnral points:
 

o 	 No j set of specific adjustment policies is implied in 

a market-oriented strategy. The size of the country, its 

administrative capacity, its political and economic 

etructure and other factors will determine what is an 

appropriate mix of public and private activity, of outward 

on markets and controls.and inward-lookingness, of reliance 

"outh Korea will not suit Gv,'nea.Much of what is right for 

other words, can encompassA market-oriented strategy, in 

widely 	varying policy mixes.
 

We are 	dealing always with imperfect alternatives--with
a 


flawed 	models, not ideal types. The implications of a weak,
 

http:econof:.es


mall private sector has to be weighed against the existence 

of a heavily bureaucratized, ill-paid public sector. The 

obstacles to export expansion have to be comsidered in the 

light of the costs Gf a stagnant, inwarS-looking industrial 

sector, a handicapped agriculture, and the limited 

alternative uses Of Climate, land, and labor. 

0 	 Thi existence of gstructuralw deficiencies should lead to
 

efforts to remove them, not to continuation of failed
 

policies of the past. L? markets function poorly, their
 

operations should be improved; they should be made more
 

transparent and competitive, for example, not returned to
 

control by state monopoliesmoropsonies. Moreover, the
 

validity of any strategy de-,ends on how effectively it
 

erodes structural constraints to development. Encouragement
 

of private provision of wpublic
w servia,s, for example, is
 

the most obvious way to stimulate the growth of an
 

entrepreneurial class. Entrepreneurship is rarely hatched
 

inside public sector organizations.
 

maTLr. This means not only
Second. in atriculturea Doliv does 


price 	plicy, but also policies toward -'iral institutions and the level and 

quality of public spending in agriculture. Certainly it would be better if 

higher prices Twv accompanied by good credit systems, research and extension, 

etc. But in fact, In much of the world, especially in countries will. lagging 

New technu" -gy is often sparse, asagricultural systems, it is not feasible. 



In Africa. Credit and extension systems are usually paralyzed and input

supply arrangements crippled. Price policy uty be the onl.: fe*sibla 

instrument available to spur agrictltural growth. 

Despite the pessmism about supply response, there do exist 

examples of how price and Institutional changes (liberalized marketing
 

systam3, freeWom of organization of production) can have large impacts on 

output and Induce structural changes in agriculture. The nost spectacular 

example is, of course, China after 1977. Agricultural production rose by more 

And this
in the period 1978-1985 than it had in the previous thirty years. 


more marketwas achieved principally through better policies and freer, 

at hand, and input useoriented rural institutions. Ho new technology was 

additional fertilizer.(land, labor, tractors) actually 	fell except for some 

Less well known and dramatic are 	recent changes in Madagascar. A 

induced substantial change.rice market liberalization program there has 

Higher rice prices led farmers to 	improve their irrigation facilities, buy
 

more inputs (tractors and fertilizera), reallocate land (with smallbolders 

drain old, neglected fields, andrenting to larger, more efficient growers), 

make new plantings of upland rice. 

Many other examples of aguicultural responsiveness to policy 

reforms could be cited, from Mauritania, Somalia, and Ghana to Bangladesh, 

among others. There is a paradox here. Pessimism predominates In the 

But anecdotal and case studyeconometric studies of supply elasticities. 
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evidence shows much more responsiveness to the policy environment. 

on trade regI.me liberallzation is exAgeratedThird. the attack 

Alroat nowhere do adjustment
and fails to define v able alternatives. 


forms of protection. What 
programs entail masanive removal of tariff or other 

Bank/Fund-sponsored program, generally seek is lower and more 
even levels of 

very few countries are ready to dismantle tariff and
protection. In reality, 

other barriers, or to completely liberalize import regimes, 
and they are not
 

asked to do so. 

Also, while export pessimism has deep roots, the growth in
 

has exceeded allin the last forty yearsdeveloping country exportn 

expectations. Even in the unfavorable period of 1975-1979, twenty-four
 

managed to increase their exports of manufactures by 
more
 

developing countriae 


are among commodities 

than 15 : -arcent a year. It is true that the prospects for primary-product-led 

export growth are not good. But meat, citrus, fish, some fibers, and rubber 

with higher income elasticity of demand or with 

case,
environmental advantages that make their prospects brighter. And in any 

individual countries or 
what are the alternatives for primary exporters? If 

subregions do not continue to fight for export markets by 
increasing
 

This
 
and productivity they %ill lose market share to 

competitors.

production 

happened between 1960.and 1980 to many African exporters 
who suffered dramatic
 

fibers and minerals.market shares in beverages,losses in 

the "inward-l oking" alternatives
In terms of viable alternatives, 

strategy are hardly appealing--slowar output growth;
to an export-based growth 
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lower income; greater constraints on imports; a reduction in the otraining 

effect* that comes from competition in expoet markets; less exposure to new
 

ideas and opportunities and hence reduced potentialn for discovery of new
 

economic options.
 

Where regional economic integration present3 promise, it should be
 

more actively pursued; unification of small national markets into larger
 

regional ones is in fact a potential source of new growth. Opportunities 

undoubtedly exist also in new, more carefully studied, import rubstitution.
 

But none of this need be incompatible with better performance in export
 

production and marketing, which under any likely scenario is .ure to be--at 

least for a generation--the principal engine of development in most of the
 

poorest countries.
 

A fourth Loint is that the role of the state will remain extremely 

larce and of critical developmental importance in all develoDing countries. 

But the state can't do everything and shouldn't try. This is common sense, 

not ideology. 1s ex-President Machel of Mozambique once said: *Marxism-

Lenini m doesn't mean that the state should sell tomatoes and matches." 

Concentzation on strategically important activities will allow the public 

sector to work more efficiently. As for the mix o? instruments, using the 

mar!cet has well-known economic advantages. Under an auction system, for 

example, the rents from foreign exchange scarcity go to the budget and not to 

private importers. Auctions also economize on hvman capital and are easier to 

run than administered allocations. Finally, the widespread webJknesses of 

per3onnel practices, of accounting and auditing capacity, of financial 



management and budgetary practices, combined with lew wages and freezes on 

employment, suggest that for many governments the administrative efficiency of
 

public sectors is not likely to increase in the modium term. This gives 

greater urgency to the use of more economical policy instruments, and to the 

transfer to private agents of nonstrategic functions, and perhaps even some 

strategic ones. 

Finally. privatizstAon of state assets. the main target of anti

free-market critics. does indeed have its limits. The gains from the sale of 

state assets are not likely to be large, unless accompanied by other changes-

ror example the creation of a more competitive market structure. Moreover, 

many obstacles have become evident, and these suggest that asset sales will
 

have a relatively limited scope, especially in the poorest countries.
 

Privatization approaches can be improved by greater transparency In
 

negotiation, and by greater willingness to allow nonviable enterprises to die. 

Most important, privatization is likely to have greater impact in areas other 

than privatization of property, notably privatization of management via 

leasing of state assets, arranging various typos of management contracts, and, 

above all, bringing in private service providers by deregulatior (allowing 

free entry) and by utilization of the many techniques available to privatize
 

service delivery-contracting out, franchises, voucher systems, etc. These 

are feasible and still neglected ways to mobilize private energies and 

resources, and to nurture entrepreneurship at the same time.
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IV. HAVE ADJUSTMENT PROGRAMS FAILED? 

Adjustment programs were certainly oversold. The initial notion
 

was that structural changes could be brought about in five years; this was the
 

original World Bank vision when the first structural adjustment loans were
 

introduced. Everyone now recognizes that this was wildly optimistic. 

Good answers to the question of whether "adjustment" has failed or 

not are, in any case, extremely elusive. If the main criterion is growth in 

per capita income, then two fundamental truths make evaluation difficult. 

First, good policies are only one factor in explaining growth; the best policy 

reforms may not help much in the short and medium term if export markets 

collapse or if drought hits. Second, evaluation must take into account the 

"counterfactual" or "without-adjustment" scenario, which is difficult to do.
 

Other, somewhat less fundamental fattors impede evaluation of 

success or failure In policy reform. There are many countries at issue, 

within each of which the speed and nature of reform varies. Countries that 

are star performers in one year fall off track tso years later. The intensity 

of reforms varies; in one country, trade liberalization may Involve a minor 

overall tariff reduotion with small effects, while in Lnother there may be a 

truly sagaificant opening up to external competition. More imprtant, reforms 

are only partially implemmnted in most instances. A decree may announce full 

liberalization or grain marketing, but multiple market restrictions may 

remain--movement controls, licensing requirements, etc. A tariff reduction 
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may be frustrated by informal increases in administrative controls of imports. 

A devaluation may occur, but fear of capital flight and other factors may lead 

to persistence of export-constraining administrative requirements on 

exporters. Another consideration is that where severe distortions prevailed 

before "adjustment," most of the economy may already have adjusted informally, 

via ubiquitous parallel markets; the effects of a formal reform program will 

thus be much diluted.
 

In many cases, finally, it 1 too soon to judge. In sub-Saharan 

Africa, for example, it was not until 1985 or so that effective reform 

programs predominated; in 1984, for example, real effective exchange rates had 

ar~±lated in more African countries than they had depreciated t and real 

producer prices showed little improvement over 1980. Effective reform In much 

of the region got under way only In 1985-too recently for serious evaluation 

of impacts. 

The dilfioulties of evaluation have not prevented heated 

controversy on the question, however. In recent reports of UNICEF, the 

Economic Commission for Africa (see above) and other agencies, "structural 

adjustment,w defined as economic stabilization measures plus market-oriented 

policy reforms, Is severely criticized for its sparse results in terms of 

grovth, as well as its heavy cost in terms of impact on the poor. 

Africa has more formal adjustment programs than any other region-

about thirty-and the debate has been especially vigorous there. The Economic 

Commission for Africa, In Its draft report African Alternatives to Structural 



-22

Adt1!stuent Progromes (March 1989) says; 0. . . Povery in Africa has worsened 

in the 1980s. The average annual growth rate of per capita income in 1980

1985 was either stagnant or negative in most of the countries implementing 

adjustment and stabilization programs. In a few Cases rhere improved per 

capita income was recorded, it was largely at the expense of higher external 

debt and the deterioration of social services. By 1988, average real incomes 

in frioa, south of the Sahara, are . . . no more than 80 percent of their 

levels in the 1970s."
 

The ECA paper cites in support of its analysis the findings of a 

major World Bank study (Report on Structural Adjustment Lending, August 1988), 

in which the sub-Saharan countries studied in that report experienced a fall 

in GDP growth to 1.8 percent After adoption of adjustment programs, compared 

to 2.8 percent growth prior to adoption. Also, investment ratios fell and
 

budget deficits rose after implementation of adjustment programs.
 

The World Bank study, however, while noting slow growth in African
 

countries, concluded that the adjustment programs worldwide seem to have had
 

positive impacts in terms of growth. The thirty countries with adjustment 

programs did better than those without adjustment loans. The Bank study found 

also that lddle-inome adjusters did better than low-income, and twelve
 

*adjustment-lending-intensive" countries did best of all. They note, however,
 

that all countries did relatively poorly in the 1980a, that sustainability was
 

not assured, that sub-Saharan African experienced especially slow growth, that
 

social Costs were high, and that the commitment of most governments is 

uncertain.
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A new Vorld Bank report, Adiustment and Growth in Africa in the 

19109 (1989), has come out with a more positive assessment. It says that 

there are signs since the mid-1980s of faster growth, and that this is 

evidence that adjustment programs are working. Economic performance in 

ninetaen African countries with *strong reform programs" is better than in 

other countries of the region. These conclusions have been strongly attacked 

by the ECA, among others. The ECA, defining country classifications 

differently, concludes that African "adjusting" countries have done worse than 

any other group of countries in terms of GDP growth and some other indicators. 

In my view, these approaches to assessment of the "success" of 

structural adjustment inevitably yield contestable and fragile results.
 

Problems of choice of time period, country classification, and "weighting" are 

monumental. The World Bank study, Structural Adjustment Lending, for example, 

defined "adjusting" groups to include any country that has received an 

adjustment loan by 1984. The Bank's report Adjustment and Growth in Africa in 

t defined reforming countries as those with an acceptable program in 

place in 1986-1987. So the Adjustment Lending report includei Sierra Leone, 

Sudan, Zambia, and Zimbabwe among the "adjusters," and excludes from this 

category, eight African countries that had programs in 1986-1987 but not by 

1984: Burundi, Central African Republic, Gambia, Guinea, Madagascar, 

Mauritania, Niger, and Zaire. It's no wonder that conclusions about outcomes 

differ.
 



No fir. answers, then, can be given about the economic Usuccess" 

or Ofailure* of the overall adJustrelnt effort of the 1980s. It may be that 

the question is wrong. We should be interested less in output and longer-term 

effects pnd more in processes and in proximate or intermediate effects. Has 

the process of defining adjustment programs increased insight into the 

obstacles to growth, and generated new ideas about overcoming them? Have the 

agreed programs been implemented, and if not, why? Have local officials and 

others learned something from the experience? Are policymaking processes and 

institutions stronger? Have institutional reforms put core economic agencies 

on a track that promises continued strengthening? Have any minds been changed 

about what is good and what is bad policy?
 

V. IMPACT ON THE POOR
 

This has become the most discussed aspect of the adjustment 

problem and among the most controversial. Two positions have been staked out. 

The first, championed by UNICEF, is that the "costs3 of structural adjustment 

programs have fallen most heavily on the lower ends of the income and asset 

distribution. The removal of protective subsidies (on food, for example) and 

auts in social sector spending hurt the poor, while middle class groups 

(higher civil servants and businessen, for example) are little touched. 

The second position, set out mainly in various World Bank
 

documents, is that many of the "standard" structural adjustment policies in 
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fact help the poor. Liberalization of agricultural markets, reform of 

agricultural parastatals, devaluation, and export promotion schemes all tend 

to help rural people, who form the bulk of the poor in most developing 

countries. Subsidy reduction may hurt the poor, but since a bigger share of
 

many subsidies ia absorbed by better-off people than by the poor (housing, 

fuel, electricity, water subsidies, for example), the removal of subsidies or
 

better targeting tend to make income distributions more equitable. And, of
 

course, faster economic growth, which is supposed to result from policy 

reform, is the best way to reduce absolute poverty.
 

Better information will not resolve these 6ifferences, especially
 

since the "with vs. without* conundrum remains. But it would help, since in
 

fact little is known about the preadjustment condition of the poor or about
 

what has actually happened during the 1980s. To know the equity impact of 

food price rises, for example, we have to know more about who in rural areas 

are net buyers and met sellers. Cutting of agregate health and education 

expenditures is not so revealing as is detailed knowledge about the structure 

of cuts and spending: whether primary schooling is cut, or scholarships for 

university students, for example.
 

Better assessment of impacts on the poor will thus have to await 

fuller information. Given the large volume of resources now being devoted to 

this matter, better information should not be long in coming. 

One final observation is worth noting. Most people can agree that 

it is better to have adjustment policies that spare the most vulnerable social
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groups, all other things equal. That is, if there Is no trade-off between the 

efficiency of adjustment policies and protection of the poor, the poor should
 

bc protected. But if there is a dome stic political consensus to this effect, 

then the poor should receive this policy treatment, adjustment or no
 

adjustment. Xf there is no domestic political consensus about it, than the 

donor comunity, which may have different concerns on this issue than local 

governments, may have to impose its view via new types of conditionality. 

Thorny issues of sovereignty and donor intrusiveness are raised. 

Moreover, if there are trade-offs between an avoidance of 

*excessive social costs" and efficient adjustment policies, as is likely, 

broad issues of social policy are evoked. These include, from the donor 

perspective, the nature and objectives of policy-based lending, and in 

particular the relationship between lending for direct allevtation of poverty 

and growth/efficiency-focussed aid.
 

V1. CONCLUSIONS
 

Cynics suggest that policy-based lending and the structural 

adjustment which is its main objective are fads of the 1980s-the most recent 

in a long line of faddist notions that have characterized thinking about
 

economic development, from technical assistance in the 1940s to capital 

investment in the 1950s and 19603, to human needs In the 1970s. That is not 

my view. Policy reforms that involve moving economies toward Vree markets, 
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world prices and private activity refloct the lessont of experience since 

1950. Never again can intellectuals, civil servants or political authorities 

adopt the asymmetrical approaches of the past, whe-eby governments were 

assumed capable of taking on economic functions that were inadequrtely 

performed by private actors. Everybody knows enough about public sector 

failures and deficiencies to ask the question- can the state perform better 

than pAvate markets, even flawed private markets? Everybody also knows that 

new sources of growth are needed and that better mobilization of private 

resources and energies are therefore indispensable. 

For reasons indicated earlier. no firm judgment Is possible about 

the impacts of adjustment programs on economic growth. One oonsequence, 

howevert is evident-as the World Bank Study, Adjustment Lending, indicates, 

countries that adopt adjustment programs receive more external support than
 

countries that do not. Most observers would regard this as a positive 

indicator, though increased indebtedness and intensified external dependence
 

are also implied.
 

Those who have crafted the adjustment procram have produced, on 

many occasions, brilliant policy innovations as well as ill-conceived 

proposals. There has probably been more pointbd discussion of policy issues 

in developing countries in the past decade than ever before, and the policy 

realis, of thinking and writing about economic development has greatly 

increased. 
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Weaknesses in the process iave impeded progress, and persist. The 

Bank and Fund continue to play too dominant a role in devising programs and 

pushing their implementation. Conditionality is excessive, frequently 

unnecessary, unmonitorable, and conducive to Same playing and shoving of 

problem under rugs instead of genuine, joint problem solving. Creating a 

greater sense of wownership" in the ideas of market-oriented reform, and 

addressing more appropriately the dilemmas of oonditionality, are tasks of the 

1990s.
 

Fins: ly, it would be extremely hlpfu2 if those who deal in the 

language of economic development could find a way to ease the term *structural 

adjustment' out of common usage. It's a misleading term because it implies a 

one-time set of changes witb a one-time result ('adjustment"). In fact, what 

Is-at issue is general economic policy. True "adjustment' is in fact an 

ongoing process of framing good policies, which meana deepened knowledge, more 

rstional decisionmaking procedures and strengthened policym&king institutions. 

In this sense, poor cowmtries, like rich ones, are neve beyond adjurtment. 
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I.* 1ACKGKOUNDZ TH! NEED FOR AND 4E1LENCE OF AGRICULTURAL ADJUSTMENT 
LENDMIG 

Both in terms of employment and value added, agriculture is one of
 

the most important sectors in most developing economies, especially the
 

poorest.1 In the early to mid tentieth century, governmental policy toward
 

this sector was frequently characterized by benign neglect. In this
 

atmosphere, complemented by overall macroeconomic stability, agriculture
 

led many countries into relative prosperity, based on natural comparative
 

advantage and export-led gr'wth.- ..
 

In more recent decades, and increasingly since the 1950's,
 

official attitudes shifted, as many governments embraced the paradigm of
 

of the industrial sector. This
state-planned development based on growth 


an inward orientation and an infusion of
strategy was carried out through 


explicit taxation of the agricultural sector,
resources into industry by 


pricing policies that depressed food and agricultural commodity prices to
 

keep wages low, over-valued exchange rates and commercial policy 	that
 

discriminated against exports, parastatal agencies to carry out 	 the
 

The
government's policies in all sectors, and heavy borrowing Afrom abroad.2 


inflow of foreign capital, especially when it was invested in the
 

industrial sector, further overvalued the rqal exchange rate and shifted
 

the internal terms of trade against agriculture.
 

I/ 	 1i 1984, agriculture accounted for 36 percent of GDP in low-income
 

economies and 22 percent in the lower middle-income economies. (World
 

Development Rtport, 1986.) In Sub-Saharan Africa, agriculture is even
 

more importint, accounting for almost 60 percent of GDP and close to
 

90 percent of employment in some countries.
 

2/ 	 Loans for industrial projects rose to almost 20 percent of the World
 

Bank's portfolio in the mid-1970's (from about 15 percent two decades
 

earlier), before falling to 8 percent in 1980 and 6 percent in 1985.
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In the late 1970's and early 19401', as the short comings of this 

strategy became increasingly apparent, many developing countries found 

to service, .little potential forthemselves with large foreign debts 


significant growth based on induptrial sectors that had failed to develop
 

as planned, and agricultural sectors in deterioration from years of hostile
 

policies. In low-income Sub-Saharan Africa, fcr example, the agricultural 

growth rate fell from 2.6 percent pen annum in the period 1965-73 to 1.4 

pbrcent in 1973-84 (World Development Report, 1986). While some shift away 

from primary production is a normal part of development, and thc decline in 

role as well, much of the sector's poor
rord"omodity prices played a 


performance -eas. d,'e to the policy environnient. 

From the perspective of the Bank's lending strategy, the
 

implication of this experience was that project lending in a distorted 

policy environment not only failed to promote $gricultural growth, but 

actually discouraged it by providing Coreign exchang, , thereby perpetuating 

to development of agriculture. Aovervaluation and other policies inimical 

etrategy was needed to maet the dual objectives of supporting economic 

reforms on the macro and sectoral levels while assisting countries in 

sneting their urgent need for foreign currency to serv-.ce the debt and 

maintain necessary levels of imports. The mechanisms that were developed
 

at the World Bank were the Structural Adjustment Loan and Structural
 

Adjustment Credit (hereafter. collectively called SAL's), and after 1983
 

the Sector Adjustment Loans (SECAL's). Host of the early SAL's contained
 

conditionality intended to redress the historical policy bias against
 

Some of the conditions ware directly related to agricultural
agriculrure. 

policy, while others were aimed at improving the economic environment for 

protection of theagricul;ure indirectly by, for example, reducing 


http:serv-.ce
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industrial sector or depreciating the real exchange rate. Agricultural
 

SECALs were genc:Ally preceded by macroeconomic stabilization measures, and
 

did not themselves contain extensive conditionality outside of the
 

agricultural sector, per se. There have been exceptions. The Colombia
 

Trade and Agricultural Policy Loan, for exemple, made provision for a
 

detailed review of macroeconomic policies prior to second tranche release.
 

the theory underlying the policy-based lending was that there were
 

advantagee in 'packaging" policy conditionality with a large fast

disbursing loan. First, in many cases, the reforms sought through
 

adjustment lending were politically unpopular with some factions of the
 

governments involved. Packaging the conditions together with a loan
 

substantially larger than the typical project loan would strengthen the
 

position of the reform-minded factions, increasing the likelihood of
 

successful and sustainable Implementation. Second, many reforms would have
 

been difficult to make in an atmosphere of balance-of-payments crisis, so
 

the fast-disbursing nature of -the loans supported the reforms by
 

ameliorating the crisis. And third, the credibility of the reforms may
 

have been improved by being *underwritten' by a large loan from an external
 

source coupled with formal comitment by the governments.
 

This paper in section 11 presents an overview of the type of
 

conditionality related to agriculture in SAL's and agricultural SECAL's.
 

Section III draws on lessons from economic research and experience in
 

likely to be
agricultural reform to infer what kinds of policy changes are 


most successful in meeting the goals of reform. These are compared to the
 

design of loans as discussed in section II, and lessons are derived for the
 

Bank's future lending in the sector.
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XI. 	 Policy Reforms in Airicultural Adiustment Loans
 

Conceptually, the objective of agricultural adjustment lending is
 

to enhance growth by -changing the incentive structure (price and non-price)
 

for agriculture vis-a-vis other sectors and within agriculture in ways that
 

will 	promote the efficient use of resources. Operationally, this objective
 

is defined by the policy conditionality in the loans. The following
 

section gives an overview of the agricultural conditionality in the Bank's
 

lending program. The discussion is based on Tables 1 and 2 and the rssults
 

.of an analysis of a sample of adjustment loans carried out by the Industry
 

3
 
Development Division.


3/ 	 Table 1 sumarizes the results of a study of 79 SAL's and SECAL's
 

containing some agricultural conditionality in fiscal years 1980-87.
 

Table 2 (based on Table Al) is from a study of 21 agricultural
 

SECAL's, including virtually all agricultural SECAL's through fiscal
 

year 	1987, plus the Mexico AGSAL.
 



Table 1: Agricultural Policy Conditionality in 79 

SAL'. and SECAL.s, FY 1989-1987 

(Number of loans with % of total loans In parentheses) 

Policy Area Africa (23)1 Asia (;)1 Emma (3)1 LAC (12)1 Total (43) 

Ag. Pricing (Input A Output)t 

Trade 

Institutional Reform 

Credit and Banngs 

Public Investment Budget 

Macroeconomic 

Environmeet 

so (BOX) 

16 (443) 

t9 (91x) 

11 (31X) 

21 (68X) 

20 (63) 

3 (85O) 

3 (273) 

6 (656) 

6 (46) 

3 (27X) 

1 (93) 

(1WO 

3 (333) 

5 (53) 

7 (78x) 

1 (113) 

5 (663) 

6 (673) 

I(93)1(13) 

9 (39X) 

23 (100 ) 

1 ( 86) 

9 ( 393) 

10 ( 433) 

10 ( 43X) 

2 (g9) 

45 (573) 

49 (62X) 

56 (71S) 

24. (30S) 

'7 (47X) 

13 (483) 

7 (9) 

an Total Loans Evaluated 36 11 9 23 79 

Source: Ridley and Roberts 

j/ Number in porentheain Is number of countries whose loans were evaluated. 

V Include. interest rate subsidy Issues. 

/ Excludes lnterest rate subeidy isaue. 
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Table 2: Conditionality in 21 AGSAL's, FY 1980-19881
 

Ieforms Pre- Conditions in 
ceding Loan2 Loan 

I. PRODUCT PRICE 17 15 
A. Decontrol Cons. Price 2 4 
B. Decontrol Prod. Price 3 1 
C. Change Official Cons. Price 5 1 
D. Change Official Prod. Price 7 5 
E. Reduce Subsidies/Hargin 2 2 
F. Liberalizing for Trade 9 8 
G. Studies 3 7 

II. INPUT PRICE 14 15 
A. Decontrol or set at World 

level 1 1 
B. Raise Official Price 10 12 
C. Lower Official Price 0 0 
D. Liberalize Trade 4 3 
E. Studies 1 3 

III. PRIVATIZATION 10 9 
A. Product Distribution 7 5 
B. Input Distribution 3 3 
C. Studies 0 1 

IV. INSTITUTIONAL REFORM 10 17 
A. Deregulation 0 3 
B. Other 9 14 
C. Studies 1 6 

V. ENVIRONMENT 0 2 

VI. PUBLIC INVESTMENT 4 10 

VII. POVERTY 2 2 

VIII. MACROECONOMIC 12 3 
A. Exchange Rate 12 1 
B. Deficit 4 1 
C. Other 2 3 

1/ Source: Table Al. 
2/ As cited in President's Report for each loan. 
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Agricultural conditions as a whole accounted for about 101 of all
 

conditions in the sample of loans, or 9Z of all legal requirements. 4 This
 

varied little for all regions except LAC, where the! corresponding figures
 

were 52 and 6Z. The importance of these conditions wac about
 

proportionate, with about 11Z being judged 'critical* to their respective
 

loan's 	success.
 

(A) 	Pricing
 

Since prices are the primary determinant of the incentive structure
 

for agriculture, an almost universal concern of adjustment loans has been
 

to *get the prices right.' Around 601 of all adjustment loans, and almost
 

all (with one exception) agricultural sector operations have included
 

agricultural pricing conditionality. These conditions have been especially
 

common in Africa, where 80 percent of SAL's and SECAL's have contained such
 

conditionality. Input and output pricing conditions have been about
 

equally common. They have been among the more important types of
 

conditions, with almost one third of the conditions judged 'critical' to
 

their loan's success.
 

Successful implementation has occurred for about 681 of agricultural
 

pricing conditions, somewhat below the average for all conditions of 732.
 

Implementation has been especially poor in LAC, with only 44Z successful.
 

This may be related to the unstable macroeconomic environment in which
 

price reforms must take place in Latin America.
 

4/ 	 All of these figures probably understate the true contribution of
 
agricultural conditionality, since agricultural SECAL's are under
represented in the sample.
 

'I 
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(1) 	Producer Prices
 

Adjustment loans have taken a numoer of different approaches to
 

producer price adjustment conditionality. In general, these conditions
 

have been intended to raise producer pricits. 5 A large number of loans have 

required studies of output pricing, and a few of input pricing issues. 

Some loans have required that prices paid to producers be i,t at specific 

levels agreed with the Bank. The Mexico AGSAL included a particularly 

interesting variant of this by explicitly linking official domestic prices
 

for some crops to international prices via a price band. The use of this
 

mechanism for all official prices, along with measures to minimize
 

industrial protection, would not only assure that the prices for
 

agriculture as a whole are approximately correct, but that relative prices
 

within the sector are also appropriate. Other loans have required that the
 

mechanisms or formulas used to establish prices be altered. By making the
 

improved pricing strategy somewhat more institutionalized, this kind of
 

conditionality may be more likely to lead to sustained reform in future
 

years than are conditions that merely seL prices. This type of
 

conditionality has been used for example in the Morocco AGSAL, Jamaica SAL
 

III, and a number of other loans.
 

5/ 	A few. such as the Colombia Trade and Agricultural Policy Loan and the 
Morocco AGSAL II, have put a ceiling on producer prices or required 
that they be reduced. For some other countries, such as Uganda, 
Ghana, Burkina, Cotes d'lIvoire, Ecuador, and the Philippines, the 
pricing conditions in the loans were concerned with improving relative 
prices so as to diversify the sector. 
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The pervasive nature of government control in agricultural markets 

--and the reluctance to relinquish that control--is reflected in th fact 

that very few loans - (only 4 of 21 SECAL's) have inc.uded the actual 

abdication of official price-setting authority (i.e., decontrol) and 

withdrawal of government from any market. The Hadagascar AGSAL required 

the government to refrain from setting an official price for rice and 

procuring domestically. Even in this case, the government wculd operate a 

buffer stock using imported rice to prevent price ::rom rising above a 

trigger level, which wAs, however, set high enough to assure that it would 

not often trigger stock releases. The Ecuador AGSAL required the 

government to get out of procuring commodities in order to set minimum 

prices. 

(2) Consumer Prices
 

Very few loans have dealt with price controls for agricultural 

commodities on the consumer level. The exceptions to this have been the 

Ecuador AGSAL and some African SAL's, which have tncluded consumer price 

decontrol. Some others (e.g., the Hexico AGSAL) have required that global 

subsidies administered via low consumer prices be reduced or not be 

expanded. Together with higher procurement prices, this implies higher 

consumer prices.
 

(3) Input Prices
 

Hany agricultural adjustment loans (15 of 21 SECAL's) have included
 

conditions related to pricing of inputs. Apart from those that only
 

required studies, virtually all of these loans required increased prices
 

(or reduced subsidies) for the three most important inputs--fertilizer,
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vater, and credit. A few (e.g.. the Kenya AGSAL) related to certified
 

seeds, though these have been mostly non-price institutional conditions.
 

None of the loans required decontrol of prices or disengagement of the
 

state from these input markets, even though sector analysis identified
 

state involvement as a problem.
 

(4) Trade
 

An area closely related to pricing issues is trade liberalization,
 

since trade controls of some kind must be used to reinforce policies that
 

cause domestic prices to diverge from their international levels. A number
 

of loans (8 of 21 SECAL's and 49 of 79 SAL's and SECAL's) have required
 

some trade liberalization steps. Of the 8 SECAL's requiring
 

liberalization, all but 2 were linked to pricing reforms. Frequently,
 

these removed restrictions (or reduced taxes) on exports of agricultural
 

products or imports of inputs, or both (as in the Uruguay AGSAL), since
 

these measures are conmnonly used to create an anti-agricultural bias in the
 

trade regime. Some loans, however, in the interest of reducing all
 

barriers to trade, also included reductions in barriers to imports of
 

agricultural products (e.g., the Mexico and Ecuador AGSAL's). Taken alone,
 

these steps would exacerbate.the bias against the sector by removing trade
 

protection for agriculture while leaving industrial protection in place.
 

However, as part of a comprehensive trade reform effort (as in Ecuador and
 

Mexico), including reduction of trade barriers in the industrial sector and
 

devaluation of overvalued exchange rates, they can be effective in opening
 

the economy to expanded trade opportunities. Conditions to liberalize
 

trade in inputs have been rare (only 3 of 21 SECAL's).
 



CD) Institutional Reform 

(1') Privatization 

Most analyses of agricultural sector policies have placed the 

operation of government-owned companies (parastatals) high on the list of 

problems. The problems have been of two types. First, the legal monopoly
 

power frequently enjoyed by these companies removes them from the
 

disciplinary effects of competition, leading to inefficient operation and
 

large fiscal losses. Second, these companies operate--as intended--as
 

tools of the state to carry out pricing and regulatory policies that have
 

been instrumental in depressing the sector.
 

Adjustment lending has frequently been preceded or accompanied by
 

conditions aimed at resolution of the first problem, but has almost
 

completely ignored the second. Seven SECAL's have required that the
 

private sector be allowed to compete with the parastatal(s) active in a
 

particular market or that some parastatals be divested (i.e., sold to the
 

private sector) or closed. Four of these were in product markets; three in
 

input markets. The AGSAL's for Mexico and Morocco, as well as the Trade
 

and Agricultural Policy Loan for Colombia, included such conditions for
 

parastatals involved in product marketing, while the Tanzania Multi-sector
 

Rehabilitation Loan required the opening of an input market. Others,
 

especially SAL's in Africa, have required various reforms aimed at making
 

the parastatals operate more efficiently. For example, 12 out of a sample
 

of 29 loans required some divestiture, with all but 2 of the 12 in Africa.
 

For the seven loans in the sample for which implementation data was
 

available, the implementation was generally successful.
 

Virtually no loans, however, have required that parastatals be
 

abolished or their role altered so as to withdraw them from direct
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participation in the market. In some countries, especially in Africa,
 

private sector institutions are weak, at least in part because their
 

development has been suppressed by competition with parastatals. This
 

makes it difficult to completely withdraw parastatals from the market
 

precipitously. With few exceptions, however, it does not appear that this
 

was even considered an explicit long-term objective, with concrete steps
 

taken. Two exceptions were the Ecuador AGSAL, which required complete
 

withdrawal of the crop marketing parastatal from procurement, and the
 

Panama SAL I, which required that the role of the agricultural marketing
 

parastatal be limited to providing market information and managing
 

warehouses.
 

(2) Deregulation
 

A few loans (3 of 21 SECAL's) have contained conditions to remove
 

regulatory constraints on markets. The Tanzania Multisector Rehabilitation
 

Loan, for example, required the abolition of permit requirements for
 

internal movements of grains. The Morocco AGSAL II required the complete
 

dismantling of an elaborate system for regulating upstream flour marketing,
 

including a licensing system that limited market access and a system of
 

fixed allowances for distribution margins.
 

(C) Hacroeconomic
 

Hacroeconomic policies have historically been as important or more
 

important than 'agricultural' policies in depressing the sector. Exchange
 

rite policy is the macroeconomic policy most directly relevant to
 

agricultural development. It is not surprising, therefore, that most
 

agricultural adjustment programs have been' preceded or accompanied by
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exchange rate reform of some kind (President's Reports of 12 SECAL's cite
 

progress on the macroeconomic front preceding the loan). The most common
 

requirement has been for more rapid devaluations. Some have also been
 

preceded by other measures to correct anti-agricultural biases in the trade
 

regime. With the main exception of the Colombia Trade and Agriculture
 

Policy Loan, this has usually been done through SAL's or trade policy
 

loans, rather than directly through SECAL's.
 

(D) Environmint
 

Environmental issuez have only rarely been addressed in adjustment
 

lending, in spite of the major impact agricultural policies have on the
 

environment. A few loans have required regulation of pesticide use, one
 

(Jamaica SAL I) required development of erosion control measures, and one
 

(Jamaica SAL II) required sale or lease of government-oned land to improve
 

land use.
 

(E) Poverty Alleviation
 

Incorporation of programs tj alleviate poarty in adjustment loans 

has been rare, but may be becoming more common. Between FY's 1980-87, only 

one loan (the Ghana Export Rehabilitation in FY84) included such a program. 

In 1Y88, however, two (the Mexico AGSAL and the Morocco AGSAL II) included 

this feature. The Colombia Trade and Agricultural Policy Loan addressed 

poverty alleviation concerns by targeting counterpart funds for investment 

in regions where incomes would fall during adjustment. Agreement on the 

targeting was reached informally with the government. 

41 
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I1. The Design of Agricultural Reform
 

The Bank's experience in promoting agricultural reform is relatively
 

limited as enough timp has not passed to really make a long-term assessment
 

(Currently, only one agricultural sector
of what works and what does not. 


report.) However, the literature on
adjustment operation has a completion 


agricultural development and the limited experience in policy reform points
 

to some design issues. In this section, selected lessons from the on-going
 

experience are reported and some broad guidelines are derived.6
 

A. The Role of Price and Non-Price Factors in Agricultural Growth: 

Implications for Structural Adjustment 

As noted earlier, one of the virtually universal objectives of
 

agricultural sector conditionality in Bank lending is to movd crop and
 

input prices toward their international levels. While this is clearly a 

worthwhile objective, it cannot be expected, even if successful, to lead to 

major gains in sectoral or national growth in the short run. We will argue 

here that these necessary price reforms must be accompanied by
 

complementary non-price policy measures to create sufficient conditions for 

only respond inenhanced growth, and that even then, the growth rate will 

the medium to long term.
 

61 We concentrate in this paper on the more important broad issues. 
respect to traching andDesign questions, for example with 


conditionality, are discusmed in the Annual Agricultural Report from
 

AGR. 



1. Price reforms enhance effciency, but not growth rates in the short run
 

Because the supply response is high for individual crops, 'getting
 

the prices right' causes a rapid adjustment of relative production between
 

crops in favor of those that can be produced most efficiently, as land is
 

shifted from one crop to the other. Long-run supply responses of
 

individual crops are greater still, with estimates for developing countries
 

L0 times or more the short-run magnitudes. (1WDR 1986, Askari and Cumzmings
 

and Scandizzo and Bruce). These production shifts between crops provide
 

gains in terms of allocative efficiency, increasing in a step fashion the
 

economic value of production.
7
 

Correction of relative prices alone, however, will not lead to major
 

increases in growth of the sector, for several reasons. First, aggregate
 

supply response in agriculture as a whole is much lower than the response
 

of individual crops, even in the longer run, since aimajor factor of
 

production--land--is in relatively inelastic supply in many countries
 

(Binswanger, et. al.). Even in Argentina, which until recently has had a
 

fairly elastic supply of land and well-developed infrastructure, the
 

7/ 	 The China agricultural reform is an interesting example. While output
 
of several crops increased at unprecedented rates (grains at 5
 
percent, cotton at 17 percent) from 1979 to 1983, output slowed
 
considerably after 1984 (1.1 percent and 1.2 percent, respectively) as
 
the effect of the initial price and institutional shocks dissipated.
 

Even the growth between 1980 and 1983 was largely attributable to non

price factors such as institutional reform. An econometric study
 
found that fO percent of the expansion was due to institutional
 

reform, 25 percent from input use and technology changes, and only 15
 
percent from price changes (Lin).
 



- 16 

aggregate supply elasticity in the short run has been estimated to be
 

between .21 ant .35; for the long run, it may be close to .8. For
 

countries where infrastructure is less developed, the aggregate supply
 

elasticity is generally much lover: for India between .2 and .3 both in
 

the short and long run, for Kenya about .1 in the short run and .16 in the
 

long 	run (Chhibber).
 

Second, the price adjustment is often comparatively small. In a
 

study of 19 developing countries, it was found that on average domestic
 

prices for export crops were only 11 percent below their international
 

equivalents in 1975-84. This study also found that, for crops where
 

domestic supplies were in part imported, domestic prices were actually
 

higher than their international counterparts by about 19 percent (Krueger,
 

et. al.)8 Finally, aggregate response to price changes is limited by the
 

extent to which producers market their crops or use purchased inputs.
 

Thtie changes have virtually no impact on the sizeable subsistence
 

production sub-sectors.
 

In one class of cases, reduction of price distortions may contribute
 

directly to increasing sectoral growth. If this leads to a shift into
 

production of outputs with high income elasticities, such as livestock or
 

fresh fruits and vegetables, growth may improve. (The switch to fruits and
 

veg tables contributed to the growth of Chilean agriculture, for example).
 

8/ 	 Indirect taxation through overvalued exchange rates and other
 
measures, on the the other hand, was quite substantial, overwhelming
 
even positive price differences between domestic and international
 
prices. These distortions, however, are not ameliorated by reducing
 
the differences between domestic and border prices.
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However. with the exception of livestock in some countries (e.g., Argentina 

and Uruguay), these products are not hQavily taxed by direct pricing. 

(Lowering of a price of a commodity that competes for land with these 

higher valued crops may help but the gross substitution is usually low).
 

2. Non-price factors are important and complementary to price reforms. 

Studies of the factors Lhat influence agricultural growth find that 

non-price factors (public goods such as roads and irrigation and research 

and extension) are more important in explaining agricultural growth than 

prices. (For a survey of these studies, see Lele and Mellor). Chhibber, 

for example, found that on average a one percent increase in irrigation 

infrastructure increased supply output by one percent in countries with
 

inadequate infrastructure and agricultural services. But rather than
 

asking whether price or non-price factors are more important, a more useful
 

approach views them as complementary. Investment in irrigation or drainage
 

essentially expands the 'fixed' factor of production, land, and increases
 

the options available to farmers with respect to the crops they can
 

produce. Transportation infrastructure likewise allows farmers to produce
 

outputs, for example, perishables, that they could not produce otherwise.
 

In this way, these non-price factors lower the cost of adjusting to changes
 

in relative prices and thereby increase responsiveness.
 

In another, longer run sense, price and non-price factors are
 

complementary. Recent research has emphasized the importance of relative
 

prices in guiding the direction of technological change in agriculture
 

(Hayami and Ruttan; Hundlak). Where one input is relatively expensive, 

technical change will proceed so as to economize on its use. Beyond this.
 

decisions on both public and private investment in physical infrastructure,
 

<V 
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human capital and research and extension, as well as adoption of new 

varieties or techniqaes by farmers, are all guided by relative prices. 

Where prices faced ly public and private decision-makers are close to their 

opportunity costs, Lnvestment and technical change will be more efficient, 

leading to higher rates of growth. This is particularly true with regard 

to intersectoral pricing. A study that modelled technical change (as 

embodied in capital formation) induced by changes in intersectoral prices 

estimated a higher aggregate long-run supply elasticity than other studies
 

(Cavallo and Hundlak).
 

Of course, since public goods such as roads, irrigation systems, and
 

research and extensions aervices take many years to construct and yield
 

returna, it can be expected that their effectiveness in raising growth will 

also be measurable only in the long-term. Because structural and
 

macroeconomic adjustment in an economy often requires nusterity in pubiic 

expenditures for agriculture as well as other sectors it would not be 

unexpected to find that agricultural growth even slowed under adjustment, 

despite the raising of agricultural prices. Because the effect of 

adjustment are realized in the longer-term and, when accompanied by 

austerity, may actually result in some decline in agricultural growth, the 

sustainability of the reforms may come into question as the government and 

farmers lose heart with the process.
 

3. Experience on the effects of agricultural adjustment shows mixed
 

results in the short run; adjustment is a long term process.
 

The evidence on the relation between adjustment operations and
 

agricultural growth reflects this ambiguity in results. The countries that
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were recipients of adjustment loans (not necessarily agricultural)
 

increased their average annual agricultural production growth rate from 1.6
 

percent (before the io&n) to 2.8 percent (the three years followin:) to 3.2
 

percent (for all years following the loan, until 1987). Agricultural
 

growth increased relative to the industrial production growth rate, which
 

remained constant before and after the loans. Agricultural growth also
 

increased more in recipient countries than in the comparable countries in
 

each group. This average performance, however, masks substantial
 

variation. Of the 29 recipient countries, 13 showed lower agricultural
 

growth rates between the loan year and 1987 than for the three years before
 

the loan. Of those, 4 (Nigeria, Jamaica, Brazil, and Yugoslavia) showed
 

increased industrial growth rates while agricultural growth rates were
 

declining (See Balassa, 1988c).
 

But what about the evidence of the effect of agricultural reform on
 

long-term growth? The Bank's experience with agricultural reforms is
 

relatively recent so it is difficult to derive conclusions about their
 

long-term effects. Certainly the sequencing and pace of reforms is
 

important. Although the Bank was only indirectly involved in its early
 

evolution, Chile's experience presents some evidence on the effects and
 

pace on long-term reform. Beginning in 1974, Chile initiated a long-term
 

program of general economic and agricultural reforms that now appears to
 

have been successful (Knudsen and Yotopoulos). Previous to the military
 

takeover in 1973, the government administered the agricultural sector
 

through direct ownership of important production, distribution and
 

financial enterprises. It also carried out a multitude of controls and
 

subsidies Ji.-iuding price controls, quantitative restrictions, negative
 

interest rates, and tariff preferences.
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Starting in late 1973, the government quickl. introduced changes
 

based upon the principies of a free-market. The govrnment deregulated
 

prices; divested itself of the ownership of marketing and distribution
 

enterprises, state land and agro-industrial processing; reduced technical
 

assistance and public expenditures; and attempted to bring order to the
 

budget, exchange rates and banking. These actions all taken together, and
 

within a short period, represented a deep change in the agricultural sector
 

which would take time to work itself out. In the interim, they led to
 

pronounced instability in the sector. This was exacerbated by
 

international disturbances, including economic and price instability
 

abroad. Land ownership became exceedingly fluid (with many of the
 

recipients under agrarian reform losing their lands), agriculture became
 

decapitalized, agricultural debt accumulated, a large number of loans
 

became non-performing. and overall crop hectarage of the 14 traditional
 

crops declined from 1.2 to .87 million hectares by 1983. While fruit
 

hectarage increased from 65 to 97 thousand, helping to maintain employment
 

in rural areas could not offset the decline in traditional crops.
 

Beginning in 1983, the government retrenched by instituting variable
 

tariffs (to stabilize agricultural prices) and government procurement of
 

some commodities. Certainly, the retrenchment was not a complete
 

backsliding. Instead, the government attempted to minimize its role in the
 

sector through relying on indirect measures such as tariffs and procurement
 

instituted through a cooperative financed by the Central Bank. With the
 

instituting of these measures and continuing macroeconomic stability, the
 

agricultural sector rebounded and stabilized. Fifteen years after the
 

commencement of the agricultural reforms, the sector is booming, with rapid
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growth (7.1 percent per year from 1984-1986) of both traditional crops for
 

domestic consumption and fruits for exports.
 

Chile's experience emphasizes that agricultural reform takes years,
 

that too much change too quickly can lead to instability, and that
 

retrenchments may be necessary. Furthermore, despite believing profoundly
 

in the importance of laissez faire, the government found it necessary to
 

afford agriculture special consideration through price stabilization and
 

protection for wheat, oilseeds, sugar and milk, markets that it viewed as
 

artificially depressed and unstable due t' policies of developed countries.
 

4. Lessons
 

From the Chilean experience and from the determinants of
 

agricultural growth in general, it appears that agricultural reform should
 

be consi4ered as long-term, with its effectiveness in the short-term
 

perhaps mi.!imal or even destabilizing. This means that before embarking on
 

the first suctor adjustment.. operation, the Bank and the government should
 

agree on a series of adjustment type operations over at least a five-year
 

period. (Ideally it should be longer but governments can rarely comit
 

beyond their own administration). Some of these operations could include
 

hybrid loans, where fast-disbursing funds are committed along with slower

dis1 uarsing project or program funds. Alo, since it is a long-term
 

the first operation should not be too ambitious or politically
process, 


painful, so long as there is a very clear commitment to the longer-term
 

objective and precedents are set in various areas, so that no important
 

aiea is later ruled out-of-bounds for the reform process. Ideally this
 

commitment should include a pronouncement by the government on its
 

conitment to a long-term program (along with its basic elements).
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Effectiveness in each of the loans should be evaluated by whether policies
 

were adjusted and not by whether agricultural growth and trade balances
 

immediately improved. Provision should also be made for some retrenchment,
 

when unforseen events develop or reforms are found not to work. Once the
 

program is well advanced (perhaps five to ten years after the beginning of
 

reforms), then a more valid assessment of its effectiveness can be made.
 

Another lesson that emerges from the experience of long-term
 

agricultural growth is that public and private investment must be
 

maintained. Under fiscal austerity, public investment programs have
 

suffered in general, and particularly in agriculture. Since public
 

employment is dependent more on current expenditure budgets, fiscal cuts
 

have concentrated on investment. For example., in Mexico where fiscal
 

constraints are particularly severe, public investments for agriculture
 

have fallen from US $1,824 million in 1982 to less than US $500 million in
 

1987. Yet, the potential for switching some current expenditures to
 

investment, while still reducing overall expenditure is tremendous. Credit
 

subsidies alone accounted for fractions of total government spending in
 

agricultnre (including investment) ranging from 4Z to 99Z in a sample of
 

six Latin American countries in 1970 and 1980 (Elias). Yet, in most
 

countries under adjustment, while salaries and input subsidies have
 

declined, the released funds have not beei. used to augment investment
 

budgets. In Morocco, for example, agriculture's share of public
 

investments fell from 15 percent in 1984 to 7 percent in 1986 despite
 

substantial fiscal savings from drastic reductions in input subsidies.
 

Instead net !nvestment in agriculture has probably been negative with
 

depreciation in agricultural and rural infrastructure outwuighing the small
 

amounts of investment that have continued.
 



- 23 -

Rarely have sector loans addressed both the quality and specific
 

level of funding of the portfolio. Although about 50 percent of sector
 

loans have some conditions related to a satisfactory investment budget,
 

these conditions have frequently been enforced through pressure to stop
 

,white elephants projects, rather than through a thorough review of the
 

portfolio or ensuring that the government has a sound institutional process
 

to review project selection. Loans also have not addressed the level of
 

funding. The Hexico AGSAL is an exception where conditions were placed on
 

the minimum level of funding for agriculture investments. Conditions on
 

current expenditure reduction and switching should be more prominent in
 

these loans, with 'savings' from reduction in input subsidies and
 

expenditures at least partially converted to investments. Similarly, both
 

to guide decisions on provision and use of government-provided goods and 

services and to safeguard investment budgets, expenditures of government 

(both current and capital) should be increasingly financed by farmers 

through user fees and cost recovery. Design of administrative structures 

to permit this cost recovery should be part of Bank financing. By exerting 

stronger pressure to reduce current spending and recover costs, the Bank
 

could ensure the survival of investment budgets without running afoul of
 

over-riding macroeconomic objectives on deficit reduction.
 

B. Price Stabilization, Food Policy, and Agricultural Reform
 

Price stabilization and food subsidy programs are almost universal
 

in developing countries. International prices of food staples are volatile
 

and this volatility is magnified in domestic markets by erratic
 

devaluations typical of countries with macroeconomic imbalances. The
 

casuality relation between price instability and macroeconomic instability
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also runs the other way in some cases, with export price fluctuations
 

threatening to destabilize Lacroeconomies. Furthermore, food constitutes a
 

large fraction of the total expenditure of the population, especially the
 

poor. In this section, we argue that, because of the priority placed on
 

stdbilizing food prices and protecting food consumption (especially of the
 

poor), sustainable reform of the inefficient mechanisms aimed at these
 

objectives must in most cases be achieved by substituting less intrusive
 

and more efficient mechanisms, rather than by abandoning the objectives.
 

We then consider the form of some substitute mechanisms.
 

1. Concern with price stabilization is virtually universal
 

One almost universal intervention in agricultural markets is the
 

governmenL's attempt to stabilize prices of important agricultural czops.
 

The mechanisms used vary widely and often result in direct taxation of
 

producers over a long period. Table A2 gives a summary of some schemes for
 

a sample of developing countries. They range from schemes that address a
 

specific co-mmodity directly by either domestic procurement or importation
 

to financial schemes such as buffer funds financed through variable taxes.
 

What is particularly evident is that a variety of governments with
 

different political views on the public sector's role have intervened to
 

stabilize prices.
 

Some of policymakers' concerns about price instability are based
 

upon micro-economic repercussions, such as the effect on production because
 

of uncertainty and risk induced by price movements. The welfare of urban
 

consumers is also a prime concern of governments, but here the concern goes
 

deeper to not only stabilizing consumer prices but also subsidizing
 

consumption either through price controls or through general subsidies.
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These concerns are reinforced by related political considerations--such as
 

the possibility of political unrest that could arise from-suddenly higher
 

prices for basic foods or unemployment in other traded sectors.
 

Exchange rate instability accentuates the desire to stabilize
 

comodity prices. When the government devalues the currency (in real
 

terms) as part of an overall adjustment program, it will almost always want
 

to tax at least partially the 'windfall gains, to producers and holders of
 

commodity stocks and not permit a full transmission of the effects of price
 

rises to consumers. Since thn price adjustments resulting from
 

devaluations are often large (80 percent or more in the case of Venezuela),
 

the effect ou consumers, especially the poor, could be substantial. The
 

use of export taxes to partially offset exchange movement is well

documented for Uruguay (Jarvis and Hedero) and Argentina (Sturzenegger).
 

Stabilization of commodity prices in some cases may also be
 

perceived as contributing to macroeconomic objectives. Large movements in
 

the export earnings of commodities that are a large part of aggregate
 

foreign exchange earnings can destabilize the macroeconomy through effects
 

on the money supply or 'dutch disease' effects. (See, for example, Pinto).
 

While the government can institute countervailing fiscal and monetary
 

programs, this is not always possible because of general macroeconomic 

instability. Export taxes can exert a stabilizing impact on macroeconomic 

variables if they are not used to increase spending, but rather to reduce 

domestic credit creLtion (relative to its path without the extra taxes).
 

If used in this way, the taxes automatically sterilize part of the change
 

in the flow of foreign exchange. A narrow agricultural perspective would
 

judge a step increase in export taxes as detrimental--while from a broader
 

economy wide view these taxes might be considered beneficial. In countries
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such a.. Argentina and UruGuay where the principal agricultural exports are
 

also basic staples, the desire to stabilize will be even greater because of
 

their effect on consumers.
 

Governmental perceptions of beneficial effects notwithstanding, an
 

extensive economic literature has developed debating whether a
 

theoretically well-designed price stabilization. scheme would increase or
 

decrease welfare of producers and consumers, with no clear conclusions.
 

'Whatis very clear, however, are the enormous costs imposed by the
 

mechanisms governments used in practice. Price support levels, reinforced
 

by trade controls, often not only insulate producers from short-term
 

fluctuations in world prices, but completely divorce domestic prices from
 

the long-term trends of border prices. Parastatals pre-empt private sector
 

participation in procurement, storage, transport, processing and sale of
 

basic foods, while purchases are subsidized by fiscal tranfmrs or lar
 

prices to producers. These mechanisms generate huge financial losses, as
 

well as costs in economic efficiency (Knudsen and Nash 1989a and 1989b).
 

Experience with sector operations has demonstrated that for
 

political and (in some cases, weak) economic reasons, most governments will
 

not completely abandon the objectives of stabilizing prices and subsidizing
 

consumption. Furthermore, if a parastatal is the mechanism to implement
 

this goal, the gnvernment most likely will uot be willing to privatize or
 

abolish this parastatal until a viable alternative to the price
 

stabilization role of the enterprise is found. The Ecuador AGSAL required
 

the end of government prrcurement without explicitly specifying a viable
 

aiternative; this attempt at removing government intervention in the market
 

later proved to be an unsuccessful.
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Likewise, sector loans that attempt to eliminate consumer price 

controls or general subsidies on foods important to the poor and even 

middle-class without the development of an alternative are likely to fail. 

Recent operation. have increasingly recognized this. The Mexico AGSAL in 

binding the maximum level of global subsidies also required a minimum level 

of funding for direct targetnd subsidies so that the impact of lowering of 

subsidies could be buffered. The team preparing the Venezuelan SAL is very 

conscious of this tradeoff and is actively focusing on the development of 

indirect and direct food subsidy schemes that target the poor.
 

3. Lessons
 

In agricultural sector lending, the desire of governments to
 

stabilize prices or macroeconomic variables should be recognized and more
 

efficient means sought to achieve these objectives. In general, the
 

goverment's intervention should be limited to a minimum number of 

commodities and should not include direct handling of the commodity. 

Ideally, the intervention should be transparent and based upon pricing 

rules known by all, with prices flexibly linked to international prices. 

However, if the exchange rate is unstable, then the price stabiliz~tion 

scheme will tend to be ad hoc until the macro situation is under control. 

(This underscores the importance of cooroinating sectoral and macro 

policy). Where the government's concerns are to stabilize prices to avoid 

macroeconomic fluctuations, alternative means to ad hoc export taxes 

d.amrvo consideration, such as the revenue stabilization fund as used in 
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Chile Ze: copper or the buffer funds used in Papua New Guinea for
 

agricultural exports.9
 

With respect to c'mnsumers, the elimination of consumer price 

controls and general subsidies on important foods (by linking consumer and 

producer prices) should remain a priority, but must be accompanied by 

establishment of a targeted food system for the poor. A cost effective 

alternative approach to food subsidies is for the government to distribute 

food stamps to the poor. But this is not a system that can be developed 

overnight. Much administrative work must go into the program to minimize 

abuses and check the costs of the system. The food stamp system in Mexico 

took over a year to design and begin implemention-- even then serious 

errors were made. 

A number of considerations are important in designing alternative 

systems. First, it should be recognized that leakages are inevitable and 

may be politically important as they broaden the support for the 

alternative system of subsidization and hence contribute to its 

sustainability. In Mexico, food stamps were provided to unions as part of 

the bargain in removing global food subsidies. Second, both to limit the 

program's costs and to avoid creating strong incentives for rural-urban 

migration, it is important that the subsidy not be open-ended. If the 

price of the food stamps are fixed in nominal.erms, that is, not linked to 

the price of the food product, program costs can quickly balloon in a 

period of rapid inflation. This occurred in Mexico where stamps redeemable 

9/ These funds not only partially neutralize the macroeconomic
 
consequences of export earnings instability, but do so in a way that
 
does not in the long run tax the agricultural products. See Knudsen
 
and Nash (1989a).
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for a given physical quantity of food had a fixed price with no connection
 

to the food's price. A reasonable approach to setting the initial 

parameters of the system is to estimate che impact of actual price rises 

from the adjustment program on the income of the target population, and 

than try to ensure that the program transfers approximately equivalent
 

resources to this population. The Mexican AGSAL estimated that food price
 

adjustments reduced the purchasing power of the poorest 20Z by about US
 

$225 million, and included conditionality that targeted food programs to
 

redress this reduction. Obviously levels of funding for direct subsidies
 

must be balanced by macroeconomic and fiscal considerations.
 

C. Trade Liberalization and Agricultural Reform
 

While liberalization of agricultural trade is a worthwhile goal, it
 

is not advisable without a general trade liberalization program for other
 

commodities, including adjustment of the exchange rate.to realistic levels.
 

By far, the most significant discrimination against agriculture has been
 

10 If
through protection of industry and overvaluation of the exchange rate.


industry is not being liberalized at the same time, agricultural
 

liberalization would simply exacerbate these biases. Furthermore, one of
 

the strongest incentives to farmers to produce more may well be the
 

availability of a greater variety of industrial products at lower cost, in
 

part brought about through more free imports and greater competition.
 

101 	 In a study of 16 countries, it was found the "disprotection" of 
agriculture from overvaluation and industrial policy was 25-29Z, 
generally overwhelming even those cases where domestic prices to 

producers were subsidized (Krueger, et. al.). 
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The agricultural trade regime however cannot be treated
 

independently of the objectives in agricultural pricing. If quantitative 

restrictions are to be removed for a particular comodity where minimum 

price or other price stabilization targets are in effect, then the 

replacing regime must be able to fulfill the stabilization objective (or 

the government must be convinced to abandon the objective). While a 

.variable tariff may be able to achieve on paper the same degree of 

protection, in practice it may not. Nominal exchange rate movements may 

overwhelm even a variable tariff. While in theory a variable tariff can be 

adjusted to account for exchange rate fluctuations in maintaining a nominal
 

domestic price, it may be administratively difficult to make this
 

adjustment, especially when parallel exchange rate markets and capital
 

controls exist. Furthermore, the stated or invoice price by which the
 

tariff is calculated may be false or may not take into accouat other
 

favorable terms such as credit concessions. Also, when capital controls
 

are n effect, it may pay to import agricultural goods at a loss because it
 

permits false invoicing and provides a mechanism to move capital abroad.
 

If the government has a minimum price scheme under which it is
 

committed to purchase all available supplies at a fixed price, the
 

budgetary repercussions of under-cutting the trade protection for the
 

government may be significant, as it finds itself paying the support price
 

for domestic production displaced by a flood of imports. As a consequence,
 

attempts to convert quantitative restrictions to tariffs for commodities
 

where price stabilization and support are government objectives may find
 

government agreement extremely difficult or. if successful, reversed when
 

price or cxchange rate movements are adverse to the government's price
 

stabilization efforts. Under these circumstances, the need for direct
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government procurement (in addition to trade controls) may be questioned,
 

but as long as the program is in place, complete abolition of quantitative 

restrictions may be difficult. Furthermore, if variable tariffs are put in 

place, the government should not try to enforce rigidly a minimum price 

when an unstable exchange rate exists. Price movements (although buffered) 

below this price are inevitable as exchange rate movements undercut prices. 

In the longer term, means need to be found to achieve the objectives 

without the need for direct procurement or trade controls. The Madagascar 

AGSAL began a staged process to build up a private sector that would handle
 

the procurement and storage of rice on the premise that a well-functioning
 

storage market will optimally stabilize prices. As a first step, the
 

government got out of the domestic procurement business, but cperated a 

buffer stock of imported ricg with a pricing mechanism that would avoid 

large price increases from speculation, but still allow a profit to private 

traders and storers. This worked well in establishng the private sector in 

these activities. The next step is intended to be withdrawal of the 

govenment from its role in running the buffer stock, with all storage done 

by the private sector. This paradigm of phased withdrawal, with 

substitution of a viable alternative to intervention, deserves 

consideration as a model for other operations. 

With import barriers providing indirectly a disincentive to export, 

some governments have attempted to institute measures te promote exports, 

almost always including, and sometimes emphasizing, agricultural and agro

industrial exports. Direct export promotion measures (excluding indirect 

measures, such as devaluation) have included reduced export taxes, tax or 

duty drawback schemes, special credit lines, insurance or other special 

subsidies for exporters, creation of duty-free zones, or institutionalizing 
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government agencies to promote exports in other ways. While it is wrguable
 

that these incentives may in some sense offset other anti-export biases
 

(e.g., overvaluation), in practice, the determination is seldom made
 

whether these measures are not enough or perhaps too much to off-set these
 

other biases. The appearance, and probably the reality in some cases, is
 

that the government is promoting exports as an end in itself, rather than
 

just correcting anti-export distortions. Subsidizing exports may turn out
 

to be as costly and inefficient as overzealous protection of agricultural
 

commodities on the import side. A study of export pcomction through
 

subsidized credit and insurance found the schemes to be ineffective in
 

achieving their goals and socially costly (Fitzgerald and Honson).
 

Cross-country evidence from Africa seems to indicate that the best
 

policies for promotirig agricultural exports may simply be to follow
 

realistic exchange rate policies and reduce governmental interference in
 

the markets. Balassa compared the export performance of 19 sub-Saharan
 

African countries in the 1974-78 periods. He found that on average, those
 

following basically market-oriented policies gained 15Z in export market
 

share, while those following interventionist policies lost 24Z, with
 

intermediate countries losing 10Z. It may be advisable to restrict export
 

promotion measures to the elimination of anti-export distortions or
 

restrictions rather than establishing direct export incentives. The former
 

reforms at a minimum would promote efficiency in internal resource use,
 

whether they actually increase exports or not.
 

This discussion suggests the following guidelines with respect to
 

trade adjustments in agriculture. First, reducing agricultural protection
 

should be conducted either after or at the minimum, in conjunction with a
 

program of industrial trade liberalization. Second, the form and extent of
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trade liberalization must take into account the stability of the exchange
 

rate and the structure of trade in the individual commodity. If a support
 

price with government procurement is in effect, and subsidies through
 

credit, transport or invoicing are prominent in trade transactions, then
 

quantitative restrictions may need to continue, at least while procurement
 

is proceeding. (This does not imply, of course, that it is desirable to
 

have governments procure or that it is necessary for governments to import
 

commodities for which quantitative restrictions are in effect).
 

Furthermore, the close linkage between agricultural trade and pricing
 

policy requires that they be treated together--that is, reform in trade and
 

pricing should proceed in coordination. This is a primary reason for
 

dealing with these issues in an agricultural adjustment operation where
 

attention can be focussed on the inter-relations rather than in a general
 

structural or trade adjustment operation. In the longer run, especially
 

when the macroeconomic situation is stabilized, means can be sought to
 

phase out quantitative restrictions altogether and replace them with a
 

variable tariff. Finally, export promotion measures should directly
 

address the causes of distortion--overvalued exchange rates, taxes and
 

trade prohibitions--rather than focus on additional government measures and
 

export subsidies whose ultimate effects are difficult to predict and
 

control.11
 

11/ 	 This does not mean that no direct measures for export promotion are
 
needed. Activities such as trade conventions, reports from overseas
 
commercial agricultural attaches, market studies are well'within
 
government sponsorship.
 

http:control.11
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D. The Deepening of Reforms
 

The original strategy for policy-based lending was that basic 

economic reforms would be made under the auspices of a SAL or some broad. 

based SECAL. These reforms--macroeconomic and sectoral--would stabilize' 

the economy, creating an appropriate environment so that further sectoral 

reforms could improve the structure of the economy. This second stage of 

reforms was envisioned to comprise measures that would 'deepen' and 

*broaden* those carried out in the first stage. This deepening should 

entail a process of institutionalizing reforms and making them more
 

permanent. Mexico's commitments upon accession to the GATT, for example, 

institutionalized or deepened its tr.de reform process. The deepening of 

reforms is essential to a program's success, as the private sectors must 

view the reforms as permanent in order to encourage the investment 

decisions that are crucial for making the required changes in the economic 

structure. The critical role of credibility of -- in inducingreforms 


investment during the adjustment process has recently been stressed by
 

Rodrik.
 

Heacured according to this definition, most adjustments undertaken 

either previous to or as conditions of SECALs have not acted to deepen 

reform in some key areas. With respect to product pricing, for example, 

the pattern consistently followed has been to try to raise the levels of 

controlled consumer prices and/or official producer prices. These measures 

are useful as far as they go, but usually they leave the institutional 

apparatus that determines official prices completely intact, unchanged, and 

subject to essentially the same political forces (e.g., pressure from urban 

consumers) that caused them to be set at low levels to begin with. This is 

especially troublesome, since as inflation erodes the increases, it will be 



- 35 

necessary to continually fight the political battles to ensure they are
 

maintained in real terms.
 

Tu a few cases, the mechanisms used to set official prices (as
 

opposed ':o just the specific levels) have been altered, e.g., by creating
 

some kind of link with world price levels, which creates a certain
 

insulation from political pressure. But in almost no case (only 4 out of
 

21 SECAL's examined) has the real structural problem been addressed by
 

eliminating trade controls and price controls on the consumer level. Given
 

the ease with which superficial price changes can be reversed (e.g., by
 

passively allowing erosion by inflation), the private sector will be
 

extremely reluctant to base long-term investments decisions on these
 

reforms. Given the crucial and complementary role of relative price
 

changes and investment (Section iliA), failure to view price reforms as
 

permanent will severely diminish effectiveness of the adjustments in
 

eliciting an aggregate supply response.
 

On the input side, the situation is similar. Reforms in fertilizer
 

pricing have always consisted of raising the official price to reduce the
 

heavy subsidies required by the fertilizer sector, which is frequently a
 

government monopoly. The adjustment process has rarely attempted to take
 

politiral by removing the government
fertilizer prices out of the arena 


from the business of manufacturing and distributing fertilizer. Since the
 

reforms have not been deepened, it is questionable whether the pressure to
 

allow prices to lag behind inflation can be resisted once the government's
 

pressing budgetary problems are ameliorated.
 

Even with respect to "privatization", most reforms have been quite
 

superficial. Many loans have required that the legal monopoly status of
 

certain parastatals be eliminated, allowing private competition in these
 

\2
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markets. Only one, however, has required that the government withdraw from 

a market. In light of the threat of unfair competition from a goveriunent 

parastatal with unlimited resources and the power of government at its 

disposal, it is not surprising that the private sector is sometimes 

reluctant to enter these markets. (This was, for example, a problem in 

Mexico, when the private sector did not respond quickly when a parastatal's
 

monopoly in grain imports was abolished).
 

Another sense in which reforms have not been deepened or
 

institutionalized is that the legal regulatory framework has barely been
 

touched. Regulation of economic activities along dimensions other than
 

pricing is extensive in developing countries, and may extend to the
 

establishment of new firms as well as to the operation of extant ones
 

(Balassa, 1988a). Requirements for filing extensive paperwork to set up or
 

expand a business, to hire or lay off workers, or to change the operation
 

of a firm not only impede change, but especially discriminates against
 

small and medium-sized firms that cannot spread the cost of compliance over
 

a large output. These problems are usually not critical to the
 

agricultural sector directly, but are of special concern to agroindustries,
 

many of which should expand in response to changes in the trade regime or
 

other adjustments. Burdensome regulatory environments can thwart the aims
 

of trade liberalization in another way as well, if safety or health
 

regulations are used in a protectionist way. In spite of the €liar
 

importance of regulatory issues for institutionalizing the adjustment
 

process. only 3 of 21 SECALs acted to alleviate regulatory burdens, and
 

none cited movement on such issues previous to the loans.
 

Overall, agricultural structural adjustment lending has instituted
 

reforms in aome key areas that have been largely superficial. It is not
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Deepening of reforms
difficult to understand why this pattern has emerged. 


requires a very detailed and complete information base on the legal
 

framework in enich country. This is an especially serious problem in
 

tackling regulatory issues, where the legal framework may be extensive and
 

intricate. In addition, governments are much less willing to make changes
 

that are not easily reversed. Nonetheleso, at this point in the adjustment
 

put more emphasis on the legal framework, and
 process, the Bank should 


to the process, should be more
governments, if they are truly committed 


not readily reversed.
willing to relinquish controls in ways that aze 


Privatization of state enterprises, while not a guarantee against reversal,
 

costs. Finally, there does exist an international
certainly raises its 


forumi for making trade reform binding--the GATT. Under GATT 1ccords,
 

reversal of trade reductions in tariffs or other restrictions (except for
 

limited reasons) could invite retaliation from other member countries and
 

further raise the costs of reversal.
 

Dismantling of parastatals and privatization of commercial
 

activities associated with previous policy should be part of the reform
 

transitory
program. Pricing and trade reforms should only be viewed as 


unless they are deepened through institutional changes. However, because
 

of the political difficulty of some of these institutional reforms, the
 

Bank should be prepared to accept that reforms may be gradual. But, a sine
 

qua non of initial lending should be the government's willingness to
 

establish its commitment to significant long-term movement in this area by.
 

policy declarations and precedent-setting dismantling or sales of at least
 

some public enterprises.
 

V 
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One issue related to sustainable reforms that was brought out in the
 

Bank review of structural adjustment is whether sector adjustment lending 

can p:roceed before macroeconomic stabilization. While in practice one can 

find circumstances where progress on agricultural reform may be possible in 

an unstable macro situation, it is rare, especially when pricing and trade 

policy are being dealt with. This is not just because under inflation or
 

unstable exchange rates it is difficult to have relative prices and trade
 

adjust quickly in response to uncertain signals, but also because the
 

political will for change deteriorates. The Argentina and Ecuador AGSALs
 

largely failed, not necessarily because the designs were faulty or overly
 

ambitious, but that the macroeconomic situation was so unstable that the
 

political will was eroded. In democracies, political strength is often the
 

outcome of a sound economy and not just good intentions. When the
 

macroeconomy crumbles, so does the political ability and will to implement
 

change, especially in sensitive areas such as in agriculture and food
 

policy.
 

The Future
 

In this paper, our analysis has been primarily backward-looking,
 

dealing with the bank's experience to date. What does the future hold?
 

Have the Bank and its borrowers learned the lessons of the early 1980s in
 

adjustment lending?
 

Unfortunately, the answer is mixed. A certain fatigue is evident.
 

As shown in Table 3, for the 1988-92 period, agricultural SECALs are not
 

planned for many countries that previously received such loans. This is
 

the case for 12 countries--Burkina Faso, Colombia, Central African
 

Republic, Ecuador, Madagascar, Morocco, Nigeria, Sierra Leone, Sudan,
 

\7}
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Uruguay, Yugoslavia, and Zambia. Only four loans made in 1986 or 1987 are
 

currently expected to be followed up during the next five-year period.
 

Even in these cases the lags are often long, three to four years. While
 

the lack of the Bank's participation does not mean that reform will not
 

proceed, it does imply that the Bank's input may well be limited.
 

Furthermore, it raises doubts on whether previous reforms will stick and
 

whether reforms will be deepened.
1 2
 

On the other hand, the Bank in recent loans has begun to address
 

some problems in innovative ways that may generate momentum for the reform
 

process to proceed. One arca where this has occurred is price
 

stabilization in the context of agricultural trade liberalization. The
 

Morocco AGSAL II has assisted in building a variable tariff system to
 

replace trade controls. The Mexico AGSAL has a 3tudy initiated on the
 

feasibility of implementing a similar system. The Madagascar Loan is
 

systematically exploring buffer stocks to stabilize prices. However, as
 

yet ve still kncv very little on the practical difficulties with
 

implementing variable tariffs or buffer funds. Variable tariff schemes are
 

relatively new for developing countries, with Chile's price band being the
 

longest running system. Buffer funds have o! rated in Papua New Guinea for
 

agricultural exports and in Chile for copper. In-depth evaluations of
 

these systems have not been conducted.
 

The situation is similar with food subsidy programs. While recent
 

loans (Morocco and Mexico for example) have recognized the need for
 

buffering price adjustments with targeted subsidies, the Bank is just
 

12/ 	 We are indebted to a memorandum from Anandarup Ray to Randolph Harris
 

dated March 8, 1989 for making this point.
 

\~ 
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beginning to build among operational itaff the specialized knowledge to
 

deal with food programs. 

The Bank and developing countrier are beginning to learn from the 

difficult process of agricultural reform. It is a relatively new procesg 

that 'as yet to reach a self-sustainable stage. The Bank's continuing 

participation is necessary. Hopefully, the difficulty of the task and the 

failures that have already been experienced will not discourage either 

governments or the Bank in its efforts to provide a policy environment
 

conducive to a more viable agricultural sector. With the Uruguay Round of
 

Multilateral Trade Negotiations in its last phases, hopefully these reform
 

efforts in developing countries will be complemented by global reform so
 

that markets more than governments will guide aZricultural development in
 

the 1990s.
 

(
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Trade policy and industrialization
 

Which trade strategies have enabled countries to
attain high growth and to develop their industrial 
potential? This chapter attempts to answer the
question in two ways. First it examines the think-
ing that lies behind different strategies, the circum-
stances under which governments have adopted
them, and the economic performance of countries 
that have pursued them. Then it disc,:ses the eco-
nomic costs and benefits of alternative trade strate-
gies and suggests some reasons why economic
performance has varied so widely under the differ-
ent strategies. 

Economic growth is fundamental to economic 
development. Without generating greater output
and income, a country cannot make a sustainedattack on poverty, unemployment, and other so-
cial and economic problems. In the first decades
following World War II,economists viewed indus-
trialization as an essential stage in reaching the
goal of rapid economic growth. But industrializa-
tion cannot be a policy objective in its own right.
This chapter suggests that the real question is not
how fast an economy can industrialize, but how to 
structure the industrial sector so that it supports
sustained economic growth. 

Alternative tradestrategies 
Economists and policymakers in the developing
countries have long agreed on the role of govern-
ment in providing infrastructure, promoting mar-
ket efficiency, and maintaining stable macroeco-
nomic policies. But they have disagreed on policies
toward trade and industry. The form of govern-
ment intervention in this area is the distinguishing
feature of alternative development strategies.

For analytical convenience, trade strategies can 

be broadly divided into two groups, outward ori
ented and inward oriented. An outward-oriented 
strategy is one in which trade and industrial poli
des do not discriminate between production for
the domestic market and exports, nor between
purchases oi domestic goods and foreign goods
(see Box 5.1). Because it does not discourage inter
national trade, this nondiscriminatory strategy is
often (somewhat inaptly) referred to as an export
promotion strategy. By contrast, an inward
oriented strategy is one in which trade and indus
trial incentives are biased in favor of production for
the domestic over the export market. This ap
proach is well known as the import substitution 
strategy. 

Protection switches demand to products pro
duced domestically. Exporting is then discouraged
by both the increased cost of imported inputs and
the increased cost of domestic inputs relative to the
price received by exporters. This rise in the relative 
cost of domestic inputs may occur through domes
tic inflation or an appreciation of the exchange rate
following the imposition of barriers to imports. In
effect, protection puts a tax on exports (see Box 
5.2). 

subsidies. As far as the trade account is concerned, 
This implicit tax is sometimes offset with export 

a 10 percent tariff on all imports together with a 10
percent subsidy on all exports would be equivalent
to a 10 percent depreciated exchange rate with no
tariff and no export subsidy. Such a policy does 
not discriminate between exports and imports, so
that it too is an outward-oriented strategy. But
combining export subsidies and import tariffs in
volves administrative cost; in practice, the policy is
rarely, if ever, designed to simulate liberal trade. 
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Box 5.1 Measuring neutrality in trade regimes: nominal and effective rates of protection 
The concept of r' utrallty in trade regimes is straightfoward: it means that the aggregate effect of all trade 
m Industrial policies isto offer equal incentives to the 
production of all tradables. Measuring departures from 
neutrality, or bias, Is not so simple, however. It In
volves several different ndicators. 

One way of measuring bias starts with the nominal 
rate of protection. For any good, this is the difference 
between the domestic price and the world price, ex. 
pressed as a percentage of the world price. The overall 
bias of a trade regime can then be estimated as the ratio 
of (a)the average nominal rate of protection for import.
ables to (b) the average nominal rate of protection for 
exportables. Ifthis ratio Isgreater than one-that is, if 
importables have a higher nominal rate of protection 
than exportables-it reveals a bias in favor of import
substitution. A ratio of one implies neutrality. (Exactly 
the same result can be obtained by using the ratio of 
the effective exchange rate for importables to the fec
tive exchange rate for exportables. The effective ex
change rate for ixnportables must take account of any
import duties, import premiums resulting from quanti
tative restrictions, and other incentives. Similarly, the 
effective exchange rate for exportables must take ac
count of any export subsidies, tax credits, and other 
export incentives.)

Nominal rates of protection, however, often fail to 
measure the degree of protection actually received by
domestic producers. This is because protection de-
pends not only on the nominal protection given for the 
product itself, but also on any taxes or subsidies that 
there may be on inputs. For this reason, a different 
measure is more widely used to evaluate the orienta- 
tion of trade regimes. 

The effective rate of protection is designed to capture
the protection accorded to value added in production, 
rather than to the finished product. It is defined as the
difference between value added (per unit of output) in 
domestic prices and value added in world prices,
expressed as a percentage of the latter. The effective 
rate of protection for importables is therefore equal to 

x 100, where V' represents value added at do-
mestic prices, and v represents value added at world 
prices. The result can be positive or negative, depend-
ing upon whether v' is greater or less than v. In an 
extreme case v itself could be negative. Thbi represents
the case in which domestic production is so inefficient 
tha it is actually destroying value,

As an example, consider the effects of tariffs on the 
sweater industry. Suppose a sweater sells for 5100 in 
the absence of import restrictions and that the r.aterial 
inputs-wool and buttons-cost $60 in world prices.
The value added at world prices is therefore 40. Ifa 
tariff of 20 percent is levied on sweaters, raising their 
imported price to $120, and inputs remain duly free,
the value added in domestic prices is $60. The 'effective 
rate of protection is the difference between the value 

added in domestic prices ($60) and the value added inworld prices ($40), as a proportion of the value added 
in world prices. In other words, the effective rate of 
Protection is 50 percent, as opposed to the 20 percent 

Box figure 5.1 Calculating the effective rate of 
pt 
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Not: In this example, where the nominal rate of protectim i 20 
percent on sweaters and 10 percent on inputs, the effective rM of 
protection is: 

-. - 35pent. 
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nominal rate of protection. But if this tariff on sweater 
production is combined with a tariff of 10 percent on 
inputs, the domestic cost of inputs rises to 566, which 
decreases the effective rate of protection to 35 percent
(see Box figure 5.1). 

The effectivq ratr of protection for export production 
can be obtained in the same way; now v includes subsi
dies to exports. As before, the ratio of (a) the average
effective rate of protection for importable to (b) the 
average effective rate of protection for exportables can 
be used as an indicator of trade orientation. (And
again, the same results can be obtained with ratios of 
effective exchange rates, this time evaluated on the ba
sis of value added.) 

The use of any aggregate measure of protection has a 
serious drawback. It is possible that nominal or effec
tive rates of protection for importablas or exportables 
vary widely across industries, yet have an average
value of zero-implying no protection. But the vai
ation in aiominal or effective rates of protection across 

industries is itself an important distortion. Full neutrality of a trade regime therefore requires no variation In 
nominal or effective rates of protection across the trad
able g1x ds industries. 
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Box 5.2 Protection and the taxation of exports 
It is not unusual for a country to pursue policies of 
import substitution and export promotion at the same 
time. The objectives htay be seen Ps independent.
Thus, instruments designed to encourage import sub-
stitution may be introduced In the belief that they have 
no impact upon the export sector. But this is not so. 

The most crucial characteristic of protection is that it 
is a rdati concept. When a particular protective in-
strument is introduced, it is intended to alter relative 
prices in order to protect the chosen activity relative to 
other activities. For example, if an import tariff 
achieves its objective, resources will be induced 
to move from unprotected activities to the protected 
activity. 

Recent research has shown that the impact of protec. 
tion depends on the way it influences the prices of 
nontradable goods. Although the division of an econ-
omy into Importables, exportables, and nontradables is 
somewhat artificial, it is also instructive. (Many service 
industries and industries with high transport costs may 
be regarded as nontradable: wages are a large compo-
nent of their costs.) The introduction of a tariff will 
raise the domestic price of importables relative to the 
price of exportables, which will generally be deter-
mined by world demand and supply. The manner in 
which the tariff will cause the price of nontradable 

Box table 5.2 Estimates of the shift parameter
in selected developing countries 

Country and prod Shift parametcr 

C~te d'ivoire, 1970-84 0.43 
Uruguay, 1959-80 0.53 
Chile. 1959-60 0.55 
Argentina, 1935-79 0.57 
Mauritius, 1976-82 0.59 
El Salvador, 1%2-77 0.70 
Brazil, 1950-78 0.70 

te d'Ivoire, 1960-84 0.82 
Mauritius, 1976-82 0.85 
Colombia, 1970-78 0.95 

Nate-The lower estimates for Mauritlus and Cte d'lvve refer to
nontraditional exportables; the higher estimates, to traditional ex. 

portables. 

Soucn. C3ements and Sjaastad 1984; Greenaway and Milner 1967. 


Exportpessimism 

In the early postwar years most developing econo-
mies were relatively specialized in the production 
of primary commodities, which they exported in 
exchange for manufactured products from indus-
trialized countries. But many economists argued 
that the producers of primary goods faced a secu-

goods to change is less clear. If the factors used to pro.
duce importables and nordiradables are similar, that is, 
if they are close substitutes in production, the prices of 
Importables and nontradables would tend to be closely 
linked and their relative price would not be much af. 
fected by an import tariff. The tariff would serve to 
raise the price of both importables and nontradables. 
Since the price of exportables is externally determined, 
producers in the export sector would find that the price 
of their nutput has fallen relative to both imports and 
nont-sdables.The effect isakin to a tax on their produc
tic,. At the same time, domestic demand will tend to 
switch to the relatively cheaper products-exportables. 
Both effects will act to tax exports. 

By contrast, if nontradables and enportables are close 
substitutes in production, the price of exports would 
still fall relative to imports, but there would be little 
chan, relative to nontradables. Tariffs discourage ex
ports to asomewhat smaller extent in this case. 

Given information on relative prices for exportable 
output, import substitutes, and nontradables, the rela
tive price effects of protection can be estimated. Box 
table 5.2 reports the results of several studies which 
pertain to Latin American and African economies. The 
"shift parameter" in the table measures the share of 
any import protection which, because of relative 
prices, becomes an implicit tax on exports. This ranges 
from alow of 43 percent in the case of C6te d'Ivoire to a 
high of 95 percent in the case of Colombia. In almost 
every case, more than half of the burden of protection 

is shifted to the export sector. 
Several important points arise from this analysis. 

First, protecting one sector usually makes another 
worse off. Second, when export incentives are intro
duced alongside import restraints, the export incen
tives may do little more than offset the disincentive 
effects of import protection. This may be one reason 
why export processing zones (EPZs) have not lived up
to expectations-the EPZ incentives may be Insufficient 
to counteract the implicit tax on exports caused by the 
restrictions on imports. Finally, the analysis implies 
that if export promotion is a goal of policy, the most
direct means of achieving this goal may be import hber
direc eati fmo 
alization. 

lar decline in their terms of trade. The income elas
ticity of demand ror primary products was low, 
synthetic substitute! for natural resources were ap
pearing, and technical innovations were cutting 
the amount of raw materials needed for industrial 
production. All this suggested that the real prices 
of primary goods would fall over time. World de
mand for manufactures, by contrast, would con
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tinue to grow. To many this provided a justifk't-
tion for encouraging industrial production. 

The prediction of declining terms of trade ior 
primary products has been much debated. Critics 
say it ignored supply conditions: with diminishing 
returns to limited natural resources, slow growth
in demand for primary products will not necessar-
ily cause their terms of trade to decline. The pre. 
diction Also overlooked the growth of developing 
countries and their demand for primary products 
as well as the early industrial transformation of 
developing economies with poor natural resource 
endowments, such as Hong Kong, Singapore, 
and, to a lesser extent, the Republic of Korea. The 
data in Chapter 2 do show a long-term decline in 
the terms of trade for exports of primary goods.
But they should be interpreted with caution be-
cause they take no account of quality improve-
ments in manufactures. And some of the recent 
surplus in primary commodities arose from invest-
ments encouraged by past high prices. 

In spite of these uncertaint" ;t may well be ,'Te 
that the relative price cr prim, ,ommodities is in 
long-term decline. The question, however, is 
whether an inward-oriented strategy is the right 
response to this prospect. The overriding need is 
for flexibility in shifting the economy's resources 
to take account of the changing pattern of compar-
ative advantage. Inward-oriented strategies are 
unlikely to promote this kind of flexibility, 

New arguments against nondiscriminatory trade 
policies and their implicit encouragement of manu-
factured exports have recently appeared. One is 
known as the fallacy of composition; it holds that if 
all developing countries followed an export-
promoting strategy modeled on the example of the 
newly industrializing countries (NICs) of East 
Asia, industrial countries would refuse to absorb 
the resulting volume of imports. 

This has been challenged on at least four 
grounds. First, the capacity of industrial nations to 
absorb new imports may be greater than sup-
posed. Developing country exports cirrently ac-
count for only a tiny share-2.3 percent as of 
1983-of the markets for manufactures in the in-
dustrial economies. (Of course, the proportion is 
much higher for certain products and in certain 
countries.) Second, the idea that a large number of 
economies might suddenly achieve export-to-GDP
ratios for manufactures like those of Hong Kong, 
Korea, or Singapore is highly implausible. The re-
source endowments of the East Asian NICs are 
quite different from those of countries such as Ar-
gentina, Brazil, Indonesia, C6te d'lvoire, Malay-

sia, and Thailand, whi:h are among the next tier of 
industrializing countrieis. Third, export-oriented 
countries would produce different products, and 
intraindustry trade (as occurred with the lowering
of trade barriers within Europe) is likely to be im
portant. Finally, the first wave of newly industrial
izing countries is already providing markets for the 
labor-intensive products of the countries that are 
following. 

Policy instruments 

Commercial policy, industrial policy, and exchange
 
rate policy can all be instruments of an inward
oriented strategy. Policymakers often prefer direct
 
controls, such as import licensing and quantitative

restrictions, to tariffs. In addition, hidden import 
duties such as stamp taxes, port duties, and ad
vance deposit requirements are common, as are a 
number of other quasi-tariff measures. Finally, do
mestic content requirements for certain industrial 
products have become increasingly common. 

Publicly owned firms or industries have ex
panded rapidly in many developing countries, 
particularly in industrial sectors such as steel, fer
tilizers, cement, or petrochemicals (Chapter 4). 
These give the policymaker administrative control 
over investments and purchasing, for example.
Governments can also use fiscal policy to provide
production subsidies, credit subsidies, wage subsi
dies, and tax holidays of various kinds. In general, 
these incentives are offered in a discretionary, and 
hence discriminatory, way Administrative alloca
tion of foreign exchange is also common in inward
oriented regimes-sometimes to defend the over
valued exchange rates that are partly due to the 
import barriers themselves. Certain sectors are 
given preferential access to foreign exchange. 

Thus, inward-oriented regimes are generally 
characterized by high levels of protection for man
ufacturing, direct controls on imports and invest
ments, and overvalued exchange rates. By con
trast, outward orientation links the domestic 
economy to the world economy. The discrimina
tory use of tariffs, quotas, investment licensing, 
tax and credit subsidies, and so on, would be in
compatible with the purest sort of outward
oriented strategy. In practice, however, outward 
orientation does not necessarily mean less govern
ment interventioi,. Some countries have pursued 
outward orientation by offsetting some of the anti
export bias of import barriers: they have promoted 
exports while dismantling import barriers only 
slowly. 
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Some governments have tried to promote ex-
ports by creating free trade zones. For individual 
firms, bonded warehouses often offer subsidized 
facilities. But such zones have had little aggregate 
effect, since they have applied to only a small seg-
ment of the economy. In many countries free trade 
status has also been provided to the export sector 
in general, through duty exemptions or other ad-
ministrative measures to allow exporters access to 
imported inputs at world prices. But this is usually 
too little to offset the incentives to produce for 
domestic markets when import protection is 
significant. 

Positive export incentives fall into three groups:
rebates in excess of actual import charges on im-
ported intermediate inputs, or excessive "wast-
age" allowances on imported inputs; access to 
loans at below-market rates; and other explicit and 
implicit subsidies. Such policies require institu-
tional sophistication and budgetary resources. 
They can be discriminatory and are open to abuse. 
Even relatively nondiscriminatory schemes have 
proved difficult to administer. Furthermore, they 
are increasingly threatened by countervailing mea-
sures imposed by some importing countries. 

Defining tradestrategy 

Trade strategy has a great influence on industrial 
performance and economic development. To illus-
trate this, it is first necessary to classify countries 
according to their trade policies. In principle, the 
distinction between an inward-oriented and an 
outward-oriented strategy is straightf3rward, a 
matter of the effective protection provided to pro
duction for domestic markets as comnared with 
export markets (Box 5.1). In practice, however, it is 
rather more difficult, because a trade strategy con-
tains many policies at work simultaneously and 
because the data are very limited. 

An attempt is made here to classify the orienta- 
tion of a country's trade strategy by combining the 
following quantitative and qualitative indicators: 

* Effective rate of protection. The higher the effec-
tive protection for domestic markets, the greater 
the bias toward import substitution (Box 5.1). 

o Use of direct controls such as quotas and import-
licensing schemes. The greater the reliance on direct 
controls on imports, the more inward oriented the 
economy. 

" Use of export incentives, 
" Degree of exchange rate overvaluation. Inward 

orientation generally leads to an overvaluation of 
the exchange rate. 

Information for the period 1963 to 1985 has been 
collected for forty-one countries. (The availability 
of data limited the choice of countries, but the 
countries selected nonetheless accounted for 66.5 
percent of the total output of developing coun. 
tries in 1985.) This information was then used to 
divide the countries into "strongly outward. 
oriented," "moderately outward-oriented," 
"strongly inward-oriented," and "moderately 
inward-oriented" economies. Policies change, and 
world trade has been unsettled since 1973, so each 
group was examined for two periods, 1963-73 and 
1973.-8. The criteria for the four categories follow. 

STRONGLY OUTWARD ORIENTED. Trade controls are 
either nonexistent or very low in the sense that any 
disincentives to export resulting from import barri. 
ers are more or less counterbalanced by export in
centives. There is little or no use of direct controls 
and licensing arrangements, and the exchange rate 
is maintained so that the effective exchange rates 
for importables and exportables are roughly equal. 

MODERATELY OUTWARD ORIENTED. The overall in
centive structure is biased toward production for 
domestic rather than export markets. But the aver
age rate of effective protection for the home mar. 
kets.is relatively low and the range of effective pro
tection rates relatively narrow. The use of direct 
controls and licensing arrangements is limited, 
and athough some direct incentives to export may 
be provided, these do not offset protection against 
imports. The effective exchange rate is higher for 
imports than for exports, but only slightly. 

MODERATELY INWARD ORIENTED. The overall in
centive structure distinctly favors production for 
the domestic market. The average rate of effective 
protection for home markets is relatively high and 
the range of effective protection rates relatively 
wide. The use of direct import controls and licens
ing is extensive, and although some direct incen
tives to export may be provided, there is a distinct 
bias against exports, and the exchange rate is 
clearly overvalued. 

STRONGLY INWARD ORIENTED. The overall incen
tive structure strongly favors production for the 
domestic market. The average rate of effective pro
tection for home markets is high and the range of 
effective protection rates relatively wide. Direct 
controls and licensing disincentives to the tradi
tional export sector are pervasive, positive incen
tives to nontraditional exportables are few or non
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existent, and the exchange rate is significantly 
overvalued, 

Figure 5.1 sets out the forty-one developing 
economies, classified according to the orientation 
of their trade strategy in two periods, 1963-73 and 
1973-85. Although there may be scope for dis
agreement over the two intermediate subgroups, 
the countries which are scored as extreme cases are 
not likely to be ambiguous. 

Figure 5.1 is the basis for the analysis in the rest 
of this section. It shows that, over the period stud-
ied, several countries underwent policy shifts tc-
ward more outward orientation-Chile, furkey, 
and Uruguay, along with Pakistan, Sri Lanka, and 

Tunisia. Others moved in the opposite direction, 
toward more inward orientation-Bolivia, Camer
oon, Colombia, Costa Rica, C6te d'Ivoire, Guate
mala, Indonesia, Madagascar, and Nigeria. 

Trade strategy and econoimic performance 

The links between trade strategy and macroeco
nomic performance are not entirely dear. Does 
outward orientation lead to better economic per
formance, or does superior economic performance 
pave the way for outward orientation? Neverthe
less, Figure 5.2 provides indicators of the macro
economic performance of the forty-one countries, 
grouped by the. strategies defined above. The spe
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Figure 5.2 Macroeconomic performance of forty-one developing economies grouped by bade
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cific indicators, given for weighted group aver-
ages, are the average annual growth rates of real 

GDP and per capita income, the gross domestic 
savings ratio, the average incremental capital-
output ratio, the average annual growth rate of 
real manufactured exports, and the group median 
of average annual rates of inflation,

The figures suggest that the economic perfor-
mance of the outward-oriented economies has
been broadly superior to that of the inward-
oriented economies in almost all respects. First of 
all, growth rates of GDP show aclear descending 
pattern from the strongly outward-oriented to the 
strongly inward-oriented economies. For the 1963-
73 period the annual average was 9.5 percent for 
the strongly outward-oriented group, more than 
double the 4.1 percent attained by the strongly
inward-oriented group. The respective rates for
1973-85 (7.7 percent and 2.3 percent) show that the 
gap has widened, 

As a result of these trends in GDP, the average
annual growth rate in real per capita income for
1963-73 was highest in the strongly outward-
oriented economies (6.9 percent) and lowest in the 
strongly inward-oriented economies (1.6 percent).
Despite the economic slowdown during 1973-5, 
per capita income in the strongly outward-oriented 
economies grew by an annual average of 5.9 per-
cent, whereas in the strongly inward-oriented 
countries it fell on average by 0.1 percent ayear.
Performance differences are less marked between
the moderately outward-oriented and the moder-
ately inward-oriented economies; this reflects the 
relatively modest differences in their policy envi-
ronments. (Figure 5.3 shows the per capita growth
performance of each of the forty-one economies.) 

GDP growth is influenced by the level of savings 
as well as bT the efficiency of investment. The av-
erage ratio of gross domestic savings to GDP of the 
strongly outward-oriented economies ex-was 

ceeded by all other groups in 1963, registering only

13.0 percent. By 1985, however, the strongly
outward-oriented economies had more than dou-
bled their savings ratio to 31.4 percent, whereas 
the savings ratios of the other three groups grew
only slightly, or stagnated. 

Given the gross savings rate, efficiency in the 
use of additional capital resources in an economy 
can be reflected in the economy's incremental 
capital-output ratio-the ratio of gross investment 
to the increase in GDP. Lower values suggest more
productive investment. For both periods, there isa
clear association between iower incremental 
capital-output ratios and increased outward orien-

tation. The average for both strongly and moder. 
ately outward-oriented groups for 1963-73 is2.5, 
while the moderately and strongly inward. 
oriented groups averaged 3.3 and 5.2, respectively.
In the 197345 period, the data register asubstan. 
tial deterioration for all groups-incremental
capital-output ratios are 4.5 and 5.0 for the
outward-oriented groups and 6.2 and 8.7 for the 
inward-oriented groups.

By removing barriers, outward-oriented econo. 
mies tend to tie themselves to the inflation rates of 
the international economy. This may restrain their 
own inflation rates; however, at times of rapid in
flation in the world economy, it can result in im
ported inflation, unless the exchange rate appreci
ates. In 1963-73, median inflation rates differed 
little between any of the groups; moderately
inward-oriented economies had the lowest rate. In
1973-85, the median inflation rate reached double 
digits in all groups. The highest median inflation 
rate is that of the moderately outward-oriented 
group; four of the eight economies experienced
high or hyperinflation in the 1930s-Brazil, Israel,
Turkey, and Uruguay. The other economies in 
the sample with particularly high inflation-
Argentina, Bolivia, and Peru-are in the strongly
inward-oriented group. In the higher inflation en
vironment of the 1970s and early 1,80s, howeve,
the strongly outward-oriented economies were 
able to maintain relatively low and stable rates of 
inflation. 

The last graph in Figure 5.2 shows the average
annual growth of manufactured exports from 1965 
to 1973 and from 1973 to 1985 Again, the strongly
outward-oriented economies performed best. Be
tween 1965 and 1973 the manufactured exports of 
the two outward-oriented groups grew by 14.8 and
16.1 percent, compared with 10.3 and 5.7 percent
for the inward-oriented groups. Between 1973 and 
1985 the growth rates were 14.2 and 14.5 percent 
versus 8.5 and 3.7 percent. This growth of manu
factured exports was probably an important factor 
in producing rapid overall economic growth.

Finally, agood case can be made for suggesting
that outward orientation leads to amore equitable
distribution of income. First, the expansion of 
labor-intensive exports means higher employ
ment. Second, reinforcing this, outward orienta
tion removes the bias in favor of capital-intensive
industries which is often implicit under inward
oriented policies. Third, the direct controls of an
inward-oriented strategy generate rents that chan
nel income to those with access to import licenses 
or subsidized credits. 
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Figure5.3 Economic and Industrial performance by tade orientation 
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Empirical evidence also indicates that an 
outward-oriented strategy can improve the distri-
bution of income. For example, the Gini coefficient 
(a measure of income inequality) declined in Hong
Kong from 0.49 in 1966 to 0.45 in 1981 and in
Singapore from 0.50 in 1966 to 0.46 in 1980. The
Gini coefficient declined in Korea from 0.34 in 1964
to 0.33 Sl 1970, but it increased to 0.38 in 1976,
partly because of credit subsidies to promote cer-
tain priority investments during the 1970s (Fields
1984). 
Trade strategy and industrializationperformance 

Governments often adopt an inward-orientedstrategy in order to promote industrialization 
through import substitution. But it seems that 
countries have industrialized faster under outward 
orientation. Table 5.1 sets several indicators of in-
dustrialization against the four categories of trade 
strategy. The indicators are the growth of manu-
facturing and agricultural value added, the share 
of manufacturing value added in GDP, the share of
the active labor force employed in industry (de-
fined to include mining, construction, and utilities,
in addition to manufacturing activity), anq the 
growth of employment in manufacturing.

During both periods, average annual growth of

manufacturing 
 value added was highest in the
strongly outward-oriented group and lowest in the
strongly inward-oriented group-15.6 percent ver-
sus 5.3 percent during 1963-73 and 10.0 versus 3.1 
percent during 1973-85. Although both the moder-
ately outward-oriented and the moderately
inward-oriented economies achieved fat / high
rates for 1963-73 (9.4 and 9.6 percent respe-.ively),
both saw a strong decline in the following period. 

The smallest decline was in the strongly inward. 
oriented economies-but this group's manufac. 
turn had grown at a substantially slower rate than 
all other groups in the 1963-73 period. Even with a
one-third fall in the growth of manufacturing in
1973-85, growth in the strongly outward-oriented 
economies remained higher than in any of theother groups during the more favorable economic 
climate of the previous period. The strongly
outward-oriented economies have clearly coped
better than the others with the economic shocks 
since 1973. (Again, Figure 5.3 shows the growthof manufacturing value added in the individual 
economies.)

The outward-oriented economies also achieved a
higher share of manufacturing value added in 
GDP in 1963 (20.1 percent compared with 15.2 per
cent for the inward-oriented economies) and in
1985 (23.0 percent compared with 15.8 percent).
The strongly outward-oriented and moderately
inward-oriented groups both increased the share 
of manufacturing value added in their GDP by
more than half from 1963 to 1985. The increase in
the moderately inward-oriented economies, how
ever, merely brought their share of manufacturing 
to a level achieved by all other groups two decades 
before. The share of manufacturing declined by 1.7 
percent -in the strongly inward-oriented group.
The gap between the outward-oriented economies 
taken together and the inward-oriented economies 
taken together increased slightly.

Industry provides more of the job!! in the
outward-oriented economies than it does in the 
inward-oriented ones. The share of labor in indus
try reached 30.0 percent in the strongly outward
oriented economies in 1980, considerably more 

Table 5.1 Characteristics of industrialization for forty-one developing economies
grouped by trade orientation 

Trade s~ule' 

Strongly outward oriented 
Moderately outward oriented 

Outward oriented (average) 

Moderately inward oriented 
Strongly inward oriented 

Inward oriented (averge) 
Note: Averages are weighted by each 

Average annual 
growth of rel 
manufacturing 
value addaevalue 

1963-73 1973-85 

15.6 10.0 
9.4 4.0 

10.3 5.2 

9.6 5.1 
5.3 3.1 
6.8 4.3 

1963-73 1973-85 1963 

3.0 1.6 17.1 
3.8 3.6 20.5 
3.7 3.3 20.1 

3.0 3.2 10.4 
2.4 1.4 17.6 
2.6 2.1 15.2 

a.see Figure 5.1for a listing of the e,:onomes ineach of the trade groups.b.Data not available for Yugos avia.

C,Data not available for Costa Rica and Malaysia (1%3-73. 


Average annual Average share Average Average annualgrowth of real ofmanufac. share oflabor growth ofagricultural turin value /orce in employnent
added added in GDP industry in manufacturing' 

ountry's share in the group total for each indicatr. 

1985 1963 1980 1963-73 1973-. 
26.3 17.5 30.0 10.6 5.1 
21.9 12.7 21.7 4.6 4.9 
23.0 13.2 23.0 6.1 4.9 

15.8 15.2 23.0 4.4 4.4
15.9 12.1 12.6 3.0 4.0 
15.8 12.7 14.1 3.3 4.2 

'173-84); now for Thailand and Mm'co (193-73). 
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than in the moderately inward-oriented (23.0 per. 
cent) and the moderately outward-oriented (21.7
percent). In the strongly inward-oriented econo
mies, manufacturing was a source of employment 
for only 12.6 percent of the work force. 

Moreover, employment has grown faster in the 
outward-oriented economies. Manufacturing em-
ployment grew by 6.1 percent a year in 1963-73 
(compared with 3.3 percent in the inward-oriented 
economies) and by 4.9 percent in 1973-84 (com-

with 4.2 percent). In the first period, manu-
pareith 4.2mpoyment) gre the ties r , n-
facturing employment grew three times faster inthe strongly outward-oriented economies than in 
the strongly inward-oriented economies, 10.6 per-
cent a year versus 3.0 percent. Growth slowed in 
the strongly outward-oriented group in 1973-84, 
narrowing the gap between the two extreme 

But manufacturing in the strongly
groups.oite enmactu il incth e m. 
outward-oriented economies still increased em-
ployment at a faster rate (5.1 percent) than the 
strongly inward-oriented group (4.0 percent) and 
at a slightly faster rate than the moderately 
outward- and moderately inward-oriented econo-
mies (4.9 percent and 4.4 percent, respectively), 

The outward-oriented countries fared better not 
only in industrialization and manufactured export 
growth, but also in agriculture. Their agricultural 
value added grew by 3.7 percent in 1963-73, com-
pared with 2.6 percent in the inward-oriented 
economies, and by 3.3 percent in 1973-85, com-
pared with 2.1 percent. 

Why outward orientation works 

The evidence of the previous section strongly sug-
gests that outward-oriented trade policies have 
been more successful than inward-oriented trade 
policies. It is a harder task to explain precisely 
why. The two regimes confront economic decision-
makers with radically different signals and incen-
tives. A full answer would call for an analysis of 
the effect of each of these elements. The best that 
can be achieved in practice is to consider the broad 
economic themes that seem to be at work. 

It is well known that the protection associated 
with inward-oriented policies imposes economic 
costs, not least on the country that puts the policy 
into effect. Some of this economic burden, which 
is part of the reason inward-oriented policies have 
failed, can be seen from the structure of incentives 
that have resulted from tariffs and other protective 
measures (see Box 5.3). These incentives are 
bound to have important influences on the effi
ciency of resource allocation. 

Box 5.3 Trade orientation and the structure 
of protection 

Although estimates of effective rates of protection are 
widely available for many developing countries, they 
are not strictly comparable for various reasons. For in. 
stance, estimates available for different economies per. 
tain to different years; some are based on tariffs only,
whereas others include the effects of other policies that 
encourage or discourage production; and in some cases 
the protection-nduced exchange rate effects are netted 
out, but in other cases they are not. These shortcom
ins notwithstanding, estimates may be suggestive of 
the relationship between the structure of protection
and the trade strategies they followed. 

Box table 5.3 provides a glimpse of typical structures 
o effective protection by sector and by sales destina
tion. Several features are noteworthy. First of all, the 
structure of protection dearly shows that there was, on 
average, bias against exports in all countries for which 
data are available-with the possible exception of 
Singapore and the Republic of Korea, where the bias 
was so small that it could easily have been offset by
assistance (although the data are Insufficient to say 
whether this was the case). For the rest of the sample 
countries, the extent of such bias, measured by the 
difference of effective protection between domestic and 
export sales, ranges from 9 percentage points for Co. 
lombia (1%9) to 229 percentage points for Chile (1967).

The data also reveal that there was a clear bias 
against the primary or agricultural sector and favoring
the manufacturing sector in every country considered 
except Korea, where the opposite was true because of 
the rising price support for rice production. In the case 
of Colombia, the negative rate of protection for agricul
turein 1%9 was largely due to the export tax applied to 
coffee. Such a negative rate of protection for primary 
exports my be justifiable when import demand Is in
elastic so that disincentives to export sales can providelarger export revenues. But such casts are probably 
exceptional. The extent of bias against the primary sec. 
tor in relation to the manufacturing sector is more con
spicuous in the inward-oriented sample of countries. 
These figures indicate the negative incentives provided 
to export sales in countries in which primary goods 
constituted major exports.

Finally, the range of effective protection rates measures the scale of dlscrimination between different in
dustries. As indicated in the table, the ranges for the 
countries Are based on different numbers of sectors and 
are therefore not strictly comparable. Nonetheless, 
they reveal that ranges tend to be greater in countries 
where the overall level of protection ishigher. 
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o tbl 53 Sh16Mu o efkcrve protection in selected economics by sector and sales destination 

byla duuimtia 
DueEffueiveprtod rates by,sa tr bysn-e m o 

Eerkuy htt pviMkry MMa~us Owwu numlirofsecteu nuwt nMIFR~t 

1967 	 5 0 0 -7 to 21 2- b 
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1910-81' r -21c 23 .. 	 -48 to -17 
(3 primary) 
-85 to 219 

(67 manufacturing)
Colomba
 
199 -23 4 -15 -23 to 161 -14 -23
 

(20)
 
19790 U 39 55 44 22 to 88
 

(5primary) 
25 toI 

(29 nanufacturing)

philippim.
 

19aS U -13c 99 0 - 34 to 23.. 
(10)1960 U 	 449 	 36 

Chile 
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it may well be, however, that other policies not 
necessarily part of the inward- or outward-
oriented strategies as they have been defined here 
account for some of the differences in perfor-
mance. Chapter 4 has already examined the appro-
priate role of government. Chapter 7 will examine 
the ways in which other policies affect the alloca-
tion of resources and hence the prospects for 
growth. The rest of this chapter focuses on the 
links between trade policy and economic growth. 

Trude policiesandgrowth 

The advantage of an outward-oriented strategy 
over an inward-oriented strategy is that it pro-
motes the efficient use of resources. The gains
from this go well beyond the ones which are re-

Box 5.4 Measuring the costs of protection 
The objective of import tariffs and quotas is generally
to raise the domestic price of aproduct above its world 
price and thereby stimulate increased domestic pro-
duction. The attainment of this objective will not be 
costless, however. Protection generally imposes costs 
on the citizens of the protecting economy. Moreover, 
the magnitude of these costs differs between one in-
strument of protection and another. For example,
quantitative restrictions are likely to impose substan-
tially greater costs on society than tariffs that restrain 
imports to an equal extent. 

Protection imposes a variety of costs on society.
Economists frequently divide the efficiency costs into 
consumption losses and production losses. Consump-
tion losses refer to the losses in real income of con-
sumers of the protected product that occur because 
protection generally induces consumers to buy less of 
the protected product while paying ahigher price. Pro. 
ducers benefit from the higher price and will often re-
spond by increasing their output. A production loss is 
involved here to the extent that resources have to be 
drawn from other activities (including production for 
export), where they can be more efficiently used. Many
studies on the cost of protection have attempted to 
estimate the magnitude of these production and con-
sumption losses: estimates of less than 1 percent of 
GDP are common. It should be noted that these are 
annually recurring costs which apply for as long as 
protection isin force. 

These production and consumption losses are not,
however, the sole costs ofprotection. In addition, there 
can be losses associated with so-called X inefficiency
when protection leads to domestic monopoly. For ex-
ample, monopoly can permit the entrepreneur to relax 

vealed by conventional analyses of the costs of 
protection (see Box 5.4). The rationing of import
licenses, credit, and foreign exchange has invari. 
ably generated premiums and, in turn, rent seek
ing. By dismantling these administrative systems 
entrepreneurs could direct their energies away 
from unproductive activities, such as lobbying for 
changes in regulations. Further gains derive when 
firms achieve economies of scale: in an outward. 
oriented regime, the size of the domestic market 
does not limit the output of exporting firms. 

Foreign investment is often attracted to the pro
tected domestic markets of an inward-oriented 
economy-in the form of so-called tariff-jumping
investments. But this kind of investment may actu
ally reduce rather than improve the recipient's 
welfare. An outward-oriented policy will not at

and not undertake the necessary effort to minimize
 
costs. Moreover, monopoly can also cause conven
tional inefficiencies by restricting output.
 

The cost of protection Isalso underestimated If the
 
costs of rent seeking and directly unproductive profit

seeking are ignored (Box 4.7 In Chapter 4). Lobbies
 
spend resources enacting protection. Similarly, once
 
protection isenacted, it may lead to further resource
wasting lobbying-for example, in pursuit of import
 
quotas carrying scarcity premiums.


Most of the earlier studies which measured the costs 
of protection have been conducted using "partial equi
librium" methods. In other words, the analysts fo
cused attention only on the industry or sector being
protected. But protection has effects which reverberate 
beyond the sector or sectois In which the Initial re
straint is imposed. Some analysts have attempted to 
estimate the costs of protection In models where such 
secondary effects are allowed for, that is,using "gene
ral equilibrium" methods. In principle, such models 
incorporate all the repercussions of protection on pro
duction and consumption, including effects on XIneffi
ciency, the terms of trade and income, and employ
ment beyond the Industry under consideration. These 
studies generally provide substantially greater esti
mates of the cost of protection than do the partial equl
librium studies. For example, recent studies show that 
removing quotas alone in Turkey In 1978 would have 
increased its GDP by as much as 5.4 percent (Grais, de 
Melo, and Urata 1986) and that eliminating tariffs, quo
tas, and export taxes in the Philippines in 1978 would 
have increased its GNP by as much as 5.2 percent
(Clarete and Whalley 1985). 
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tract investment projects which depend on the e-
tention of import bar'Mers. 

Whilu protected firums are sheltered, often within 
monopollstic markets, firms under outward orien-
tation fate greater competition-and hence incen-
tives to increase their production efforts. So-called 
Xineffieny-the economic cost of aquiet life-is 
likely to be greater under inward orientation than 
under outward orientation, 

All of these factors are important, but the scale 
and persistence of the growth rate differentials be-
tween the strongly outward-oriented economies 
and the others suggest that more subtle economic 
forces might also have been at work. 

INNOVATIONS. It is tempting to argue that a more 
competitive environment for firms could lead to 
more incentives for increased productivity through
technological innovations. Equally, it can be ar-
gued that "uncompetitive" profits might be 
needed before firms will engage in the efforts of 
technological innovations. Little is known about 
technological innovaion in relation to trade policy.
Nonetheless, there is increasing evidence that 
adoption of new technology has been faster in 
outward-oriented than in inward-oriented devel-
oping economies (see the section below on produc-
tivity growth). It is worth noting that exporting
firms often benefit from a considerable transfer of 
technology from abroad, including advice on pro-
duction engineering and aid in product design and 
marketing. Exposure to foreign know-how may 
help to speed innovations. 

SELF-CORRECTING POucIEs. Arguably, outward-

oriented regimes provide self-correcting mecha-

nisms to align the macroeconomic variables that 
affect growth. For insiance, if the exchange rate is 
permitted to become overvalued, the misallgn-
ment is quickly obvious under outward orientation 
because the balance of trade goes into deficit. In an 
inward-oriented regime the effect of the misalign-
ment would take the subtler form of rising premi-
ums on import licenses. 

Savings, investment, and productivity 

Growth performance can be looked at in another 
way: what has happened to the stock of cap;tal
and to its level of productivity? Much work re-
mains to be done on this question, but there are a 
few indications that outward orientation might
have encouraged higher savings rates and produc-
tivity growth. 

SAVINGS RATES AND TRADE STRATEGY. AS noted
 
earlier, some outward-oriented economies have
 
achieved spectacular growth in savings rates (Fig
ure 5.2). Lack of empirical work makes it difficult
 
to establish the relationship between savings rates
 
and trade strategies, but several links seem plausi.

ble. First, a policy shift from inward to outward
 
orientation should generate additional real in
come, partly by reducing the misallocation of re
sources and pautly by raising income through mul
tiplier effects as rising exports bring spare capacity

into use. In developing countries the marginal pro
pensity to save tends to exceed the average pro
pensity to save, so that the increase in real income
 
would help to raise the average propensity to save.
 

Another possibility is that domestic savings rise
 
further under outward orientation because a
 
higher-than-average share of income generated by
 
exports is saved. Several studies found a strong

positive correlation between export growth and
 
domestic savings, but the issue remains unre
solved.
 

A third link between trade policy and savings
 
may be that high real interest rates are an impor
tant incentive for personal (and especially small
scale) savers. Capital markets are often highly 
distorted and underdeveloped in developing
countries, and they tend to be more so in inward
oriented than in outward-oriented economies, 
even to the point of offering negative real interest 
rates in some instances. This could discourage sav
ings in some inward-oriented countries (see Chap
ter 7). 

Investment may be financed by foreign savings
as well as by domestic savings. Under inward ori
entation, tariff-jumping foreign investment is com
mon. In contrast, foreign investment is often at
tracted to exporting industries in outward-oriented 
economies. Foreign capital is more likely to gener
ate the income (and exports) for its own servicing
in export-oriented countries. Overvalued ex
change rates maintained by exchange control sys
tems, which are so common in inward-orienteul 
economies, also deter foreign capital inflow. 

PRODUCTIVITY GROWTH. Proponents of import 
substitution base their policies partly on the infant
industry argument. They argue for temporary pro
tection while firms raise their technical efficiency
by creating industrial skills and mastering modem 
technology. But high protection may have the op
posite effect. By limiting competition in sheltered 
domestic markets, it may inhibit specialization and 
promote risk aversion among managers (see Box 
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Box 5.5 Productive inefficiency under import protection: an example at the plant level 

An intensive exmmhwton of the cotton spinning and 
weaving mchn i Kenya and the Philippines illustrates 
sM of th productivity loss that can occur in coun
trim inwhich Import substitution is the domkdskt str'at
ey.Productivityof individual plants inthee countries 
wa calculate in relation to productivity in textile mifla 
using identical equipment in industrial countries. Total 
factor productivity in the two sets of developing coun-
try plants ranged from 55 to 73 percent of that in the 

.industrial country factories. On the basis of both engi-
nering and economic analyses, the source of the dif. 
fatnce in productivity was decomposed into three fac-
tm: the absence of horizontal specialzation; technical 
expertise in management; and task-level productivity 
in the work force. The results of this decomposition are 
shown In Box table 5.5. Each number in the table 
shows the penentage of best-prtice productivity in 
industrial countries realized in each activity. The 
sources of deviation from best practice are multiplica.
tive, so that the product of the bottom three vows 
yields the relative total factor productivity shown in the 
top row. 

The main cause of low total factor productivity was 
the inability of firms to obtain the benefits that special. 
izing in anarrow range of products brings. Inadequate
managerial skills reduce total factor productivity by 9to 
25 percent. Surprisingly, once the other productivity-
reducing factors are taken into account, labor produc-

5.5). To maintain or improve their market position, 
however, exporting firms need to keep up with 
modern technology and bring managerial skills up 
to international standards. 

The empirical evidence is far from conclusive, 
but postwar experience of productivity growth in 
developing countries suggests that trade policy is 
important. Table 5.2 presents data on factor pro-
ductivity and factor growth in selected developing 
economies. It shows that total factor productivity 
increased much faster in the strongly outward-
oriented economies than in the strongly inward
oriented economies. The annual growth rate was 
more than 4.0 percent in Hong Kong and Korea 
during the 1960s and early 1970s, compared with 
1.5 percent or less in Argentina, Chile, and Peru. In 
India, total factor productivity declined in 1960-79. 
Singapore is an exception: its total factor produc-
tivity declined between 1972 and 1980. But this 
was a period when the goverament put an increas-
ing emphasis on industries that required high lev-
els of skill, capital, and technology. The productiv-

Box tale 5.5 Total factor productivityrelative to beat 
practice InKenyan and Philippine textileplants, 960 

,i mw 
Ken, Phoi wm, XgnI PhRuw 

Relative totl factor 
productivity 0.70 0.73 0.68 0M 

Sourmc dMktio 
ffflmbw rpictk
Horizontal 
sp tion 

Tedtnical exper
time In 

0.85 0.79 0.63 0.70 

7e. 
Tek-3 9 09 . 

productvty 0.85 1.03 1.11 1.03 
N c T. vWue m apwduc"vy tsdn of dvdripft emunay 

omrsUia "a tompm-dw in WustvW countis
Fad~t. 

tivity is dose to industrial country levels. Productivity
losses from excessive product variety and from inade. 
quate incentives to obtain technical competence have 
been astandard criticism of import-substituting indus
triallzatlon. AJthough Itis not correct to attribute all of 
the shortcomings shown in Box table 5.5 to this strat
egy, itwas undoubtedly an important factor. 

ity growth rates of the moderately inward- and 
outward-oriented groups were similar. 

Recent World Bank studies of Turkey and Mexico 
show that total factor productivity growth was low 
or declined during periods when foreign exchange 
control and protection increased. At the level of 
the individual industry, another World Bank study 
(covering Korea, Turkey, and Yugoslavia) found 
that total factor productivity grew faster in most 
exporting industries than it did in most import
substituting industries. 

Trade strategy in perspective 

The evidence discussed in this chapter suggests 
that rapid economic growth and efficient industri
alization are usually associated with outward
oriented policies on trade. Outward orientation 
encourages efficient firms and discourages ineffi
cient ones. And by creating a more competitive 
environment for both the private and public sec
tors, it also promotes higher productivity and 
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Table 5.2 Growth of GDP, Inputs, and total factor productivity 

Total Factorinputs
fictorpmductdtly Slu of 

Grre .A in Growth Grouth tota inputs 
g= Gnxtlh GDP Of O in GOPDadestmleq andper ofGDP rate grolh capital laor grouth 

Strmgly outuwrd oriented 
Hong Kong 
Korea, Republic of 
Singapore 

1960-70 
1960-73 
1972-80 

9.10 
9.70 
8.00 

4.28 
4.10 

-0.01 

47.0 
42.3 

-0.1 

7.60 
6.60 
9.48 

2.97 
5.00 
5.52 

53.0 
57.7 

100.1 

Moderately outurd oriented 
Brazil 1960-74 
Colombia 1960-74 
Israel 1960-65 

7.30 
5.60 

11.00 

1.60 
2.10 
3.40 

21.9 
37.5 
30.9 

7.50 
3.90 

13.10 

3.30 
2.80 
5.00 

78.1 
62.5 
69.1 

Modutely inuard oriented 
Mexico 1960-74 5.60 2.10 37.5 3.90 2.80 62.5 

Stmngly inurd oriented 
Argentina 
Chile 

1960-74 
1960-74 

4.10 
4.40 

0.70 
1.20 

17.1 
27.3 

3.80 
4.20 

2.20 
1.90 

82.9 
72.7 

India 
Peru 
Turkey 

1959160-1978179 
1960-70 
1963-75 

6.24 
5.30 
6.40 

-0.18 
1.50 
2.23 

-2.9 
28.3 
34.8 

4.77 
4.40 
6.82 

1.65 
2.70 
1.02 

102.9 
71.7 
65.2 

Note: Total factor productivity measures the growth of GDP above and beyond the growth in the use of both labor and capital inputs.Sourre: Adapted from Chenery. Robinson. and Syrquin 1986,pp. 20-22. 

Box 5.6 Alternative outward-oilented policies 

Ideally, the shift to an outward-oriented strategy from ample, that effective rates of protection ranged from 
an Inward-oriented one can best be accomplished by -38 to 135 percent for eleven sectors in 1978, although
removing existing trade barriers, devaluing the ex- average effective rates of protection did not signifi
change rate, and relying on the price mechanism to cantly differ between domestic and export sales (Nam
allocate productive resources. In practice, many deve. 1981). Second, when expot rubsidies are used to offset 
oping countries-including, for example, the Republic the antiexpart bias, they have sometimes been cap.
of Korea, Brazil, and Mexco-have used export Ltcen- tured by selective interests. Third, If import subsidies 
tives to offset bias agaist exports without dismantlig a used through preferential loans at below-marketm 
all of their import barriers and without devaluing their rates, the choke of production technique may also be 
currencdes. distorted in favor of capital, which adversely affects

There are several ways to justify this approach. First, employment. Finally, using import tariffs and export
devaluations are feared because they may be Inflation- subsidies puts aheavy strain on the government's ad
my.Compared with Import restrictions, howeve, it is ministrative machinery and encourages evasion, rent 
undear whether this Isso. Import prkes under protec- seeking, and other directly unproductive profit.

tion already reflect scarcity premiums, which the de- seekingactivities (Box 4.7n Chapter4).

valuation could simply cut Into. Second, where import 
 In any event, the alternative route to outward oren
tariffs rather than quantitative restrictions are used, the tation in trade-subsidizing exports-faces two prob
loss of fiscal revenue in shifting to outward orientation lems. First, where the overvaluation of exchange rate 
may be a problem for some governments. Third, in*- caused by high import protection Is lag, as In Brazil 
port tariffs and quantitative restrictions can be used and Mexico, the export subsidies required to offset the 
selectively, which stimulates focused resistance to their antlexport bias are simply too great. Second, subsidies 
removal, by developing countries have increasinglybecome sub-

Empirical studies, however, underscore the folly of ject to countervailing duties In some industrial coun
resorting to export subsidies to offset antiexport bias. tries. The developing countries most frequently subject
The selectivity of Import barriers is economically dam. to countervailing measures by the United States in.
aging. Often governments are not aware of this. A clude Brazil, Korea, and Mexico-although export sub.
study of the incentive system In Korea shows, for ex. sidies had been removed in Korea by the early 1980s. 
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hence faster economic growth. Economies that 
have followed inward-oriented trade policies have 
performed poorly. 

Many arguments for industrialization through
import substitution have been advanced at various 
times. Tiey are questionable, however, for severai 
reasons. For example, suppose that export pessi-
mism were Justified, in the sense that when a 
country expanded Its exports of a primary com-
modity, the price fell in world markets. The appro-
priate policy response would then be to levy an 
export tax on that commodity, not provide blanket 
impor protection for the industrial sector as a 
whole. Or suppose that the infant industry argu-
ment applies and that some sort of government
assistance is therefore in order. A policy of restrict, 
Ing imports is unlikely to be the best answer. Sub-
sidies directed at the source of any external bene-
fits avoid the costs of protecting an entire industry
from import competition. 

The new protectionism in some industrial coun-
tries (see Chapter 8) raises an important question
for developing countries: can an outward-oriented 
strategy be successfully adopted in these adverse 
circumstances? Protection by industrial countries 
reduces the gains from trade both for themselves 
and for the developing countries, but developing 

countries may only make matters worse by turning
inward. In other words, however protectionist the 
industril countries, from an economic standpoint
the best choice for developing countries is an 
outward-oriented strategy. But as protection in
creases, such an orientation becomes much more 
difficult politically. Note that outwar( -oriented 
policies involving export subsidies are increasingly
threatened by countervailing actions by some in. 
dustrial countries. This tilts the balance even more 
in favor of the policy which, on economic grounds,
is in any case the better one: import liberalization 
combined with currency devaluation, rather than 
protection offset by export subsidies. Often coun
tries such as Korea have adopted the second ap
proach for their transition from inward- to 
outward-oriented policies, and it is still in use in 
such countries as Brazil and Mexico (se Box 5.6). 

The evidence in favor of outward-oriented over 
inward-oriented policies may be convincin& but 
the issue of how an economy may be successfully
moved from one to the other is a separate ques
tion. Recent experience in Argentina, Chile, and 
Uruguay suggests that the transition to outward. 
oriented policies should be carefully phased.
Chapters 6and 7 examine this in greater detail. 
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How Adiustment Programs Can Help the Poor
 

I. Introduction
 

1. The global economic crisis of the ei6hties halted the steady
 
advance in poverty reduction in many developing countries. in the early
 
yearc of adjustment lending there was optimism that adjustment programs
 
would be temporary, and that with the resumption of growth poverty would
 
continue to diminish and the adverse social effects of adjustment would be
 
remedied. But the implementation of adjustment programs has been less
 
successful thaii anticipated and many countries have experienced prolonged
 
periods of economic stagnation and deteriorating social conditions. This
 
situation has led the international development community to renew its
 
attention to poverty reduction, emphasizing the need for new approaches to
 
long-standing poverty problems within limited growth and budgets.
 

2. In many adjusting countries the stagnant socio-economic environ
ment has changed the focus of efforts to reduce poverty from ensuring that
 
the poor benefit from growth, to mitigating the adverse social effects of
 
ecoaiomic austerity. This focus underscores the importance of protecting
 
the welfare of those hurt by adjustment and of the chronically poor (not
 
necessarily the same group) for the success, aad the political viability,
 
of the adjustment process itself.1
 

3. This poper discusses what we have learned about poverty and
 
adjustment, the ctcrent issues and the experience with efforts to mitigate
 
the social costs of adjustment. First, it discusses issues related to the
 
income distribution and employment effects of adjustment and the scope for
 
redesigning adjustment programs to lessen their adverse impact. Then it
 
discusses issues related to public expenditures and the poor, the incidence
 
of adjustment-induced expenditure cuts and what has been done to redirect
 
public programs towards the poor. The poverty impact of reducing subsidies
 
and the lessons from experience with targeting subsidies are discussed
 
next. The paper then considers the role of NGOs. Finally the paper
 
discusses adjustment-induced multi-sector compensatory programs and
 
selected targeted interventions. A concluding section summarizes some
 
central themes and underscores the need to go beyond the issues of
 
adjustment and poverty and put in place parallel efforts to enhance the
 
productivity of the poor.
 

II. What Is Known about the Social Impact of Adjustment?
 

4. Despite eight years of IMF and World Bank-supported adjustment
 
programs and several attempts at evaluation,2 few unambiguous results have
 
yet been obtained regardilng the success of such programs using relatively
 

1/ 	See Zuckerman (1988), Addison and Demery (1987) and Development
 
Committee (1987 and 1988).
 

2/ 	Tie most recent and comprehensive Bank study having been the Report on
 
Adjustment Lending (World Bank (1988b)).
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easily measured indicators such as GDP growth, exports, imports, investment
 

and 	domestic saving. Despite the ambiguity about the overall success of
 

the 	programs, one clear lesson has been that failure to adjust is likely to
 

hurt the poor. What Corden3 calls primary (receitsion-induced) costs
 

inevitably result in-lower incomes and employment. Although the poor may
 

bear at least some of the secondary adjustment costs in the short run
 

(resulting from failure to devalue sufficiently, wage resistance or import
 

restrictions), an orderly adjustment process designed to establish a new
 

equilibrium growth path is indispensable to improving the longer-term
 
position of the roor.
 

.5. The impact of adjustment on income distribution, employment and
 

the 	standard of living of the poor has been even less susceptible to
 

rigorous analysis. 4 UNICEF5 has been the most successful at assembling
 

quantitative empirical evidence on what has happened to the poor in several
 

countries since the early 1980s, but has not clearly succeeded in distin

guishing the effects of externally induced recession, still less deep
seated structural and policy troblems, from the effects of the program and
 

policies designed to offset them.
 

6. All SAL President's Reports prepared by Bank staff since FY86 have
 

included a section discussing the social effects of the economic reforms
 

supported by adjustment lending. The Reports recognize that apart from the
 

beneficial medium and long-term effects of adjustment, there are likely to
 

be adverse social effects in the short term which need to be addressed.
 

Groups comonly mentioned as requiring assistance under adjustment comprise
 

government employees who may be rendered unemployed by public sector con

traction and the urban poor who are likely to face higher food prices.
 

There has, however, been little systematic analysis of the impact of each
 

adjustment measure (devalution, rise- g-ric-t ural prlces, cuts i 

socT-xp ffditures and reductions in public staff and salary reductions)
 

on (i) each poverty group (small and marginal farmers, landless laborers,
 

rural and urban artisans, formal public and private sector workers,
 

informal sector workers and, tenants and sharecroppers), and (ii) welfare
 

at the household level (i.e. impact on women's employment -- both in terms
 

of the number of hours worked and the nature of work -- and the consequent
 

implications for intra-household allocation of time and consumption).
 

7. Among the problems in undertaking such analysis are the develop

ment of robust counterfactuals ('before/after3 vs. "with/without'); the
 

existence of various possible patterns of causation, many of which have
 

offsetting effects; and allowing for time lags and supply responses to
 

policy changes.6 But constraints on data availability and its quality have
 

5/ 	Corden (1988)
 

4/ 	Although progress is being made in cases such as Jamaica, Living
 

Standard Measurement Studies (LSMS) addressing this issue have F3 far
 

been undertaken separately from the design of the adjustment programs.
 

5/ 	Cornia et. al. (1987).
 

6/ 	Zuckerman (1988 and 1988a).
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also contributed to the lack of empirical analysis in this area.


8. It has thus proven difficult to develop stylized expectations or
 
even working hypotheses regarding the effects of stabilization programs on
 
the ?cor. Contractionary fiscal and monetary policies, for example, are
 
intended to reduce aggregate demand and thereby seem likely to reduce real
 
output and/or prices in the short term. While the impact of lower real
 
output on employment is likely to be adverse, lower income groups may gain
 
from lower inflation. As a second example, expenditure and output-switch
ing policies seem likely to shift aggregate supply and the demand for
 
labor, but no working hypotheses are available regarding how quickly this
 
happens and with what effects on real incomes and employment. The Report
 
on Adjustment Lending found that the positive output effects were, as might
 
be expected, weaker in roor, relatively monocomodity economies.
 

9. Exchange rate adjustment provides another example of an adjustment
 
measure whose effects on the poor are hard to predict. Real depreciation,
 
for example, is likely to have adverse effects on low-income groups if the
 
exporting or import-substituting sectors are relatively capital-intensive
 
and if a large part of basic wage goods are imported. Countries where the
 
poor are predominantly rural are less likely to be affected adversely,
 
however. If supported by appropriate complementary supply-inducing meas
ures, the lower real wages associated with devaluation will help foster an
 
increase in the demand for labor. Similarly, other substantial price 
adjustments (energy prices, agricultural prices) are also likely to reduce 
real wages in the short term, but their effects on poverty groups may or 
may not be adverse -- in the case of food price increases the short-run 
effects are adverse where, as is often the case, the poorest farmers and
 
laborers are net purchasers of food. In Ghana and COte d'Ivoire, for
 
example, cocoa producers have benefited from cocoa price increases, but in
 
both cases the bulk of the low-income farmers are located in regions not
 
suitable for cocoa -- and where the farmers are women they may fear loss 
of control over the returns to production if they switch to cash crops. 
Shifting the intersectoral terms of trade in favor of cocoa farmers, while 
desirable, would not necessarily improve the welfare of poor households. 
But food price increases are likely to have adverse effects in the short 
run, at least in countries with large pools of landless laborers. 

10. The impact of adjustment policies on the poor depends on the
 
structure of production and consumption and the differentiated effects of
 
expenditure-absorption and switching on different households. Recent work
 
emphasizes the importance of disaggregating the impact of policies at the
 
household level, and of considering those policies' impact on control over
 
income within the household. Food consumptionlis perhaps the most obvious
 
and most researchea area. Househo s-appear to switch expenditures among
 
food items in response to both income and relative price changes. Research
 

7/ For example, most socio-economic indicators are not disaggregated by
 
income or sector. Developing accurate empirical information arut the
 
actual effects of adjustment is essential because the actual social
 
impact of adjustment programs -- and more specifically, the impact on
 
the poor -- depends on the actual profile of the poor in individual
 
countries, on the distribution of the poor across economic sectors and
 
on their ability to respond to the changes in economic policies.
 

LJ 
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also suggests, however, that changes in expenditure on food do not necessarily imply changes in nutrient consumption. In other words, reductions
 
in real income may prompt a return to lower quality food, rather than a
reduction in calories. 
 Similar considerations apply to adjustment-induced

changes in the supply or price of other commodities or services important

in the low-income consumption basket.
 

11. While few generalizations are possible about the impact of adjust
ment policies on the poor, experience suggests that there are important

country-specific income distribution and employment effects which can be

taken into account in adjustment program design. Empirical evidence can be
 
found, or is being developed,8 in some countries to suggest what the
 
important effects are 
likely to be. The returns to undertaking such

analysis can be high in terms of avoiding adverse effects to the poor or,

at least, being clear about the trade-offs.
 

III. Scope for Solutions
 

12. 
 This section discusses options for redesigning adjustment programs

so that they hurt the poor less. It also discusses the two most common
 
approaches to designing adjustment programs to help the poor: reallocating

public expenditures and directing subsidies towards the poor. 
The
 
implementation of targeted programs designed to assist vulnerable groups or
 
compensate those directly affected by adjustment is discussed in the next
 
section.
 

A. Redesigninx Adjustment Programs
 

13. For the most part, little attempt has been made to redesign

adjustment programs in order to 	 9
lessen their impact on the poor. Reluc
tance to address the conventional design of adjustment programs is based on
 
an understandable concern not to dilute the essential thrust of such pro
grams by offering loopholes for governments with lukewarm commitment.
 
There is also the concern that "crossing the desert, (i.e., addressing the

transitional or frictional costs of adjustment to the poor) is made more

difficult if the desert is artificially widened by failure to act firmly

and decisively on badly needed adjustment measures.
 

14. But there are frequently cases where adjustment programs can be

designed with employment and income distribution objectives more explicitly


I. 

in mind. 
One 	example would be, within the bounds of the overall reduction
in public spending dictated by stabilization programs, to tailor the struc
ture of spending or tax changes (or cost recovery) so as to minimize its

effect on the poor. This would allow more progressive taxation and expend
itures that promote employment for the poor and expand their access to
 
human resource development programs. And in 
some cases, pursuing less
 

8/ 	For example by the Social Dimensions of Adjustment project (SDA) in
 
Sub-Saharan Africa and several surveys conducted under the Livin:g

Standards Measurements Survey (LSMS), which are presented in 
a separate

lecture in this workshop.
 

9/ 	But see Addison and Demery (1988).
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contractionary policies (and providing external financing) to fuel faster
 
growth may also be a feasible option.
 

15. A second example would be the deliberate slowing of price adjust
ments in cases where supply elasticities are low and supply response
 
dependent on a wide range of complementary actions. In such cases, sharp
 
price adjustments are likely to be inflationary and have important effects
 
on income distribution. Risk aversion, incomplete market liberalization
 
and constrained access to production inputs and information, especially in
 
Sub-Saharan Africa, are among the causes of such low elasticities. Where
 
the supply of wage goods remains limited, shifting producer prices upwards
 
may actually reduce supply. But in cases where prices are adjusted slowly,
 
it is important not to send ambiguous signals which may delay the supply
 
response.
 

16. A tbird example of an option to redesign adjustment programs would
 
include coordinating subsidy removal with compensating producer price

increases. In Malawi, it now seems that fertilizer subsidies were probably

removed too quickly with damaging effects on both smallholder production

and incomes. In Mexico, removal of fertilizer subsidies has been coord
inated with changes in agricultural producer prices.
 

17. A fourth example is trade reform. A devaluation can be particu
larly compensated for in its effects on domestic price levels by selective
 
removal of QRs and lowering of effective rates of protection. Lowering

tariffs in this way may have fiscal costs, however. These need to be
 
traded off against -the lower import costs.
 

18. The outward-looking policies typically supported by adjustment
 
programs may ,t largely ineffective in a fast changing and unpredictable
 
international environment. For this reason some -- such as the Inter
national Fund for Agricultural Development (IFAD) -- have argued that much 
more support is needed for policies and investments designed to broaden the 
base of the domestic market and increase the productivity of small farmers. 

19 The experience with the two more common approaches to redesigning

adjustment programs, reallocating public expenditures and directing subsi
dies towards the poor, is discussed in more detail in the next section.
 

Reallocating Public Expenditures
 

204. Cuts in public expenditures have been common during adjustment.
 
This has a contractionary effect and many public sector employees and
 
unskilled and semi-skilled workers involved in infrastructure or publc..
 
service provision are likely to become unemployed or suffer cuts in real
 
wages. The transition into new jobs may be slow and difficult because of
 
constraints to labor mobility (for example urban public sector workers
 
moving into agriculture) or of mismatching skills. This is likely to have
 
an adverse impact on poverty, particularly in urban areas. Several compen
satory programs designed in adjusting countries are intended to 3ddress
 
this issue (see Annex II for detai.).
 

21. Beyond the direct and indirect employment and income effect, cuts 
in public expenditure -- and changes in its composition -- may slow invest



ment and have i lasting adverse impact on productive and social infrastructure. 
 Expenditure cuts also constrain the budgets for maintenance, supplies and operation of public services. 
 This has led to a deterioration of
public infrastructure and services which may hurt the poor because these
services (if well funded and targeted) can be an effective way to reach
them and provide a social safety net, particularly in the poorest countries. 
 Reduced allocations for recurrent expenditures often affect the
social sectors hardest where recurrent outlays constitute the majority of
 
spending.
 

22. 
 Since cuts may be unavoidable, the key is for governments to avoid
across-the-board reductions, instead allocating available resources to
priority investments, operation and maintenance expenditures, or socioeconomic activities, while increasing the efficiency of existing ones. 
 The
Bank supports these efforts in the course of public expenditure reviews.10
These sometimes focu3 on a wide range of expenditures and sometimes only on
a sector such as agriculture or education (recently there have been several
reviews focusing on the social sectors as a 
whole for example in Argentina,

Brazil and Jamaica).
 

23. The impact of expenditure cuts 
on the poor has generated widespread concern, especially because it 
can exacerbate a situation where
expenditures for programs to reach the poor are 
already inadequate to meet
basic needs and have been growing less than the rate of population growth
(or have even declined in some cases). 
 There has been little systematic
empirical analysis identifying the actual changes in sectoral expenditures
and the incidence of such changes on the poor. 
But on the besis of available evidence many argue that infrastructure and social programs have been
cut relatively more than other public expenditures, and that such cuts may
have hurt the poor more than other groups. 
 This is the case, for example,
in several Latin American countries where there has bee 
 a sharp decline in
public expenditures per capita which has been associated by many with a
 
deterioration in social indicator..
 

24. But expenditures that benefit the poor can be maintained during a
period of recession and adjustment. 
In Korea, for example, subsidized
medical programs aimed at the poor were expanded during the adjustment
period, and other poverty programs were maintained. Korea's mortality and
poverty indicators improved steadily during the adjustment period. 
In
Chile, improved targeting of social expenditures, particularly of health
and nutrition programs, contributed to a continued decline in infant and
child mortality rates despite a 5 percent fall in government expenditures

during the period of recession and adjustment.
 

25. 
 The key question is how can such targeted programs be financed
during a period of widespreai cuts in government expenditures. Since
additional 
resources are unlikely to become available, priority social and
poverty programs must be protected at the expense of other alternatives.

Some external financing from multilateral and bilateral donors is often
available to support such programs. 
But it is also essential to increase
the efficiency of service delivery, although realistically this is likely
to take some time. 
 Measures to raise additional domestic resources can
also be pursued, for example increasing cost-recovery in selected activi

10/ See for example World Bank (1988a).
 

http:reviews.10
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ties and enhancing tax reve-nues, including the option of earmarking speci
fic taxes to finance priority social services (which in some cases may
 

rZrease the political viability of a tax increase).
 

26. In a few selected cases, sectoral adjustment programs to protect
 
and improve the direction of public expenditures and strengthen the insti
tutions in the social sectors, as well as to increase their internal
 
efficiency and their coverage of disadvantaged groups, have been put in
 
place or are under preparation. Typically, these programs support more
 
efficient and more equitable public expenditures. For example, redirecting
 
public resources from higher towards primary education, from curative
 
towards preventive health care, or towards targeted programs such as school
 
feeding and nutrition for mothers and infants. _ach-&hh_4s in emphasis
 
would primarily benefit the poor. Efforts have been made to reduce unit 
cost -ffr tql-in..d cing double shifts) and 4mpl rent some cost

these have roven time consuming and politicallY difficult to 
uimlemm.-They-a so-include reforms to build institutional capacity such
 

as training of personnel, to improve the quality of the services, such as
 
strengthening school curricula, or to achieve a better balance between
 
capital and operation and maintenance expenditures. Some examples are
 
presented belabut experience with their implementation is still limited.
 

27. In Morocco, a sectoral adjustment loan has supported a reform in 
the educa *on s m. This loan was prepared within the constraints of an 
stand-by agreement with the IMF which placed limits on public expenditures 
for education, limiting recruitment and salary increases. The reform 
supports quality improvements and seeks to make education more cost-effec
tive, and at the same time is devoting a larger share of resources to 
primary and lower secondary schooling -- with a focus on schooling in rural 
areas, particularly for girls. In Senegal, an education sector adjustment 
loan supports reductions in unit costs at all levels and in subsidies at 
the tertiary level, with the goal of releasing funds to expand access to 
primary education. In Ghana, pre-university education is being reduced 
from seventeen to twelve years and the resulting savings -- together with 
a range of cost-recovery and other cost-saving measures -- are being allo
cated to expand primary education and increase the provision of books and
 
materials. In Niger, a structural adjustment loan is supporting a restruc
turing of the public expenditure program. Higher user charges for services
 
used primarily by the better-off, such as tertiary education and curative
 
health care are being introduced, and the savings generated are being
 
channeled into the expansion of services such as primary education and
 
preventive health care which benefit the population as a whole. In Guinea,
 
the Government intends to redirect public resources to rural health care
 
and primary education. IDA, UNICEF, WHO and bilateral donors are providing
 
financial support.
 

28. But for the most part, little explicit attention has been give.n
 
during the adjustment procesi to minimizing the adverse equity impact of
 
public expenditure reductions or to identifying iptions for mobilizing
 
resources to finance priority social and anti-poverty programs. Increas
ingly, however, the Bank is addressing this shortcoming through mo'e in
 
depth studies of the ccmposition, effectiveness and incidence of (all or
 
selected) public expenditures and through detailed reviews of the policies
 
and programs For reducing poverty rind improving social sector delivery in a
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number of countries. Examples are the work which has been recently com
pleted or is underway in Bangladesh, Brazil, Jamaica and Indonesia. It is
 
anticipated that these efforts will allow better incorporation of these
 
issues in the policy dialogue both of the Fund and the Bank and in the
 
design of adjustment programs as well as in separate poverty-oriented
 
lending.
 

Directing Subsidies 	Towards the Poor
 

29. Government services are often provided free or well below cost.
 
This is justified on the grounds that many public services provide exter
nalities and are predominantly public goods, or provide higher social than
 
private benefits, and that many are intended for the poor. It is also
 
argued that the administrative and political costs of collecting fees are
 
often unaffordably high. This practice has a high budgetary cost and
 
imposes financial difficulties on state enterprises. Subsidies are often
 
skewed in favor of higher-income groups (although they are also often a
 
larger share of the 	consumption basket of the poor) and are likely to lead
 
to inefficiencies in consumption. The issue is how subsidies th,.t benefit
 
the 	poor can be maintained and at what cost.
 

30. Many stabilization and adjustment programs have included a reduc
tion in consumer subsidies as part of their effort to reduce the deficit.
 
These subsidy reductions have often been controversial, and have sometimes
 
provoked strong opposition, mostly from the middle classes, as well as in
 
some cases considerable hardship for the poor. Estimates for five coun
tries of the real income effect on the poorest decile of a 10 percent

increase in food prices vary from 8.5 percent for Sri Lanka to 5.6 percent
 
for Egypt.
 

31. Two types of consumer subsidies should be distinguished. Market
wide subsidies, which reduce the retail price of a good sold through regu
lar 	market channels; and targeted subsidies, which reduce the price of a
 
good for individuals based on some indicator of need (typically income or
 
location).
 

Marketwide Subsidies
 

32. 	 Marketwide subsidies often have a major role in raising the real
 
11 
incomes of the poor. They can, however, be very expensive, and a serious
 

drain on the budget at times of fiscal austerity. And they are sometimes
 
an inefficient means of helping the poor. 
 ior one or both of these reasons
 
-- expense and inefficiency -- subsidies are often cut as part of adjust
ment programs.
 

33. Widespread cuts in subsidies can severely hurt the poor. This is
 
often forgotten in discussions of the fiscal costs and unintended benefits
 
to the relat±vely well-off of marketwide subsidies. The effectiveness of a
 
subsidy in raising the incomes of the poor needs to be distinguished from
 
its efficiency. The effectiveness is measured by the percentage increase
 
in the incomes of the poor, the efficiency by the percentage of the subsidy
 

1i1 	For a general discussion of subsidies see Berg (1987), IMF (1987) and
 
Pinstrup-Andersen (1988).
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that reaches the poor. The distribution of income is often so skewed that
 
an inefficient subsidy may still be highly effective 
-- in other words even
 
if only a small proportion of a subsidy benefits the poor, the income value
 
to them may still be great.
 

34. Brazil and Egypt in the early 1980s serve to illustrate this
 
point. A rice subsidy in Brazil transferred less in absolute terms to the
 
poor than to the rich, but the benefit to the poor in terms of the percent
age increase in their real income was eight times as 
great. And a subsidy
 
on legumes, a food not favored by the rich, produced a benefit to the poor

which was proportionately 25 times as 
great. In Egypt food subsidies
 
transferred roughly equal amounts to rich and poor alike, but they increas
ed the real incomes of the poor by over 17 percent, as against 3 percent
 
for the rich.
 

35. Of course subsidy schemes such as the one in Egypt are notorious
 
for their cost and inefficiency. There is often an urgent need to reduce
 
their fiscal burden, either by reducing the subsidy or by more selective
 
targeting. Reducing the subsidy may, as 
the Egypt example testifies, cause
 
severe hardship for the poor. 
In such cases better targeting or substitu
tion of alternative, more efficient schemes, is need e a-s crucial is
 

s-that nosuD6y--is effective in reaching the poor should be reduced or

eliminated unless and until alternative means of reaching the poor are
 
firmly in place.
 

36. The issues of effectiveness, efficiency and alternative programs
 
are discussed below. 
Issues related to the political implications of
 
removing subsidies or of tightening them so that they are more effectively

targeted towards the poor are discussed separately.12
 

37. Effectiveness. The most common form of subsidy is one on the
 
retail price of a good or service consumed by the poor. Such a marketwide
 
subsidy is relatively easy to administer and can be effective in reaching

all of the poor. How effective the subsidy is in practice depends on three
 
factors.
 

* The availability to the poor of the subsidized good. Subsidies
 
on consumables (as opposed to agricultural inputs) are
 
typically, but not inevitably, only applied to goods and
 
services sold in towns. And even within towns the supply of the
 
subsidized good is often rationed in a way which benefits the
 
politically influential at the expense of the poor.
 

* The share of the subsidized good in the expenditure of the poor

(assuming that the first condition is fulfilled and the
 
subsidized good is universally available). The real income
 
effect of a subsidy is directly proportional to the share of
 
that good in the expenditures of the poor.
 

* The si,:e of the subsidy.
 

38. An effective way to target subsidies to the poor is to use life
line rates for public utilities such as water and electricity. In this
 
way. services can be provided with very low charges to poor (and low
 

12/ Nelson (1988)
 

http:separately.12
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volume) consumers to ensure that they consume a minimum amount required to
 
meet their basic needs. In order to maintain the financial viability of
 
the utility companies, this system entails using tariffs with cross-subsi
dies from higher inccme users to lower income users. Although there are
 
possibilities for leakages, targeting in this case is made relatively
 
simple by using geographical residence or consumption level criteria.
 

39. Efficiency. Marketwide subsidies can also, however, be very
 
inefficient, especially when compared with the 'targeted* subsidies dis
cussed below. The Egyptian program, for example, costs 7 percent of GDP
 
(21 percent of current government spending). There are generally three
 
reasons for the inefficiency of marketwide subsidies.
 

* Misallocation and 'overconsumption'. Much of a marketwide
 
subsidy typica.3.y benefits the better-off. Subsidies also
 
distort market forces more than a direct income supplement and
 
lead to an 'overconsumption of the subsidized good. Where
 
there are large subsidies this can lead to the food being used
 
as feed for livestock or for making alcohol.
 

* Fraud. Marketwide subsidies on goods require heavy government
 
involvement in wholesale trade. The government must manage a
 
two-price scheme -- a higher price for producers and a lower
 
price for consumers. There is room here for fraud, particularly
 
the recycling of the same produce, picking up a subsidy each
 
time. While this sort of fraud is difficult to police (as the
 
EEC has discovered) it does not arise where the product (bread
 
for example) is processed before it is consumed.
 

* Disincentive effects. Large subsidies for the poor may mean
 
that real, after tax income rises only very slowly as nominal
 
incomes increase, creating a 'poverty trap'.
 

40. Marketwide subsidies can only be efficient when they are targeted
 
on goods with a negative income elasticity -- kerosene, urban mass trans
port, and sorghum often fit this category. Morocco, for example, is
 
restructuring its marketwide subsidies to emphasize foods eaten by the
 
poor, and expects to give the poor greater nutritional benefits for one
fifth the former cost but progress implementing these reforms has been
 
slow. In Mexico the Government is, with the help of two World Bank loans,
 
replacing its market-wide subsidies by more targeted -- and therefore
 
cheaper -- alternatives. These alternative schemes include: food coupons

and targeted milk distribution; subsidies on low income elasticity foods in
 
selected areas; and targeted schcol Feeding programs. The Bank has set as
 
a condition of re ease of a $250 million second tranche that these schemes 
efficiently transfer the same benefits to the poor as the eaclier untarget
ed subsidies, and that -- unlike the earlier subsidies -- they reach the 
rural as well as the urban poor. 

41. Most marketwide subsidies are, however, still applied to goods

with positive inzome elasticities, and the resulting inefficiency means
 
that in times of fiscal austerity their generally high cost can rarely be
 
justified. The critical issue is the speed at which these subsidies are
 
eliminated. Even where a subsidy is inefficient it may nonetheless be
 



effective in reaching the very poor, and immediate elimination can thus
 
cause severe hardship. Where this is a danger, the subsidy needs to be
 
eliminated slowly while more cost-effective tirgeted programs are intro
duced. This is being attempted in Jamaica and Tunisia. But slowing the
 
rate of reduction may seem impossible in a tight fiscal situation.
 

42. Whatever success a government may have in raising taxes to fend
 
off a drastic cut in marketwide subsidies, cost-effectiveness considera
tions still demand that such subsidies are phased out (unless they apply to
 
a good with a negative income elasticity) and replaced by more targeted

subsidies. Such targeted subsidies can be both less expensive for the
 
government and of much greater benefit to the poor although (as we will see
 
below) there are limitations to their effectiveness.
 

Targeted Subsidies
 

43. Targeting of subsidies improves both their efficiency and their
 
effectiveness. It may be a cost-effective and equitable way to reduce
 
general subsidies and to mitigate the costs of adjustment on the poor.
 
Targeted subsidi , 
are designed to reach groups selected (or self-selected)
 
on the basis of need. Greater targeting can yield substantial fiscal
 
savings while maintaining the benefits of the poor. For example, it has
 
been estimated that in Morocco expanding targeted programs could compensate

most 
of the poor who benefit from current subsidies at a budgetary cost of
 
11 percent of current subsidies. Likewise, in Sri Lanka the shift during

the seventies to a more targeted program (including the shift to food
 
stamps and the exclusion of about half of the population from the program)
 
cut by more than half the fiscal costs of the subsidy. Outlined below are
 
some lessons on targeting food subsidies and selected examples showing ways
 
in which different -ubsidies can be targeted.
 

44. Lessons from Targeted Food Subsidy Experiences. Since an exten
sive literature exists on this subject, 13 
only a summary of lessons learned
 
is presented here. Targeting by income groups requires means testing which
 
is administratively difficult (as poverty groups tend to shift) and costly.

There is always the danger that households with relatively higher incomes
 
will benefit, especially in schemes which rely on self-reporting income.
 
The most effective types of targeted food programs have been based on:
 
(1) geographical targeting where low-income neighborhoods are selected as
 
in the case of Philippines and Mexico; and (2) identifying types of foods
 
which have negative elasticity of demand (such as less refined grades of
 
wheat in Morocco, of flour in Egypt and of rice in the Dominican Republic).
 

45. There are onli a handful of countries with successful targeted

4
food subsidy programs. The following are some of the reasons:
 

13/ 	See, for example, Berg (1987), Kanbur (1988), Pinstrup-Andersen (1988),
 
IMF (1987).
 

141 	The experiences of Mexico, Philippines and Sri Lanka are presen-ed in
 
Annex I. Other examples of targeted food programs examined in Berg

(1987) include Brazil, Colombia, Tamil Nadu (India) and Sri L3nka. Per
 
Pinstrup-Andersen (1988) 
covers Colombia, the Philippines and Sri
 
Lanka.
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- Many countries lack the institutional strength required for
 
efficient implementation.
 

- Political commitment is essential and is often difficult to
 
sustain.
 

- Some leakages are inevitable (Philippines) and even desirable to
 
the extent necessary to obtain political acceptance and reduce
 
disincentive effects among the non-poor.
 

- Geographical and commodity targeting are more effective than
 
targeting by income group and/or nutritional status becaiuse
 
income and nutrition data are difficult to collect and monitor.
 
However, the effectiveness of this approach depends on the
 
accuracy of identifying poverty areas and foods preferred by
 
low-income groups.
 

- Indexing food subsidies to cost of living increases is essential 
to ensure their values are not deflated (Mexico and Sri Lanka)
but may conflict with the objectives of adjustment programs. 

46.. Among targeted food subsidy programs, the most cost-effective have
 
targeted readily identifiable groups, such as pregnant and lactating women,
 
and poor districts or regions, or they have distributed food through exist
ing facilities or programs, such as health programs or schools, that
 
already serve the poor. Thailand and Brazil, for example, now focus on
 
regions where malnutrition is concentrated, in the northeast of both coun
tries. Several Brazilian states have gone further. They target the
 
favelas (very poor neighborhoods) by subsidizing basic foods for customers
 
of small stores. Because better-off Brazilians prefer not to journey into
 

need them.
Ro to those who

TmlNdu, a state inn -, thewbenefits asEa, athB~ank ood' 
f lo9wer prices,

and. nutrition educationG eaeven program in the poorest areas, for those, at rae 

vide daily feedings for 90 days to those whose growth is faltering. At 
the same time, they teach mothers of underweight children how to improve 
nutrition at home within their means. High-risk pregnant and breast-feed
ing women also receive food. The benefit of the Tamil Nadu project
_-...___
been dramatic and enduring. Serious malnutrition has declined by about
 
50 percent. Two years-afE-children complete the program they are, on 
average, four pounds heavier than children who did not participate. By 
thus accurately targeting those at greatest risk, the supplementary feeding 
could be highly selective and responsive to the recipients' changing 
nutritional status -- two features that enhance cost-effectiveness and 
avoid long-term dependence on food assistance. Even if the program were 
expanded to cover the whole state, the total cost would be less than 1 per
cent of the state budget.
 

47. In Colombia, the Government, also with the Bank's assistance,
 
targeted a nationwide food subsidy program to households with young chil
dren or pregnant women in designated poverty areas. Health centers distri
buted the subsidy by means of food coupons. At its peak in 1981, the pro
gram benefited 68 percent of households with incomes below 30 percent of
 
the average. Administrative costs were less than 2 percent of the subsidy.
 

48. An alternative to distributing food at little or no cost is 
rationing -- having the government sell food to target groups at a subsi
dized but still substantial price. This can often be achieved through food 
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stamps or coupons, although other types of targeting -- by season, by
 
neighborhood, by type of food -- have been tried and merit further explora
tion. The target groups for rationed food tend to be much larger than for
 
supplementary feeding programs, with a focus on households rather than
 
individuals. Ration programs thus need to be carefully managed if they are
 
to be cost-effective. Bangladesh (with the support of several of the
 
Bank's Import Program Credits in the early 1980s) moved to enhance the
 
efficiency and equity of its food distribution system. It targeted the
 
food subsidy programs more to the poor, changed the mix of foodgraiis
 
distributed toward more nutritional and lower cost varieties, and reduiced
 
the 	cost gradually over a number of years.
 

49. A problem with ration programs is that they are typically -- but
 
not necessarily -- static. They tend not to discriminate carefully enough
 
to exclude people whose circumstances improve or to draw in those whose
 
circumstances worsen. Another danger is that political pressures may force
 
a government to widen the program's scope so that it ceases to be efficient
 
in reaching the most needy. Moreover, such programs have high administra
tive costs and are rare for the rural poor because of the difficulties in
 
managing distribution in sparsely settled or inaccessible areas. Despite
 
these potential difficulties targeting has often been efficient, even in
 
predominantly rural areas.
 

50. In deciding which program is appropriate, governments need to
 
conzider the situation and composition of the group to be compensated.
 
Food rations can work if the group is small and easily identifiable. They
 
can be effective to benefit groups whose real income falls below a minimum
 
level because of a rise in food prices. If the targeted group is large, it
 
may be cheaper (and more efficient) to subsidize the price of a basic food
grain consumed primarily by the poor.
 

Targeting Subsidies in the Social Sectors
15
 

51. Most prices for publicly provided educational and health services 
are very low or non-existent. Even if prices are defined to include any
 
charges levied on users of a service, the proportion of a government's cost
 
that is recovered through pricing revenue remains small. In 28 developing
 
countries, the public cost recovered through prices for higher education is
 
9 percent; secondary education, 15 percent; and primary education, 5 per
cent. In health, the recovered cost is 7 percent. Even if the figures are
 
adjusted upwards to account for the proportion of the cost borne by stu
dents (for example time and supplies), the proportion of social cost
 
recovered from users remains small.
 

52. But free provision of all public services does not mean that
 
everyone, and particularly those who would benefit the most, will be able
 
to use the services (for example, despite the subsidies, the poor are
 
underrepresented at higher levels of education). Another problem with
 
these policies is that, contrary to intentions, they have made educational
 
and health services less efficient. They may also contribute to the
 
observed underinvestment in these sectors relative to others and to over

15/ 	This section draws from: Jimenez (1987). Vogel (1988) and Gertler and 
van der Gaag (1988). 
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investment in services with low social returns (which usually have high

unit costs such as tertiary education).
 

53. For these efficiency and equity reasons, and because of the
 
stringent budgetary conditions faced my many governments, it has become
 
increasingly apparent that 
some amount of user charges
s~sathpubI the social
c_secto__is to orov -~hle-he~lth.
 
and e ucation services. 

sectors is neces the caifyJ _&It 

And there is a growing number of exLmples indicating that some cost recovery is practicable (this is, for example, the case

in West-African countries where church missions have had to charge for
 
their services as a condition of existence).
 

54. But many questions remain about how to implement selective cost
recovery while ensuring equitable access 
for the poor. These questions

include: the structure of fees and the potential for revenue collection;

the individual's response to the introduction of user charges; and admini
strative problems and collection costs. 
 The limited experience in this
 
area indicates that user fees have to be introduced slowly, starting with
fees at the higher levels of education and health care. 
 Such changes are

also probably more likely to be successfully implemented, and politically
viable, if they are introduced as 
a part of a broader (long-term) package

including other reforms to reduce costs and improve effectiveness of social
 
services.
 

B. Implementing Compensatory Programs
 

55. 
 Jargeted programs represent an attractive option for ameliorating

adverse social effects of adjustment. This is, first, because they are (or
attempt to be) 
limited ('targeted*) to a narrow and unambiguously deserving
 
group of beneficiaries; secondly, because they attempt to be highly cost
effective and efficient.
 

56. Since FY86 several targeted compensatory programs have been

designed in adjusting countries. However, Government commitment to

specific programs, the quality and specificity of the proposed interven
tions, and the institutional arrangements for the implementation of
 
specific programs, differ widely across countries.
 

57. Most targeted programs prepared to mitigate the social costs of
adjustment rely on 
traditional designs and targeting techniques. They have

included credit schemes, nutrition programs, public works, retraining,

severance payments and resettlement in agriculture. Some countries have
 
utilized (or proposed) innovative approaches involving NGOs 
(for example

Bolivia, Ghana, Madagascar, Senegal, Burundi, CAR, Togo and Guinea) and

created new administrative structures 
(for example Bolivia). Annex II
describes the main features and experience with these programs in adjusting

countries and contrasts them with relevant experiences elsewhere.
 

58. 
 But they also face the same difficulties. 
 These include insuffic
ient political commitment, institutional weaknesses, shortages of funding,

poorly trained staff and difficultics in reaching the target groups. 
 So,

eveni when these programs are reasonably well designed, they often do not
 
have a good chance of successful, lasting implementation.
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59. Nevertheless, there is considerable experience accumulated by
 
developing country governments, the Bank and other development agencies in
 

designing and implementing targeted programs. Adjusting countries could
 
gain a great deal from this experience. Relevant features of available
 
models could be adopted depending on the specific country characteristics.
 
The credit programs in El Salvador, Calcutta or Bangladesh, the targeted
 
nutrition program in Tamil Nadu, the training project in Mexico or the BRAC
 
training scheme in Bangladesh provide good examples. These examples are
 
discussed in Annez I.
 

60. In some cases, several targeted interventions have been assembled
 
into multi-sector compensatory programs. Only one, the Emergency Social
 
Fund (ESF) in Bolivia, which is under ewo years old, is being implemented.
 
Ghana's Program of Actions to Mitigite the Social Costs of Adjustment
 
(PAMSCAD) was designed last year but (for the most part) its implementation
 
has been delayed. Madagascar will soon launch a program and other coun
tries are designing them. The status of tjhese three programs and of others
 
being proposed is presented in Annex III.
 

61. These multi-sector compensatory programs are distinguished from 
other programs targeted to the poor by their (1) intended short-term nature 
-- they are designed to respond rapidly to a social emergency caused by an 
economic crisis and to bridge the transition between the crisis and adjust
ment-induced growth; (2) multi-sector packaging -- they consist of packages 
of fairly traditional employment, retraining and social interventions; 
(3) multi-donor financing -.. many donors are keen to finance emergency 
programs to cushion the poor from adjustment; and (4) mixed public sector 
and NGO fmplementation. Some programs are strictly short-term compensatory 
ones while othsrs are hybrids, combining short-term interventions with 
long-term traditional investment components. No two programs are alike. 

62. Progress with actual implementation of compensatory programs has
 
been limited. There have been many practical difficulties and remarkably
 
few clear-cut cases which can be pointed to. A particularly problematic
 
aspect of targeted and compensatory schemes is the difficulty of designing
 
and implementing them in the short time period generally available to
 
design adjustment programs. lais problem is particularly acute in situa
tions where the infrastructure needed to identify the poor, deliver servi
ces, and administer appropriate schemes is absent. In general, periods of
 
adjustment are not the best for discov-ering the existence and identifying
 
the needs of poor people for the first time. In addition, there may be
 
political costs to targeting; the better controlled the leakages of bene
fits from needy groups, the less likely it is that there will be a broad
 
constituency for adjustment measures.
 

63. Targeted poverty programs have often been delayed by lack oil
 
institutional capacity to implement them (Ghana). There are trade-offs
 
between strengthening existing institutions and creating new ones. New
 
institutions may promote more speedy implementation (Bolivia), but there is
 
a danger that the new institutions will not last. In some cases, programs
 
have been modified or dropped for political reasons (for example some
 
targeted programs under the Social Intervention Fund (FIS) in Madagascar).
 
In some cases, arranging financing for specific projects has been diffi
cult. In Ghana donors have earmarked specific projects (rather than whole
 

01
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packages) and sometimes portions of projects, and so some projects have
 

been over subscribed while funding for others is lacking.,
 

64. Another reason for the difficulties experienced with the implemen

tation of compensatory programs is that, typically, these programs have
 

constituted an addendum rather than an integral part of the adjustment
 
16
program. To remedy this shortcoming, the Social Dimensions of Adjustment
 

(SDA) project in 25 Sub-Saharan countries and several Living Standards
 
The main features of, anA-experi-
Measurement Surveys (LSHS) are underway. 


ences with SDA, are presented in a separate workshop. It is expected that
 

they will be instrumental in improving the way in which future adjustment
 

programs are designed as well as the effectiveness of targeted compensatory
 

programs to ameliorate the adverse effect of adjustment on the poor.
 

The 	Role of NGOs
 

55. Countries with well d.cveloped non-governmental institutions can
 

often usefully involve their NGOs in efforts to mitigate the social costs
 

of adjustment. A number of adjusting countries have already taken initia
17 
Apart from forming an important pressure group to
tives in this area.


prevent drastic cuts in social expenditures that predominantly benefit the
 

poor, NGOs can play a positive role in identifying, designing, financing,
 

implementing and monitoring targeted poverty programs.
 

66. The following factors account for the important role that NGOs can
 

play in helping governments to undertake poverty programs:
 

- their ability to reach poor communities and remote areas that 

have few basic resources or infrastructure and where 3overnment 
services are limited or ineffective; 

- their ability to promote local participation in the design and 

implementation of public programs by building self-confidence 
and strengthening the organizational capability among low-income 
groups; 
their low cost of operation by using low cost technologies,
-

streamlined services and low operating budgets;
 
- their innovativeness and adaptability in identifying local 
needs, building upon existing resources and transfering tech
nologies developed elsewhere. 

67. But the nature and degree of NGO involvement has to be carefully
 
planned. The following are major limitations of the NGO approach which
 
should be given due consideration:
 

16/ 	One exception is Sudan where the PASCAP (Program for Alleviating the
 

Social Costs of Adjustment and Povtity) mission overlapped with and
 
participated in the work of the pre-appraisal mission for the proposed
 

Economic Recovery Credit and found i:hat the government supports
 

integral ?art of the proposed adjustment
implementing PASCAP as an 

program. The program, however, has been delayed and is still under
 
preparation.
 

17/ 	For example Bolivia, Ghana. Madagascar, Senegal, Burundi, CAR. Togo and
 

Guinea. The major areas of iitended involvement include public works,
 

retraining programs. credit schemes and nutrition projects.
 

C' 

http:program.To
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- limited replicability of many NGO sponsored activities that are
 
too small and localised to have important regional or national
 
impact. In attempting to scale up their operations with support

from the public sector some NGOs may lose their innovative qual
ity and may become top-dowr, non-participatory and dependent on
 
external government support;
 

- limited self-sustainability of many NGO activities because they

are conceived as beinj relief-oriented rather than development
al;
 

- limited managerial and technical capacity of many local NGOs;
 
- lack of a broad programming strategy for a region or a sector

and poor coordination of activities of NGOs at different levels;


- controversial political or religious dimensions of some NGOs.
 

68. Many NGOs are skepticaL of adjustment programs' overall effect on

the poor and may hesitate to collaborate in the implementation of relative
ly small *add-on' social programs. Consultation with NGOs on adjustment

policy questions may elicit important insights and develop political sup
port for the adjustment program ge, erally, and especially for its anti
poverty dimensions. The government o 
Ghana has expressed interest in the

views of both national and international NGOs regarding PAMSCAD and its

overall adjustment program. In a recent initiative to involve NGOs on the

social dimensions of adjustment in Chad, the Bank found that a 
meeting with

NGOs to explain the adjustment program itself was a necebzary first step.
 

69. With due attention to these issues, NGO support could be utilized
 
to advantage by adjusting countries in thir poverty programs. The lack of

institutional capacity to organize targeted programs for the poor Inmost

adjusting countries could, at least in part, be circumvented by NGO in
volvement. The Bolivian Kmergency Social Fund project is 
a case in point.

Municipalities, cooperatives, NGOs and other community organizations have

been successfully used as executing agencies18 !or a national poverty pro
gram -- although in some cases 
it has been found that community groups may

need assistance in organizing themselves and in managing finances. 19
 

IV. 	Conclusion
 

70. 
 Relatively little attention has been given to introducing changes

in program design to address the impact of adjustment on the poor. Some

attention has been given to identifying and supporting long-term policy

options thrt help the poor (for ex&E2nle through reallocation of public
 
resources or through measures designed to enhance poor people's access to
and rate of return on assets). 
 For the most part, efforts to mitigate the
 
social costs of adjustment have involved compensating those affected

directly by aC
1 tstment (for example laid-off public sector employees) or

providing temporary employment and income generation or relief for the

chronically poor. 
But 	less emphasis has been given to establishing the

administrative structures needed to help implemen 
these schemes success
fully.
 

18/ 	Program design as well as 
implementation has been their responsibility.
 

19/ 	The Emergency Social Fund proposes to encourage technical assistance
 
and training to czmmunity groups fc-
 this purpose as a sub-project
 

http:finances.19
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71. 
 Programs to help those hurt by adjustment (OcompensatoryO pro
grams) have proven difficult to implement effectively, and are, by definition, transitory. Adjustment programs themselves typically put severe

strains on government's implementation capacity, and additional measures to
help the poor only add to those strains. New apprcichEs to poverty pro
grams that create new institutions (group lending) or utilize existing

ones 
(NGOs) can help to circumvent some of these problems and should be
 
explored.
 

7?. 
 As mentioned above, relatively little attention has been given to
introducing changes in program design to address the impact of adjustment

on the poor. This is of particular concern since, even when well imple
mented, compensatory programs may not be enough to ensure 
sustainable
 
benefits for the chronically poor. Besides, the adjustment process ray

take several years and may not, even if successful, guarantee that the
productive potential, and consequent real income gains, of the chronically

poor are realized. It is therefore important that due attention also be
given to putting in place more developmental programs aimed at reducing
poverty. It should aim at achieving social adjustment simultaneously with 
eccnomic adjustment. 

73. Adjustment programs need to be redesigned when there is animmediate danger thethat poor would suffer unnecessarily from one or more 
of their component policies. Examples discussed in Section II of how
adjustment programs could be redesigned are: tailoring the structure of
spending or tax changes (or cost recovery) so as to minimize its effect on
the poor; deliberately slowing price adjustments in cases where supply
elasticities are low and supply response dependent on L wide range of
complementary actions; coordinating subsidy removal with compensating

producer price increases; compensating for the effects on domestic price

levels of a devaluation by selective removal of QRs and lowering of effec
tive rates of protection.
 

74. Threats to the well-being of the poor can come 
from three sources.

(1)Reductions in that part (often a small pprt) of public expenditures

that actually help the poor. 
(2)Changes in prices of basic commodities

(mostly food) and of basic productive inputs (mostly fertilizer). (3)In
creases in un- or underemployment and reductions in wage rates, whether

caused by changes in economy-uide incentive structures or by reductions in
 
public sector employment.
 

75. 
 Reductions in Public Expenditures. The impact of expenditure cuts
 on the poor has generated widespread concern. Even existing public expend
itures are 3ften inadequate to meet basic needs. 
 So maintaining those
expenditures that benefit the poor is crucial. 
This may seem impossib.e at
 a time of wholesale cutbacks, but it can be achieved by a careful setting

of priorities. 
 Priority social and poverty programs must be protected at
the expense of other alternatives. Some external financing from multi
lateral and bilateral donors is often available to 
support such programs.

But it is also essential to increase the efficiency of service delivery,

although realistically this is likely to 
take so!,e time.
 

76. Increases in Prices. Many stabilization and adjustment programs

have inclded a reduction in consumer or 
producer subsidies as part of
 



- 19 

their effort to reduce the deficit. Wholesale cuts in subsidies can
 
severely hurt the poor. The distribution of income is often so skewed that
 
an ineffticient subsidy may still be highly effective -- in other words even
 
If only a small proportion of a subsidy benefits the poor, the income value
 
to them may still be great. So it is crucial that no subsidy that is
 
effective in reaching the poor should be reduced or eliminated unless and
 
until alternative means of reaching the poor are firmly in place.
 

77. Changes in Employment and Wage Patterns. Adjustment programs can
 
cause reductions in wages and emp)oyment for some workers through macro
economic changes (causing, for example, switching between traded and non
.traded goods) and through retrenchment in the public sector. These effectu
 
need to be kept in mind In designing adjustment programs, and remedial
 
actions considered.
 



Annex 1I 

Selected Country Experiences with Targeted Programs
 

1. 
 Targeted programs to mitigate the social cost of adjustment have
included credit and nutrition schemes, public works, retraining, severance
payments and resettlement in agriculture. 
The main features and issues
related to program design and implementation of these targeted programs are
described below as well as similar t-pes of programs, adopted by some nonadjusting countries, which have relevance for the future design of such 
programs in the adjusting countries.
 

Credit schemes
 

2. 
 A number of adjusting countries have attempted to facilitate the
absorption of newly retrenched workers into informal sectcr activities by
introducing credit schemes. 
 Guinea, Gambia, Ghana, Mauritania, Senegal,
Congo, CAR, Gabon, Togo, and Madagascar have schemes providing loans to
those rendered unemployed by public sector contraction to eneble them to
invest in 3mall business. 
 Similar programs have also been envisaged for the
chronically under- and unemployed poor. 
Credit schemes proposed in some
adjusting countries are described below with a brief analysis of the problems they may face and some possible solutions.
 

3. Mauritania. The government has put in place a scheme to increase
special credit to help young technicians, former public employees and workers returning to thi country to create small scale enterprises. A small
fund (FIRVA) is providing this kind of credit through FND (Fonds National du
Developmente) and will bL 
replenished. 
So far, the FIRVA has granted 265
loans, with 1200 applications awaiting review. 
Preliminary reports about
the scheme are, however, not encouraging. 
The FIRVA (like most institutions
affiliated with government agencies) has proven to be overly bureaucratic,

inflexible and slow to respond to the needs of small scale enterprises. A
streamlined loan application procedure and efficient approval and oversight
procedures have been lacking. The organization is understaffed and inefficient and has proven to be unresponsive to the needs of its clients by failing to provide management and technical training, marketing analysis, outreach and promotion systems. Besides, the interest rate charged by FIRVA
has been unduly low varying between 5 and 6 percent. This may not ensure
that funds are directed to the most productive activities. Besides, it may
also not prevent the loan fund frcL1 becoming decapitalized and overhead
costs may remain uncovered. Further, the 
current program provides loans for
8 to 10 years. 
 Experience with other intermediary organizations indicates,
however, that the most effective time period for initial loans should be
from one to six months. 
When clients pay back their initial small loans
they become eligible for larger amounts over 
longer periods. Finally, the
repayment rate on 
the FIRVA is at present around 31 percent, which is rather
low. 
It could be improved if self-monitoring groups of clients were 
formed.
 

4. Guinea. The government of Guine. created an employment advisory
service (the BARAF) in March 1987 to provide assistance in preparing bankable projects. Under this 
scheme, departing civil servants can use 
their
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severance pay as down payment to secure loans up to five times that amount
 
at favorable rates of interest. 
By August 1988, nearly 1,400 project ideas
 
had been presented of which 500 projects had been submitted for financing.

Although an evaluation has not yet been carried out, it is evident that the
 
scheme was not well designed. Some important iLsues, particularly, project

selection criteria, interest rate levels and indentive mechanisms to ensure
 
quick repayment, have received very little attention. It is expected that
 
banks will cut back loans because they envisage problems with repayment.
 

5. While the credit schemes described above have been based on tradi
tional approaches, the programs in Senegal and Ghana propose to involve
 
NGOs.
 

6. Senegal. International donors are playing an important role
 
together with local NGOs in assisting the government's credit schemes for
 
the newly unemployed. The Employment and Development Department of the ILO
 
is currently assisting in the creation of small-scale enterprises for those
 
made redundant from the public sector. ILO's assistance covers credit,

training and identification of new growth sectors. 
 USAID is Ulso providing

$2 million in separation payments for retrenched workers to establish small
 
enterprises. Discussions are on-going between the Bank and NGOs for organ
izing village communities which could form the basis for a community based
 
credit scheme eligible for borrowing from the traditional banking sector.
 
In this way the private sector at the grassroots level could be invigorated

by the infusion of credit. 
 The 	Bank would make the initial funds available
 
to community groups through the banking sector.
 

7. -Ghana. The credit scheme in Ghana also envisages involving NGOs in
 
assisting loan receiving entrepreneurs in the preparation of feasibility
 
reports, and in follow-up assistance for purchasing, financing and marketing

inputs and outputs. The beneficiaries will be the redeployed and other
 
unemployed. A $2 million scheme has been proposed. 
The funds will be chan
neled through the Bank of Ghana to 
local banks, who will appraise the loans.
 
A spread of 8 to 10 percentage points is proposed to be provided to the
 
banks to encourage lending to small-scale enterprises. It is expected that
 
the credit line will help set up 340 enterprises every year, and will help

generate 4,000 person years of employment each year.
 

8. Without such (and other) innovative approaches to eredit lending,

adjusting countries are 
likely to have limited success with their credit
 
schemes. Promising approaches to lending for the poor can be found in
 
India, Bangladesh and El Salvador.1 
 These countries have successfully

implemented credit schemes with one or more of the following unique

features: 
(a) heavy reliance on grass-roots organizations (cooperatives,

NGOs, neighborhood associations, municipal staff) to serve as a bridge

between borrowers and financing agencies; (b) little emphasis on implement
ing discreet and costly technical assistance programs; (c) reliance on
 
formal or informal group responsibility for loan repayments; (d) frequent

loan collection, preferably at the place of business of the borrower; and
 
(e) no subsidization of credit.
 

1/ 	The schemes in these countries have their limitations but they
 
represent the most successful approaches to the problems so far.
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9. India. The Small Scale Enterprises Project in Calcutta, India,
 
exemplifies the advantages of the NGO approach, especially in areas of loan
 
repayments and borrower identification. The SSEP2 sought out voluntary

organizations and, provided they were registered (which requires elected
 
leadership), briefed them about the program and encouraged them to identify

and pre-screen potential borrowers. With the help of the city metropolitan

staff, the projects were then appraised and loan application forms filed in.
 
Once loans were approved by the bank and disbursed, local organizations also
 
took an interest in repayment. In a few cases, loan collection itself was
 
reportedly contracted out to them for a 2 percent collection fee. This
 
innovation helped reducing arrears.
 

10. Bangladesh. The Grameen Bark in Bangladesh shows how the joint
 
liability approach can help achieve prompt and high repayment rates. A
 
borrower is asked to form a group of five people who would like to borrow
 
from the bank. Then loans are made to the two neediest and the bank directs
 
the remaining to keep watch. If the first two fail to start repay3ng their
 
loans, the bank will do no more business with any member of the group. If
 
after six weeks all payments are in order, two more of the group of five may

borrow. Finally, if all is in order, in six more weeks the leader of the
 
group may borrow. All five must keep up their repayments if they are to
 
continue taking advantage of the credit scheme. This model, based on group

guarantees, has proved an extremely efficient way of providing credit to
 
some of the poorest people (now almost exclusively women) without collater
al. A repayment rate of over 95 percent has been achieved. Another impor
tant feature of the Grameen Bank is the absence of a subsidized interest
 
rate subsidy. High repayment rates were achieved in spite of an interest
 
rate as high as 16 percent.
 

11. El Salvador. In El Salvador, women's participation in the credit
 
scheme accompanying the Small Business Support Component has been phenomenal

(over 78 percent of borrowers). This has been achieved by concentrating the
 
program in the largest and poorest settlements (government housing and
 
squatter areas), which have a higher than avcrage concentration of female
 
heads of household and where the majority of men work or seek work outside.
 
Concentrating on artisanal activities, which is a predominantly female
 
realm, also accounts for the high percentage of women's participation.
 

12. Such innovative approaches provide models for strengthening the
 
design of credit schemes supported under adjustment. They have proved that
 
the poor can be an excellent credit risk even in the absence of collateral.
 
They have also proved that creating new institutions and promoting a more
 
careful design of credit schemes can be much more effective than mere credit
 
subsidies, the predominant policy instrument so far.
 

Nutrition programs
 

13. Through effects on household income and purchasing power, adjust
ment can have a nutritionally negative impact on those poor people already
 
living on the margin. Nutrition programs offer a way to carry out tightly
 
targeted programs to cushion the shocks on the poor. Nutrition programs
 

2/ Interest rates were highly subsidized on this project.
 



- 4 

have been proposed in a number of adjusting countries. Some of them are
 
described below.
 

14. Bolivia. Under the ESF project in Bolivia. a number of targeted 
nutrition programs have been identified. A soup kitchen will be set up in 
Sucre's central market to serve the children who earn money through deliver
ing people's purchases. The target population is estimated to be 100 chil
dren of both sexes between the ages of 4 and 15. A fee of Bs 0.10 (US5 
cents) per day will be charged. In Santa Cruz, a day care centre now serves 
100 children from 4 months to school age in a poor neighborhood. In addi
tion to eleven hours care, the children receive breakfast, lunch and an 
afternoon snack and basic health checkups and care from the affiliated hos
pital. Efforts are ongoing to reduce the fee from Bs 1 per child per day at 
present to Bs 0.8 per child. As part of another program, a dining room with 
kitchen and money for food purchases to feed 70 children from toddlers
 
through primary age children five days a week will be provided. A fee is
 
charged but it is not paid frequently. Closer links to schools might be
 
desirable.
 

15. Sao Tome and Principe. In Sao Tome and Principe the World Food
 
Program (WFP) provides basic foodstuffs equivalent to one third the daily
 
wage for over 11,500 workers in a cocoa rehabilitation project and directly
 
distributes free lunches for 20,000 school children. Total employment will
 
amount to over 11 million workdays per year and cocoa enterprises are
 
expected to benefit from a stable supply of labor. WFP will fund $10.9
 
million and the Gcvernment $1.1 million over a period of four years.
 

16. A major problem with nutrition schemes is their ad hoc nature and
 
the lack of continuity. Apart from financial constraints, an important
 
reason for this, is that nutrition is largely seen as a consumption or wel
fare issue rather than as a development concern. Improvements.in nutrition
 
have to be sustained over long periods if they are to make any lasting
 
impact on the health of the target group.
 

17. India. The experience from the nutrition programs implemented in
 
Tamil Nadu could be valuable to strengthen the design of future programs.
 
These approaches have led to efficiently targeted programs and have proved
 
cost-effective so that the length of time for which they are operational can
 
be increased without a rise in resources. The Bank sponsored Tamil Nadu
 
Nutrition program is an example. By stimulating enthusiasm for the program,
 
the scheme relied on women's groups to help with the task of preparing food
 
supplements, thus reducing administrative costs substantially. Another
 
major departure from earlier programs was that the number of components in
 
the project were limited. Nutritional supplements were directly provided to
 
'low-weight children between the ages of six and thirty-six months in six
 
districts with the lowest caloric intake. The recruitment and training
 
procedures for supervisors and workers were also carefully designed.
 

18. Colombia. The Integrated Nutrition Improvement Project in Colombia
 
is another replicable approach. Health posts were designed as a conduit for
 
nutrition surveillance and delivery of integrated nutrition/health services.
 
The simultaneous delivery of health and nutrition services was not only
 
found to be compatible but also seemed to have a significant synergistic
 
effect.
 

http:Improvements.in
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Public Works
3
 

19. A number of adjusting countries have initiated public works in
 
order to create employment for the newly unemployed and the chronically

unemployed. Han7 of them have aimed, simultaneously, at building infra
structure. Food aid or internatioaial grants have generally been used to
 
finance public works projects. Some schemes are described below.
 

20. Madagascar. Under the E4SAP in Madagascar, targeted labour inten
sive employment generation projects are intendRd to be undertaken. The
 
objectives of this component are (i) to increase incomes by employment

generation in economically disadvantaged areas; (ii) to provide a temporary
 
source of income to employees losing their jobs because of public enterprise
 
closures or restructuring: and (iii) to provide jobs through the development
 
of regional, economically sound infrastructure, particularly roads, using

HIMO (i.e labour intensive) techniques. The proposed EMSAP would finance
 
the coztstruction or rehabilitation of rural roads in those counties where
 
the agricultural employment opportunities are limited by the low availabil
ity of arable land per inhabitant. The EMSAP would also support the
 
development of criteria and parameters for construction of other rural
 
infrastructure, such as irrigation and well sub-projects. Further, the
 
EMSAP would provide resources to the Public Works Training Centre (CATP) to
 
expand the training programs on labour-based methods, quality control, and
 
operation and maintenance of equipment for small domestic contractors.
 

21. Bolivia. In Bolivia the Emergency Social Fund (ESF) provides a
 
mechanism for identifying and funding public works programs within a short
 
time. The administrative structure created to implement the program has
 
some interesting features: (a) objectivity in project monitoring is to be
 
ensured by entrusting supervision and monitoring of public works projects to
 
a state institution which is not the direct executing agency; (b) project
 
execution is the responsibility of groups that are likely to porsass useful
 
local knowledge such as public or private entities, cooperatives, community

units, civic, military or religious groups or associations expressly con
tracted for the purpose; and (c) in order to enhance government support to
 
the projects and ensure their maintenance, completed projects are to be
 
transferred to appropriate public entities who are expected to 
assume
 
responsibility for their administration.
 

22. Ghana. Under the PAMSCAD in Ghana, food-for-work (FFW) projects
 
are to be initiated to provide employment to the rural unemployed, and to
 
help-build and rehabilitate the economic and social infrastructure of rural
 
communities. The projects that will be selected for the FFW program will be
 
in the areas of agriculture, construction, water supply and infrastructure
 
development. 
 The program is intended to support labour intensive work
 
projects with food rations to be paid to workers and with tools and mater
ials provided for the completion of the individual projects. There will
 
also be an education and training component to train workers in basic
 
nutrition and sanitation, and in areas directly associated with the Work
 

3/ 	Public works are defined as special employme:t augmenting schemes for
 
the poor which simultaneously aim at infrastructure building. They are
 
distinct from infrastructure projects executed by the government which
 
have as their primary goal the creation of public utilities.
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that they will be doing such as construction and agricultural skills. The
 
support of local NGOs will be sought for implementation. The food rations
 
will benefit 8,000 families for a period of six months each.
 

23. Also in Ghana, a Priority Public Works project (PWP) is intended to
 
generate 10,000 urban jobs over a two-year period.4 Thi3 is a central com
ponents of the PAMSCAD (the only one whose implementation has started) and
 
is financed by IDA (63 percent of project costs). Responsibility for
 
project implementation would reside with the Ministries of Roads and High
ways and the Works and Housing. These ministries in turn will report to the
 
PAMSCAD secretariat which will monitor the overall project implementation.
 
The main problem with this program is likely to be that the short-run
 
implementation capabilities of existing agencies may be 
over extended, lead
ing to implementation delays and the breakdown of supervision and financial
 
control. Close monitoring of critical project activities will be essential.
 

24. Typically, public works projects have faced the following problems:
 

- The urgency to maximize employment has prompted countries to
 
adopt highly labour-intensive employment programs and build
 
relatively poor quality infrastructure. This may be detrimental
 
to employment creation from the long-term perspective. Under the
 
FFW project in India,5 for example, the ratio of wages and mater
ials was rigidly set at 50:50. This resulted in the creation of
 
non-durable assets for the sake of some 
additional immediate
 
employment. With the requirement that local manpower should
 
account for at least 60 percent of the total cost on ESF public

works projects in Bolivia, a similar performance as in the Indian
 
FFW project may be expected.
 

- Short term considerations or interference in project design and
 
implementation from vested interests often lead to weak spatial

planning (roads may be built in areas where no economic activity
 
is possible) and temporal planning (erosion works may be under
taken after the monsoons). The result is that low priority works
 
are initiated.
 

- Public works generally tend to worsen the relative access of the
 
poor to assets because the ultimate benefits go disproportionate
ly to those having the maximum land close to an irrigation canal
 
or the best access to new roads. This may still, however, be
 
desirable since absolute welfare in the economy improves: the
 
poor become better oft with none becoming worse off. What is
 
important, though, is whether the position of the poor improves
 
to an extent that justifies the costs of the project. Could some
 
other way be designed which could give the same benefit to the
 
poor and generate the same (or better) assets at lesser cost?
 

4/ 	Major projects under infrastructure rehabilitation and maintenance will
 
be: drainage, road works, traffic management, sewerage and street
 
lighting. House construction and servicing of land for sale to
 
organizations for low income housing will be the other projects.
 

5/ 	The FFW project in India was initiated in 1977. National food stocks
 
were utilized for payment of wages on the projects.
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- The level of wages on public works may also create problems. A
 
low wage ensures sharp targeting by attracting only the very poor
 
but defeats the purpose of the program which is to help the poor
 
to achieve a reasonable level of living. On the other hand, a
 
high wage, besides attracting the non-poor, creates pressures on
 
the budget and may not permit the creation of a sufficient volume
 
of employment.
 

25. In order to strengthen the contribution of public works to-the
 
creation of productive assets and to the purchaiing power of the poor, apart

from more attention to the above mentioned issues, the following measures
 
will be desirable: emphasis on projects of direct and lung term interest to
 
the target group; the !atter's full involvement in all phases of the pro
jects; strict supervision of labour recruitment and of project site opera
tions; ensuring high labour productivity through use of a sufficient quan
tity of capital equipment; greater attention to maintenance of assets once
 
created; a strong control and performance audit function from the centre;
 
regular monitoring and impact evaluation to test cost effectiveness and
 
viability of projects; and careful selection of the wage level. •
 

26. Given the government's scarce administrative capacity, mobilizing
 
the organizational capacities of local communities and NGOs is one way to
 
improve the effectiveness of public work programs.
 

Retraining
 

27. Retraining schemes have been envisaged In a number of adjusting
 
countries- for those rendered unemployed by public sector contraction. CAR,
 
Ghana, Guinea Bissau, Senegal, Gabon, Sao Tome and Principe, Togo and Mada
gascar have tried to provide retraining facilities to those dismissed from
 
the public sector to facilitate their absorption into other expanding
 
activities. Some countries have also proposed these schemes for the chronic
 
poor. The Retraining schemes in Ghana and Madagascar have already been
 
designed and are described below.
 

28. Ghana. In Ghana the retraining scheme under PAMSCAD will provide
 
simple, brief training courses for the retrenched and other unemployed to
 
upgrade their skills and to help them market their skills for self-employ
ment or employment in the informal sector. Phase I of the proposed scheme
 
will entail training of the people retrenched in 1987, through on-the-job
 
training in private enterprises and through part-time courses at training
 
institutes. Phase II of the project will involve an evaluation of the
 
relevance of the existing training programs; brief training of trainers and
 
redesign of courses; and training of the next batches of redeployees. In
 
order to strengthen the design of courses, consultants will identify the
 
skills that are likely to be in demand and identify projects where employ

6
ment opportunities are likely to emerge. Consultants will also investigate
 
the prospects for on-the-job training.
 

29. Many of the training institutes already have counselling and place
ment units and additional counselling and placement centres will be created
 

6/ 
Some simple projects have been prepared and the Small Scale Industries
 
Board has identified 200-300 projects for suitable enterprises.
 



to help the trained redeployees and other unemployed by providing informa
tion about job prospects. There will be a special emphasis on assisting
 
groups of trainees to use their compensation payment as well as the special
 
credit line for establishing small-scale enterprises. Efforts will also be
 
made to mobilise the support of NGOs who are already providing investment
 
promotion and extension services in the informal sector. 
The total cost of
 
training the redepl-yees is estimated at about $4 million over the three
 
year redeployment period.
 

30. The primary problem with this project is likely to be that the
 
skills provided in the training courses may not be relevant to existing or
 
emerging employment prospects. In addition, the quality of training may be
 
poor due to lack of funds, equipment, logistical suppoL,; and qualified staff
 
in the institutions that will carry out the programs. 
 Unless these problems
 
are addressed, the training scheme in Ghana and other similar schemes are
 
not likely to have the intended long term impact.
 

31. Madagascar. Training schemes have been designed for the newly

unemployed in Madagascar. It is estimated that 30 percent of the laid-off
 
workers would not use the training programs; two-thirds of those would
 
retire or leave to seek different opportunities; and the remaining one-third
 
would be provided with immediate employment opportunities following the
 
interview process. 
Two types of training programs would be initiated for
 
the remaining 70 percent laid-off workers: (a) on-the-job-training and (b)

retraining through specialised institutes.
 

32. On-the-job-training: Approximately 15 percent of the remaining

laid-off-workers would be placed in enterprises for retraining for a period
 
not exceeding six months. Their salaries during retraining would be shared
 
equally by the enterprises and the Ministry of civil service and labour
 
(MFOP), for a total not exceeding two minimum salaries. The enterprises

would be raid a retraining fee under a standard retraining contract. The
 
average cost of retraining per worker, including the salary, is estimated
 
at $480.
 

33. Retraining through specialized institutes: These programs would
 
absorb 85 percent of the remaining laid-off workers. The government has
 
prepared an action plan to strengthen the training institutes and programs
 
offered by the Chambers of Commerce and the professional schools. The
 
objective of these programs is to help laid-off employees acquire expertise
 
that increases the likelihood of their finding employment elsewhere in the
 
economy, including in the informal sector. The employees would receive the
 
equivalent of a minimum salary during the retraining period for a maximum of 
six months. The average cost of the retraining program per worker, includ
ing the salary is estimated at $800.
 

34. The Madagascar scheme is designed well but administrative and 
financialproblems could hinder effective implementation. 
Problems may also
 
arise if the original assumptions about the numbers wanting to opt for the
 
various options prove inaccurate. Already. it is expected that due to the
 
recent surge in employment in the labour-intensive clothing business, on
the-job retraining may well absorb a greater proportion of the laid-off
 
workers than the originally anticipated 15 percent.
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35. Ideally, every training program should have a system through which
 
information about the leaning capacity of the trainees and the needs of the
 
economy are fully assessed. There must also be mechanisms to assess the
 
progress of the trainees during the training period and there should be
 
follow-up after completion. Some approaches to training programs that have
 
evolved in recent years, incorporate some of these features. Adjusting

countries would gain by introducing the novel features of these approaches

into their programs. The Mexican manpower training project and the BRAC
 
training scheme in Bangladesh are two replicable models. They are-d&scribed
 
below:
 

36. Mexico. The proposed Manpower Training Project in Mexico aims at
 
reducing the social cost of adjustment by increasing labour productivity and
 
by training workers for jobs which exist or are 
likely to emerge as a result
 
of adjustment. By doing so, it simultaneously aims at reducing the human
 
resource constraint to economic growth. 
The project envisages improving and
 
expanding the already ongoing Bank supported pre-training, in-service and
 
re-training programs by introducing the following important features:7
 

- the selection of trainees on the basis of new criteria designed
 
to identify the most trainable and motivated candidates in order
 
to enable the poorest of the unemployed to be retrained;
 

- introdiction of an innovative and very selective use 
of stipends
 
to trainees;
 

- the involvement of concerned enterprises as cost-sharers and
 
program designers and implementators in order to ease the finan
cial and administrative burden on the government; and
 

- strengthening labour market and manpower monitoring to ensure
 
that marketable skills are imparted to the unemployed.
 

37. Bangladesh. In Bangladesh, BRAC (Bangladesh Rural Advancement
 
Committee has developed a promising system combining group formation and
 
training in practical skills, functional literacy and numeracy. Simple

functional skills such as rudimentary literacy and numeracy are essential
 
both to enable sound decision making and,to prevent exploitation by more
 
powerful groups. The need to give extension workers in-depth knowledge

about the problems of the poor and to develop flexibility to adjust to the
 
learner's learning capacity, has been recognized and will be given atten
tion.
 

Severance payments
 

38. Compensatory cash payments have been proposed to compensate

retrenched public sector workers in several adjusting countries. These
 
payments are meant to prevent standards of living of dismissed workers from
 
falling below socially acceptable levels during the period of transition
 
while they find another job. The amount of compensation has in most cases
 
depended upon the number of years of service and the grade attained at the
 
time of retrenchment.
 

7/ 	The Bank has two successful projects which have provided training and
 
have aimed at facilitating self employment as well as employment in the
 
formal sector, have had a favourable experience.
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39. Different methods have been adopted to finance these severance
 
payments. In cases where staff reductions have coincided with divesti
ture/privatisation of public sector organizations, funds from the divesti
ture/privatisation have been used. 
In other cases, governments have relied
 
on their own national budgets and (or) on financing from international
 
donors.
 

40. While severance pay schemes in most adjusting countries are still
 
under preparation, the schemes in Ghana, Togo and Guinea have started and
 
are described below. The scheme in Madagascar ie in the late stages of
 
program design and is also described below.
 

41. Ghana. A civil service census undertaken by the government of
 
Ghana in 1986 revealed a large concentration of civil servants in the lower
 
strata of the civil service. This group became the target of the 1987
 
staff reduction exercise. 8 The compensation package designed for those who
 
would be retrenched comprised: (i) severance pay equivalent to four months
 
of gross terminal salary and (ii)end-of-service pay equivalent to two
 
months of gross salary (at the time of termination) for each year of 
uninterrupted public service. The goal was to reduce the size of the
 
teaching and non-teaching staff of the Ghana Education Service (GES) and
 
the civil service by 15,000 people by the end of 1987. A further r!duction
 
of 15,000 was planned for each of the following two years, 1988 and 1989.
 
The Redeployment Management Committee (RMC) under the Ministry of Mobiliza
tion and Productivity was given overall responsibility for managing the
 
scheme.
 

42. So far the targets have not been fully achieved but progress has
 
been good. By May 1988, the secretariat had released and paid over 12,000
 
surplus staff. Only around 25 percent of the retrenched had, so far,

expressed a desire to avail of the government's redeployment scheme imply
ing thereby either that the severance payments had been generous or that
 
they were able to find alternative employment fairly easily.
 

43. However, since the program depended on the existing administrative
 
structure for its implementation, there had been bureaucratic delays.

Information from the retrenched employees about the choice of future voca
tion (retraining or redeployment in agriculture) was not forthcoming at the
 
desired speed. 
 Delays had been caused mainly by lack of finance, transport

facilities, office equipment and relevant documentation about the affected
 
persons. Another area of concern is that out of the total cost of the
 
compensation package for the 1987-89 period (which was estimated at $50
 
million for the civil and teaching service alone) only one-fifth of the
 
expenses would be financed through the PAMSCAY) and it was not clear where
 
the remaining amount would come from.
 

44. Togo. Proceeds from divestiture/privatisation were used to
 
finance compensation packages for the retrenched. While proceeds from the
 
sale of assets have in many cases been sufficient to cover the severance
 

8/ 	The target groups identified for retrenchments were: (a) labourers,
 
cleaners, charwomen, drivers, stewards, cooks, porters, sweepers,
 
messengers, security personnel and analogous grades and (b) clerical
 
officers, secretariat personnel, store officers and analogous grades.
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payments, the outstanding debt of the former enterprises, originally

contracted directly on their behalf by the government or under its guaran
tee, remains with the government. The retrenchments have not been large

because no closures of enterprises were undertaken. The few who lost their
 
jobs were able to find alternative employment either in the public or pri
vate sector. 
The social cost of adjustment arising from privatisation has
 
been relatively small.
 

45. Guinea. Voluntary departure bonuses have been given to departing

civil servants. The bonuses are equivalent to five years of salary with 30
 
percent of the payment being made upfront and the remaining over 20 months.
 
Those with bankable projects have received access 
to loans at favourable
 
rates. The severance pay scheme has proceeded fairly smoothly so far,

although, a civil service pay roll roster that should have been drawn up

before the retrenchments were effected, is only now being prepared. 
In the
 
absence of such a roster it may not have been ensured that the most cost
effective decisions were taken and that the dismissed civil servants did
 
not reenter public sector employment through the back door.
 

46. Madagascar. In Madagascar, the redeployment fund out of which
 
severance payments are to be made will be managed by the Ministry of
 
Finance and Ec.inomy, 
on the basis of inpuzs from the Ministry of Civil
 
Service and Labour which has conducted a survey on the numbe., regional

distribution, qualification, seniority and salary of the employees likely

to be affected over the next two years. 
 The average severance pay cost per

worker (including advance notice, unemployment benefits and accumulated
 
leave) is estimated at $350 equivalent. The redeployment fund will be
 
financed out of the government budget. The IMF has agreed to a special

allocation for this purpose in the framework of the ongoing stand-by
 
arrangement.
 

47. The EMSAP proposes to develop a job-related referral service for
 
workers being laid-off. 
The referral service would offer information and
 
urientation services, about job openings and training options. 9
 

48. Administrative problems are likely to delay or distort the
 
implementation of severance pay schemes. 
 In view of the weak central
 
institutional mechanisms to implement, co-ordinate and monitor severance
 
pay schemes, they would be more successful if local public bodies assumed
 
some responsibilities such as maintaining records about retrenched workers
 
and calculating the amounts due for compensation. Financial arrangements

will.also need to be put in place to ensure prompt implementation of these
 
schemes.
 

Resettlement in agriculture
 

49. Countries with a comparatively low pressure on land have proposed

to mcbilize the newly unemployed towards agriculture. Guinea Bissau,
 
Mauritania, Sao Tome and Principe, Ghana and CAR are some 
examples. The
 
schemes in Ghana and Mauritania are in advanced stages of designing and are
 
described below.
 

9/ The training scheme is described in paragraphs 32-35 above.
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50. Ghana. In Ghana, the resettlement project has recommended that

food aid and extension services be provided to enable 9600 redeployees and
 
other unemployed to move into unused but arable fields in 19 locations In
 
7 regions. Food aid available for a year will enable these families to
 
sustain themselves until they have cleared the land. grown accustomed to

agricultural practices, and have grown sufficient food. 
This will facili
tate the mobility to agriculture - the prime growth sector under the econ
omic recovery program. 
The project is expected to cost $6.3 million, of

which $5.3 million will be in food and it is expected that 48,000 individ
uals will benefit. The scheme also envisages t-! provision of inputs and

extension services (i.e. providing information about the correct use and
 
application of farm inputs and the more efficient farming practiccs).

Group lending will he encouraged by facilitating groupings of between 10 to
 
15 farmers.
 

51. Mauritania. In Mauritania, the government intends to he1D re
trenched SNIM (Societe National Industrielle ct Miniere) workers to use

their severance pay to resettle as private farmers in the South. Vast 
areas have become irrigable in the South maki.g agriculture a profitable
venture. The government is to work cut tenurial arrange":!nts by which the
land can be transferred to this new group but this is likely to prove

difficult.
 

52. Apart from difficulties of moving urban civil servants into
 
agriculture and resettling them into rural areas, there is the question of

whether the land made available for distribution (abandoned coffee planta
tions as in CAR or land not currently in use as in Sao Tome and Principe)

is of a quality that will enable profitable farming. If the land distri
buted to the poor is insufficiently fertile. this measure is unlikely to
 
have lasting beneficial effects. 
 Besides, as the scheme in Mauzitania has
 
proven, t distribution of land to *outsiders' is likely to meet with
 
resistance from existing vested interests. Target groups may find it
 
increasingly difficult to acquire and retain the newly distributed lando.
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SUMMARY
 

In recent years 
a great deal of work has
analysis and design of economic Policies been done on 
the
to support 
the new emphasis In
 
development strategies cl policy reform and adjustment.
this effort un 
 In comparison with
how best 

the substance of economic policy, however, knowledge about

to strengthen the institutions in developing countries responsible
for those policies is less developed. 
 We do not yet have adequate


knowledge or fully appropriate operational techniques to improve the

management of economic policies--that is, to build up government structures

implementation, and in particular to make sure that sustained rather than
 

and processes to support effective economic PO.cy-making and
episodic policy improvements 
occur. 
Developing the Institutional capacity
 
for timely and flexible policy response is clearly central to successful

policy reform and structural adjustment, but the 
sophistication of policy

analysis has not yet been matched with corresponding knowledge about how to
 
assist governments to strengthen and Institutionalize 
their own
of policy decision-making and implementation. 

processes
 

This paper is
institutionalizing a preliminary effort to bring the issue of
policy capacity into sharper focus, and to suggest ways
 
of improving approaches to adjustment lending, public sector management

assistance, and economic analysis in support of policy reform.
Intended to increase 
 It is
awareness of the institutional and political
factors in economic reform, and to 
indicate how these factors may be better
dealt with.
 

The paper deliberately separates policy management from the more
 
general business of government by concentrating
functions and 
on on economic management
the state agencies critical to policy reform. 
 This


P selective approach may well imply acceptance ofinstitutional 
 some transitional
costs as a result of assigning lower priority to broader
 
institutional problems and routine administrative functions, but these
costs are justified by the urgency and leverage of better policy
performance. 
The approach here stands in sharp contrast to that of
 
conventional public administration reform, which has had indifferent
success and is generally not sufficiently timely, focussed or powerful to
 
have 
a significant impact on the performance of economic policy

Institutions. 
The paper focusses on the institutional dimnnsions of the
 
economic policy process essentially by asking three questions:
 

- What are thekeE 
monents
of policy decision-making? This
provides a rough checklist of the functions which governments,
policy institutions need 
to perform, and which external
assistance should seek to strengthen and make more disciplined
within recipient countries.
 
Which Institutions control critical aspects
or phasesof the

Policprocess? 
This involves tracking the policy process
through the institutional structure, identifying weak points or
 bottlenecks in the flow of essential decisions, and devising
appropriate action. 
 This "policy process analysis" must identify
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specific units or parts of institutions which are involved in 
policy formulation and implementation, rather than entire
 
ministries or agencies.
 

How can different policies be managed in ways which are less
 
institutionally inteaisive or demanding? Since economic policies
differ widely in 
the demands they impose on a government's 
administrative capacity, it is important to assess the extent to 
which markets or market signals can substitute for 
administration, the degree of central control essential for
 
effective policy formulation and implementation, and the range of

public agencies and interest groups with a stake in the relevant 
policy decisions. Administrative intensity 
can vary in several
ways: number of agencies involved, therefore complexity of 
coordination and management requirements; size of operation,

therefore numbers of staff and cost of adndnistration; and 
sophistication of operations, demanding different mixes of
 
high-level and more routine technical and managerial skills. 

These questions must also be viewed in political context. There 
needs to be 
more systematic understanding of the political process as it
 
affects policy reform. Judicious choice and timing of 
policy

recommendations and 
institutional interventions 
can take account of the

political life cycle of governments, the institutional alliances and 
differences always present within governments, and the political interests
 
to which different decision-makers respond.
 

The paper draws for illustration on experiences in several 
areas
of economic management--public investment decision-making, debt management,

exchange rate and trade policy, and economic policy coordination. While 
assistance by the World Bank and others for reform of these functions is
 
mostly very recent, the cases cited demonstrate the importance of the 
institutional arrangements for policy management, and indicate ways in
 
which the Bank is 
learning to deal more systematically with constraints in
 
this area. In many instances this 
involves gradual progression from
 
limited initiatives to more ambitious ones--e.g., assistance with planning

methodology in Zambia leading to broader reforms of budgeting and planning

arrangements, or support for better debt management in Thailand helping to 
promote institutional changes which have tightened policy coordination

between central bank, finance, budget and planning agencies over public

investment and budgetary decisions 
as well as over borrowing policy.
 

As these examples demonstrate, coordination of economic policy is a difficult institutional challenge. It is an intensely political issue,
but is usually too complex and detailed to be dealt with effectively at
Cabinet level except for a very few major decisions. At the same time,

bureaucratic interests often make it difficult 
to secure effective

coordination at the technical level, except over very limited crisis 
periods when 
these can usually be over-ruled. Successful intervention
 
therefore needs to 
combine persistence with a degree of opportunism--i.e.
 
persistence in drawing attention to 
the problem and putting forward

possible solutions, and opportunism in building on whatever coordination 
mechanism present themselves, even if flawed 
or partial.
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The paper suggests several implications for countries undertaking

economic reform programs, and for international agencies assisting in their
 
esign and financing.
 

First, institutional requirements need to 
be more systematically

addressed in the analysis and design of policy reform programs, specifying

the framework of policy management in each case, and the organizational and

other changes necessary co effect the policy improvements sought. This

entails a change from an institution-centred approach (e.g., "weaknesses in
organization, staffing and pvocedures of Ministry X") to a policy-centred
approach (e.g., "through which specific crganizations, people and processes

is Policy Y.formulated, decided and implemented, and how should each of
 
these be changed?").
 

Second, given the long time horizon and political sensitivity of

these changes, there needs to 
be a careful sequencing of institutional
 
reforms, dealing first with the most urgent and tractable policy management
issues, and then gradually broadening to tackle the underlying structural
 
constraints. External assistance can then be designed 
 to match thesephases of policy-centred institutional reform--by degree of urgency and/or
feasibility, and (in the 
case of the World Bank) by an appropriate

combination and sequencing of lending instruments such as structural 
adjustment and sector adjustment loans, and by public sector management and
 
technical assistance projects. 

Third, technical assistance for strengthening economic policy
management should concentrate on specific policy management problems rather 
han provide general institutional support; should use assistance primarilyco institutionalize national rather than expatriate policy expertise; and 
should include activities 
to educate potential policy-makers and to broaden

the informed policy community. Such approaches require careful 
calibration
 
to the circumstances of individual 
countries. 
 In some more advanced
 
countries, for example, it may be feasible 
to concentrate on supporting

quasi-independent policy institutions which have good access 
to
 
policy-making. In other circumstances, however (such as 
those obtaining in

much of Africa), assistance has to be concentrated in the shorter term on

building up the day-to-day policy capacity of government agencies, and on
 
providing incentives and logistic support for this capacity to become

institutionalized: 
 establishing centers of high-quality policy analysis

and innovation should however remain an important objective.
 

This perspective on the institutional dimension of policy reformdoes not imply an abandonment of traditional institutional development
efforts, which remain important. But a major effort to develop assistance

for policy management will entail difficult choices for decision-makers in
aid agencies, particularly in selecting countries whichon to focus effort, 
committing the resources necessary to maintain that effort 
over some years,
and accepting a degree of risk from changes in institutional and political

conditions. It is also important to note that good work in 
these areas is

staff-intensive, requiring detailed knowledge and sustained commitment of 
design and supervisory time and effort by operational staff. Particularly
in African countries, for example, a case can be made for increasing Bank 
taff's direct support to 
governments to strengthen policy performance, and


for acknowledgement of 
a staff technical assistance role in improving

policy processes which is often perceived within member countries 
as both
 
more authoritative and 
more accountable than expatriate consultancy.
 



The conclusion is that the Bank and other agencies should make
 
the institutionalization of economic policy reform a cornerstone of
 
institutional development work. This requires a more systematic focus on
 
the institutions necessary to support better economic policy performance--a 
focus which is justified by its importance and urgency, and by the
 
indifferent record of improving policy capacity through broader processes 
of administrative reform. There has in the past been a relative neglect of 
the institutional dimension in policy reform efforts and, conversely, a 
neglect of the policy function in most approaches to ir.stitutional 
development and public administration.
 

The approach should be policy-centered rather than 
institution-centered--that is, it should aim at improving the effectiveness
 
of key processes of economic policy decision and implementation, and not 
merely at generally strengLhening agencies which deal with only part of a
 
particular economic policy problem but which deal with many other, 
lower-priority, matters as well. Assistance should be concentrated on
 
direct support for national cadres of policy personnel,* and on carefully 
designed policy work programs within recipient agencies.. The main
 
operational responsibility has to be assumed by specialist staff working on 
public sector management, an area to which the donor community has been
 
devoting increasing attention. Support for economic policy reform should 
be a central component of their work, and should be closely coordinated 
with the external financing of adjustment programs. 

There is also an important role for bodies such as the UN 
regional economic commissions, the Economic Development Institute (EDI) of
 
the World Bank and others, to provide a forum for broadening and improving 
understanding of the management of economic reform at senior levels of
 
government. EDI, for example, is playing an increasing role in developing
 
policy analysis capacity--through its senior policy seminars, its support
for national and regional training and development institutions, and its 
growing program of activities in economic management and development 
administration.
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Chapter 2: 
 Some Principles for Designing Organizations

for Rural Development Projects
 

J;
 

2.01 Our task now is 
to relate the design problems encountered in
the interviews within the Bank to the emerging theories and experiences
of the design specialists. 
We will attempt to produce a conceptual

framework that will enable us 
to develop a more systematic approach to
organization design. 
 Finally we will try to draw out implications for
 
the Bank and Borrowers.
 

Conceptualization of Organizations
 

2.02 
 A first problem lies in the models we use to understand organizations. 
Ackoffl/ has pointed out how our concepts of organization have
shifted from machine models, through models of organisms and now to more
complex social systems models. 
The Machine Age was characterized by an
explosion of knowledge in the physical sciences. 
 Its enormously successful
application of sdience and technology, from the Industrial Revolution to
the placement of the first man on the moon, has given us 
tremendous confidence in the analytical paradigm at the core of Machine Age thinking. 
In
the physical sciences all relationships were potentially knowable and
measurable. 
We could take any problem, break it down into its component
parts, understand each part and its structural relationship to all other
 parts and we could understand the whole. 
 This is how we design machines
 
and solve the problems we have with them.
 

2.03 
 We have extended this thinking to the design of our social organizations. 
Humans are the parts, their interrelationship is standardized
 
through routinization, job descriptions and bureaucratic rules and regulations. However, the variable human being somehow resists or 
defies such
programing. 
But the Machine Age analysts continue their refrain: "If
only we could find the right structure for the right situation and mix of
personalities, knowledge and skills, 
then how much more effective we
 
would be."
 

2.04 
 Ackoff argues that the Machine Age has given way to the Systems
Age and analytical thinking is no longer enough to tackle the major problems: we need more "synthetic" thinking. Our problems do not come in
simple unitary entities; they come in huge clusters or "messes." 
 The solution of any problem tends to give rise to whole new sets of problems to be
solved. Synthetic thinking demands that we 
take an "expansionist" view of
problem solving and systems design. 
We must begin looking for solutions
outside the boundaries of the problem or system and bring the environment

into equal predominance with the organization. Synthetic thinking attempts

to understand the problem or organization as a whole operating in complex
interrelationship with its environment. 
Analytic thinking tends to 
concentrate on the internal environment to the exclusion of the external.
 

I/ R. L. Ackoff, Redesigning the Future. 
John Wiley, 1974.
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2.05 
 Finally, synthetic thinking recognizes that the interrelationships between parts of a problem or organization and its environments are
so 
complex that simple cause-effect relationships are almost impossible
to trace. 
No event is the single cause of any other event. 
 Events
together with a particular state of the environment "co-produce" rather
than cause other events and other states of the environment.
 

2.06 
 The move from the more classical infrastructure projects to the
newer rural development type projects makes demands
to on project designers
think both synthetically and analytically. 
The typical infrastructure
project required tight definitions of project boundaries, clear definitions
of the parts, and a structural definition of how the parts were 
to be
related in the unfolding of the project. 
Using analytical thinking, the
typical design outcome is 
a Project Unit, controlling most of the resources
needed for implementation. 
It has all the advantages of machine design
principles. 
Clear boundaries are 
set around the problem and the major
project effort takes place within these boundaries. 
The unit operates as
autonomously as 
possible. 
 It attempts to control all necessary resources
for project completion. It specifies all parts needed and the required
structure of their interrelationship before project start-up. 
 Criteria
for success are based on 
the closeness of adherence to the blueprint. The
larger the physical component of a project, the more such a priori knowledge is likely to work out in practice; the more the project relies on
the interrelationship of human motivations, perceptions, and skills, the
less the project design is subject to such a priori blueprinting.
 

2.07 
 Evaluation of the more traditional projects is relatively easy
the physical output is achieved in some measurable degree, the output is a
direct result of the inputs and the design of the methodology. However,
the newer projects, as illustrated by Lilongwe, are not so 
easy to evaluate.
The project produced a different "state of the environment." The design
effort linked with other efforts to co-produce new sets of relationships,
new capacities. 
Cause and effect relationships were 
too complex to trace.
The participants were unable to explain or justify them in a systematic way.
 

2.08 
 Thus, in the newer multi-sectoral projects success is determined
not so much by the most logical or efficient arrangement of internal organization and resources but by an appropriate co-ilignment with external
agencies. 
Project success depends on actions taken bylocal, regional,
and nationalgovernment agencies, private business and religious groupst
and - most of all 
- the project beneficiaries.
 

Human Resources
 

2.09 
 A vecond problem results from our focus, in the process of organization design, on the production of physical and material resources.
Emerging design concepts stress equally the development of human resources
and community capabilities. 
 Designs emerging from analytical models have
encouraged human passivity and dependence. New designs stress the need
for people to becomeiuvolved in and committed to what they undertake in
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the comnmunity.l/ Under these conditions productivity has risen in places

where older approaches have failed.
 

2.10 Organization design that stresses human resources and community

capability finds ways to 
increase the control of all participants over their
 
environments and gives them greater choice of action consistent with their
 
own motivations, perceptions; and skills. 
 Knowledge rather than resources

becomes the key to development. 
Ackoff 2/ has pointed out that development

is more a matter of competency than wealth. 
A man can build a better house

if good tools are available to him. 
On the other hand, a fully competent

man with a wide range of skills can build a better house with whatever tools
 
are available to him.
 

Inter-organizational Relations
 

2.11 
 The third major problem is that organization design practitioners

have tended to focus their attention on the single organization (as opposed

to groups of them which may be mutually dependent). Much of the criticism
 
of bureaucratic systems stems 
from :heir inability to adapt to changing

environments. 
Perhaps the failure lies as much in our social structure

that expects too much of the single organization. We have not found ways

to link single organizations to others into supportive structures that
 
direct their energies toward commonly shared goals.
 

2.12 That such inter-organizational support structures can be generated

has been amply demonstrat&d by Trist and others.1/ 
In Jamestown, New York,

in an economically declining community, institutions 
(i.e., private businesses,

labor unions, and the municipality) which have been traditionally regarded as
inimicably opposed to 
each other were brought together in cooperative approaches.

Labor-Management Committees 
were formed, companies in difficulties have been
 
salvaged and new industry attracted.
 

Conclusion and Diagnosis
 

2.13 The design of new organizations ot redesign of.existing ones
for 	the achievement of rural development goals is a difficult Indeed,matter.
the-Bank seems to be operating at the leading edge of knowledge of organizationand 	management theory. The problem is not so much one of application of knownmanagement techniques, but the development of ones, ornew the recombination 
of known elements into new approaches. The task entails no less than the

development of a new conceptual framework that would encompass the major

dimensions of the World Bank's learnings. The framework would provide prac-.

titioners with reference points against which they could chart their own ex
perience and would provide a common base and language upon which to build
 
new knowledge as it was gained from experience with new projects. This is
 
the 	objective of the second part of this paper.
 

l/ 
E. L. Trist, "A New Approach to Economic Development: an American
 
Experience." Linkage TWO. 
 Tavistock Institute, London, 1978.
 

2/ 	R. L. Ackoff, Draft chapter on Development, based on Mexican experience.

University of Pennsylvania, August 1978.
 



-8-


Part II: A NEW FRAKEWORK FOR ORGANIZATION DESIGN 

Chapter 1: 
 Organizing the Project Environments
 

3.01 
 One of the major findings of this study was that many of the
problems labelled "management" are really problems of design. 
Many of the
factors that influenced management perforuance were not in fact subject to
management control. 
This finding supports those of "The East African Problem
Projects Review, fall 1978" which noted:
 

"It has become evident with experience that 'management' hasvarious dimensions. 
At one 
level it can mean the ability to
organize and plan project activities efficiently, get the inputsto the farmers on time, deploy staff resources well ....Increasingly, however, one is aware that the broader environment
in which management functions is also a factor.... 
 The socilo/
cultural environment of the project area determines how rapidly
innovations will be accepted, how much cooperation is given to
project personnel, how project objectives will be perceived by

the intended beneficiaries."
 

Considering that a surprisingly low percentage (10%) of rural development
managers are rated luw in competence, the report concludes that the source
of the problem may not be so much a lack of management ability as it is
the environmental aspects cited above.
 

3.02 Part of the problem 3les in our concept of environment. We tendto think of the environment as "everything out there," alli.e., thoseelements outside the organization that we cannot control. 
 Thus our organizational world consists of those elements we can control (i.e., thosewithin the boundaries of the organization) end those we cannot (i.e.,everything else out there, the environment). 
Viewed this way the problem
of organization design is one of defining boundaries around a number ofelements and designing the interrelationship between them so that they
remain under control (choice of project components, staffing, job responsibilities, resource allocation, review mechanisms).conceived is summed up by a 
The organization thustwo dimensional chart showing the allocationjob responsibilities thrcugh job descriptions and their relationship to 

of 
each other through hierarchical reporting relationships. The design, then,
essentially ignores the environment as uncontrollable.
 

3.03 Management's Job tois lookelements that 
inwards towards the organizationalcan be controlled. 
 Such implicit thinking is reflected in
the early designs for rural development projects which tended to stress the 
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use of project management units that "controlled" all key resources for
 
the implementation of project activities. Project units were virtually
 
autonomous with minimal connections to their environments. The earliest
 
project, Lilongwe, was based in a region, hired its own staff, purchased
 
its oun equipment, had its own funds. In all respects it was internally
 
self-sufficient. Increasingly, rural development practitioners found that
 
such projects, in spite of their design, were subject to influence from
 
entities outside their organizational boundaries and in turn had to exercise
 
influence over those entities (e.g., marketing entities, input suppliers,

other ministries, beneficiazy organizations). Moreover, project success
 
was determined as much by skillful handling of such external influence
 
relationships as it was by project resources under the control of manage
ment.
 

3.04 Clearly there is a level between the organization and the 'un
controlled" environment which is external to the organization but is subject
 
to influence by the organization's management. Organization designers have,
 
then, to be concerned with three levels of environmentil/ (Charts 1 and 2):
 

(i) 	The boundaries around the controlled elements define
 
the organization's own boundaries, its internal en
vironment. In Chart 1, we describe this as the
 
"controlled" environment. 
 It consists of the baseline
 
activities that produce the results intended (the
 
selection of objectives, strategies, and actions;
 
for example, construction of a road, planting of seed,
 
construction of a well).
 

(ii) The second consists of the entAties external to the
 
organization whose activities can influence organiza
tional and management performance. Such entities have
 
ongoing relationships with the focal organization; for
 
example, they provide inputs, or receive outputs. The
 
basis of the relationship is a source of mutual influence
 
between the focal organization and the enternal entity.

We will call this the "influenceable" environment; for
 
example, for an implementing agency, these might be
 
marketing boards, credit associations, government agen
cies, and so on. See Chart 2.
 

(MWi) 	 The third level includes institutions that produce acti
vities affecting organizational performance, but that can
 
neither be controlled nor influenced by its management.
 
We have labelled this environment ."appreciated" because
 

l/ The existence of these three environments has been recognized in the
 
literature. They are referred to as internal, transactional, and
 
contextual. See Emery, F. E., and Trist, E. L., Towards a Social
 
Ecology. Plenum Press, 1975.
 

(V
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the 
two components of the meaning of the word, understanding and valuing,
convry exactly what we expect of management in relation to 
this environ
ment.
 

3.05 
 A clear distinction has to be made at this point between the
general concept of the environment and our concept of the appreciated

environment. 
The appreciated environment is not "everything out there."
It is much more precise in meaning. It includes only those entities
whose actions affect organizational performance directly or indirectly,

and are not subject to 
control or influence of organizational members.
In effect the appreciated environment becomes the starting point for
organiz-tion design. 
It specifies the givens that will facilitate or
hinder the design effort. 
The projects studied show, however, that it
is never possible to completely specify the elements of the appreciated
environment in advance of project or organizational design. The very
act of design and implementation uncovers new sources of influence and
adds to knowledge about the appreciated environment. A sample of elements
produced by such entities or institutions are: 
 (a) price policies affecting incentive to produce; (b) overvalued currency and balance of payments
difficulties; (c) finance, budgeting and procurement procedures affecting
inputs to projects; 
(d) centralized nature of administration; (e) Government hiring policy; (f) land tenure systems and impact on farmer motivation; (g) research and technulogical breakthroughs and limitations; and
 
(h) cultural attitudes, e.g., to credit risk.
 

3.06 For any project, the relative importance of each environment
differs. 
 For example, in a single-sector, physical-infrastructure project
(building a dam), mainly concerned with inputs and outputs, the relative
importance of the controlled environment would be high. However, in an
integrated, multisectoral rural development project, concerned also with
effects and impact, the activities under direct control of projectdesigners
wuuld be relatively fewer (Charts 3 and 4). 
 In addition, as a project
evolves from its design phase, through its construction period, into an
operational phase, it is achieving certain results. 
The very results
obtained from the project alter the pre-existing patterns of control,
influence, and appreciation. Hence, there is 
a need for an organization
design that is sufficiently flexible for adaptation to environments that
 
are likely to change.
 

?.07 In sum, the first dimension of our conceptual framework is 
a more
precise definition of the organization in relation to its environment.
The key insight is the addition of an intermediate level of environment

consis:ing of external elements subject tomanagement influence. 
The
practical implication for organization design lies in the need to identify
these entities that produce them as part of the organization design process. The implications for management are profound. 
The management role
can no longer be seen as primarily inward looking. 
The manager must focus
not only on those internal elements subject to his control, but equallyand often even more -- on those external elements of the environment that
are subject to his influence and that he has to appreciate. 
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Chart 2
 

PROJECT ORGANIZATION AND ENVIRONMENTS IN 
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Chapter 4: Project and Participants' Purposes
 
as a Basis for Organization Design
 

4.01 Clearly, it is impossible to design a project or organization unless
 
we know its purpose. In this sense, clarifying the purpose is the springboard
 
for organizational design. What people want, and how strongly they want it,
 
determines how much energy and commitment they put into activities that allow
 
them to achieve their purposes. Organizations are instruments for bringing
 
together people who see their involvement as a mcans of achieving their pur
poses. Participation in organization is always partial and conditional. 
It
 
is partial to the extent that what the individual achieves through the organ
ization is only a part of his total purpose. It is conditional on the organ
ization being able to continue to supply the inducements necessary to his
 
continued contribution.
 

4.02 If we take this argument one stage further we can develop the
 
second link in the conceptual framework. The process of organizing is a
 
political one. The relationship between the organization and its environ
ments has a political base. The key steps in the organizing process are:
 

(a) the establishment of a purpose, which gives direction
 
for the exercise of power;
 

(b) the development of an appreciation, i.e., an understanding
 
and valuing, of the opportunities and risks involved in
 
moving in the selected direction;
 

(c) the development of a network of influence, that is, 
joining with others whose own purposes suggest the possi
bility of mutual transactions that will aid in the achieve
ment of the selected purpose; and 

(d) the choice of actions and resources that can be controlled
 
to achieve the purpose.
 

4.03 Each of these steps represents an increase in the degree of power. 
In this sense we use power as an umbrella concept. Appreciation, influence, 
and control can be seen as successively increasing degrees of power.1/ 
(The perception of appreciation as a source of power may seem strange, 
but it is already acknowledged in the saying "knowledge is power.") The 
steps can readily be traced in project design. For example, at the iden
tification and preparation stage of a project, the World Bank, in pursuit
 
of its purposes, negotiates with member governments, in pursuit of theirs.
 
They attempt to find a set of project components and a means for implementing
 

1/ This concept of power was developed by R. L. Ackoff and W. E. Smith
 
(Social Systems Sciences, University of Pennsylvania) as part of some
 
as yet unpublished work on concepts of power.
 

o-J
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:hem that will satisfy the purposes they share. Butthat ensue, the relationship may not always 
in the negotiations 

ment is very dependent on World Bank funds to 
remain equal. If the govern

achievethje 	 its purposes andBank is not under strong pressure to increase its lending in that
country, then 
the Bank will be more powerful. And reciprocally,
government felt that its purposes were not being adequately served 
if 

by 
the 
theensuing agreement, then its degree of commitment and its energy investedin the project are likely to be diminished. During this process both
sides have to understand and value the other's situation.
appreciation of personal variables and technical ones. 


This includes
 
It includes the
personal skills, perceptions, and motivations of the negotiators as well
as the technical, legal, economic, and cultural factors relevant to the
selected project components.
 

4.04 An agreement on 
the project components having been reached at
the identification stage, a decision has to be made about which ministry
or agency should be responsible for the project.
ministry sees Depending on how each 
of its purposes, 

the potential of control of the project for the achievementit will vie for its ownership. 
The problem with rural
development is that it requires the involvement of so many ministries
(Agriculture, Health, Irrigation, Public Works, etc.) that control of
rural development projects by a single ministry is problematic.
of designing rural development projects becomes that of devising 	
The art 
a networkof influence among organizations and individuals that will ultimately lead
to 
a set of controlled activities producing the desired outputs. 
 For
example, in the Philippines Land Settlement project, control of rural development was housed in the Department of Agrarian Reform (DAR).
countervailing 	 However, asource of influence was createdProject Coordinating Committee (IPCC). 

through an Interagency
The committee, thoughthe Assistant Secretary 	 chaired byof the DAR, was composed ofagencies involved in the project. 

senior staff fromThey could exercise influence over,-DAR through work plans, approval of programs, and settlement of interagency
disputes.
 

4.05 
 At the individual level, the power process is not less evident.
Individuals can be seen as power centers exerting their own degrees of
control, influence and appreciation in pursuit of their purposes. 
Project
designers, for example, who fail to take into account the career-seeking
motivation of bureaucrats, are likely to be surprised when bureaucratschoose behaviors more designed to increase their own visibility to superiors than behaviors that might be more conducive to improved projectperformance. 
 Because such political manoeuverings are based on personal
desires, motivations, and perceptions, we 
tend to dismiss them as a part
of the formal design effort. 
 We even declare them to be impossible to
deal with because they are somehow "irrational." 
 Many cultures, particularly non-Western ones, wish to avoid conflict and confrontation and so
find it difficult to obtain resolution to problems of design that are based
on differences of purpose and motivation.
 



4.06 
 This way'of looking at organizing as a political process is
equally applicable to the beneficiary, and is helpful in evaluating the
performance of a rural development program. 
Development has taken place
if the beneficiary achieves any one or combination of the following:
 

(a)He has more control over activities that contribute to
his purpose. 
 (He has more equipment, a marketable

surplus that allows him to take risks.)
 

(b)He has more influence over the external environment.
(He can bargain for supplies, has influence on the
price he gets for his goods or where and how he markets

them, he cnn join forces with others to increase his
 
influence.)
 

(c)He has more awareness of the external environment he
cannot control or influence, and how it affects the
achievement of his purpose. 
 (He is informed about the
legal, economic, technological factors relevant to his

w6rk and way of life.)
 

If developmeut is defined in this way it is clear that development itself
has a political dimension. 
Through development the beneficiary increases
his control and Influence over, and his appreciation of, his environment.
 

4.08 The practical implication

and management of more 

of this viewpoint for organization

complex projects is that design cannot proceed without
an understanding of the "political" field as 
it relates to the project. This
entails an understanding of the purposes of the project or organization in
terms of who is promoting it and why; 
an understanding of how the purposes
of thosi involved in implementing the project, including beneficiaries, will
be affected by any proposals. These are 
the organization's stakeholders.
In desigring or redesigning organizations we must examine their existing
sources of power and how they would be changed by project proposals. We
must also accept that any design is subject 
to changes in the political
base on which it is built.
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secure those jobs than would be socially efficient.4 (in technical terms, the
marginal social benefit ofa unit ofeducation is less than the marginal privatebenefit.) These negative externalities imply that a price greater than marginal
cost should be imposed. Negative externalities tend to offset the positive ex
ternalities discussed earlier and to reduce the need for price subsidies ineducation. 

Eand 

Much of public intervention in the health and education sectors has been
justified on equity grounds. Some argue that public expenditures on social 
services can be used as a method of income redistribution, particularly if the 
services are financed by progressively collected revenues. Others claim that
health and education should be considered "basic human needs," and 
therefore the public sector should guarantee access to some minimum 
threshold amount. 

Challenging Tradtional Justifications 

The efficiency and equity arguments outlined above and summarized in 
table 2-8 imply a departure from marginal cost pricing. Appendix A presents
the reasoning behind each recommended pricing scheme and gives specific 
examples. These arguments have traditionally been used to justify heavy
public subsidization. The last column of table 2-8 presents the conditionsunder which efficient pricing schemes imply subsidization. As long as the 
average cost of providing a service is constant with respect to scale, marginal 
cost pricing is equivalent to cost-recovery pricing. Thus, prices less than 
marginal cost imply the provision of subsidies. If there are scale economies, 
even marginal cost pricing implies the provision of subsidies. 

In recent years, however, many developing countries have been forced to 
tighten their budgets, and other conditiuns have changed substantially since
their education- and health-financing policies were first established. Thus, it 
is time to investigate the record of public investments in meeting goals of 
equity and efficiency. There is wide room for improvement in both areas, 
The next three chapters reexamine traditional assumptions behind public in-
tervention in education and health, and their findings lend support for greater
private participation. 

4. Tlhis might be so even if the limited number ofgovernmentjobs resulted in unemployed 
graduates. If the decision to enter school were based on expected wages, there night still be an 
incentive to overinvest in schooling (Blomqvist 1982). 

The FinancialCrises
 

Underinvestment 
in the Social Sectors 

BECAUSE OF LOW or nonexistent prices, publicly provided educational and 
health services have had to rely on the budgetary allocations of central 
governments. The fiscal crises recently experienced by many developing
countries have slowed the flow of resources into the social sectors at a timewhen social objectives have been far from met. Even for those countries that 
have been able to expand their social services, the gap between availableresources and social demands is expected to widen. 

Social Objectives and Fiscal Constraints 
Eucaion 

As table 3-1 shows, the social rates of return or the net returns that 
societies receive on their educational investments are high for all forms of 
education, especially primary education. The rates are generally computed by
comparing the gain in earnings because of schooling with costs of providing
that schooling.' The figures show, on average, that these rates are greater 
than the benchmark return on physical capital. 

1. Many rate-of-return analyses in education require empirical refinements because ofthe 
unavailability ofdata. For example, estimates of social rates of return for alternative types of 
education represent only the monetary benefits of gains in earnings. They account for oppor
tunity costs plus provider-incurred direct costs. Thus, the social rates of return'to primary 
education arc likely to be underestimated because private and social benefits are presumed to 
be equal, while the opportunity cost is probably overestimated. At all levels ofanalysis. tuitionpayments are ignored. In addition, several methodological problems arise from the use of 

aggregate data; from inattention to the effects of ability. employment, and the variance of in
come distribution; and from the underreportingof income. Nevertheless. these figures provide a generally accepted guide for investment priorities. For a complete discussion of social 
rates of return on educatiun. see Psacharopoulos and Woodhall (1985). 
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An unhealthy workforce can result in low productivity. For example, a 
World Bank study showed that, in Indonesia, the prevalence of hookworminfestation in construction and rubber plantation workers was 85 percent, and 

percent ofthe victims suffered from a resulting iron deficiency. Treatment 
of the anemic workers with elemental iron for sixty days, at a total cost ofUS$0.13 per laborer, increased pi-ductivity by approximately 19 percent.The resultant bcnefit-cost ratio is 2VO to I (World Bank 1980b, 31).

Health is related not only to productivity but also to education because illness impairs students' ability to learn (Selowsky and Taylor 1973). 
The World Health Organiization's Alma-Ata dclartion of 19 78outlines a"global strategy" for health for all by the year 2000 through primary health 

care systems (WiHo 1981). wHo estimates that the annual per capita cost of im
plementing these systems would be an additional US$15 for most developing
countries. Since per capita public spending is currently US$2.30, there is an

annual resource gp of US$50 billion for all the developing coun
tries. Even if developing countries could fund as much as 50 percent of this 
amount, which would mean a quadrupling of average annual per capita
domestic spending, they would have to seek external finding about seven 
times the present level of international transfers (wHo 1981). The growth of 
per capita domestic public spending, therefore, is not anywhere near the
levels required to meet the goals of the global strategy. 
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Even though governments and international organizations have decided
that universal education and health care systems are desirable, they have not 
been able to cope with the financial problems associated with providing
them. 
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Table 3-3 relates the combined government costs ofbasic human develop
ment packages to the resources that governments can collect. The financing

individual components "will. normally range in costs from at least 11 per
cent to 21 percent ofGNP" (Meerman 1980, 122). These figures imply that itis possble for low-income ccuntries to provide comprehensive social service 

but many will be unable to do so through government finance. 
The recent worldwide recession has restricted the ability of manygovernments to mobilize resources to meet the health and educational needs 

of their growing populations. Per capita GDP growth rates from 1970 to 1980 
fallen in low-income countries (excluding China and hidia) by more

than 50 percent from the previous decade (table 3-4), while population con
tinues to grow. The gap between income and population growth is widening,which makes it more difficult for governments to meet society's health andeducational goals. 
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Table 3-3. Hypothetical Government Costs to Provide Human Development 
Services in Low-Income Countries 

Humn A&wIpwn urAm d a, m *f GNP 
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1/ble 3-4. Growth Rates of GDP per Capita by Country Group 

GDP prr cqi gmv& r ,Nuuakrref cmer 
C-wt 7 IP dAUtbfr (mi) 1960-70 1970-80 

Adequate nourishment (to cover average food deficit in caloric Low-income 33 2,161 2.3 2.5
requirements) 2-4 Excluding ChinaUniversal primary education 3-5 
 and India 511 2.0 0.9Health care, hygiene, family planning (Malaysian standard) 1-2 China and India 1.650 2.4 3.0


Pure water and sanitation (univenal water supply) 
 1-2 
Subtotal 7-13 Middle-income 63 !139 3.4 3.2 

Net oil exporters 497 3.7 2.9Associated investment 1-3 Net oil importers 642 3.4 3.3

Adjustment for underfianding of recurrent costs 
 1-2Subtotal Industrial market9-18Instilmre
 

economies 
19 

4.2Incremental csts of covering the most expensive 85th to 95th 
714 

2.4 
percentile of the population 2-3 Souer World Bank (1983). calculated fIr table 2. p. 150, and table 17. p. 180. 

Total government costs 11-21
 

Total resources mobilized 10-20
Resources available for human development services 4-14 for the world, especially for industrialized counies,ithas fallen, on average,

Shortfall (costs less resources available) 
 0-17" for the non-oil-exporting developing countries since 1973. The downwarda. Limiting cases of high resource generaioa and low resource requirments. trend in education, which was more pronounced between 1977 and 1980Su: Meerman (1980). pp. 124-29. because of the declining share of education in Latin American countries, is

different from that in health, which seems to have been most affected be
tween 1973 and 1975 by the adjustment to oil price shocks. 

These trends differ somewhat across regions. The steadily declining shareIn addition, high administrative costs prevent many developing countries of health expenditures is most evident for Africa. Although the share offrom reaching their "taxation potential"-the maximum proportion of education expenditures in Africa rebounded some between 1977 and 1980, itnational income that can be diverted for public services by means of taxation has yet to reach 1973 levels. A recent African strategy paper by the World(Meier 1976, 271). Because inflation taxes do not need to be administered, Bank attributes performance in both sectors to the "crisis management of rethey might be an easy alternative to mobilize resources for the public sectors, cent years [that] has resulted in widespread neglect ofprograms dealing withbut there still may be severe adjustment costs as well as regressive incidence, the long-term constraints on development. In an environment of overallThus, many countries are left with the option ofdiverting increased resources financial tightness, intersectoral competition for resources has made large soto education and health at ',heexpense of other sectors. cial sectors the inevitable victims of budget cuts" (World Bank 1984b, 6).There is no evidence, however, that the average share of the public budget These figures do not necessarily mean that the real public resources availdevoted to education and health has been increasing at an adequate pace. In able for education and health have declined only du'ing those periods whenfact, for many countries this share has been declining. Table 3-5, based upon total public resources have declined. Frequently, educational and health exdata from the International Monetary Fund and other sources, indicates the penditures suffer in relative terms, especially when total government spendextent to which the education and health share of the government pie has ir.g increases or remains unchanged. For nineteen countries that experiencedbeen shrinking for some developing countries. Although the share of educa- an average drop of 11 percent in real government expenditures, the averagetion and health in total government expenditures has risen or remained stable decrease in social sector spending was only 4 percent (Hicks and Kubisch 
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1984). Although this study used a broader definition ofsocial sectors than just
publicly provided education and health, data for those two sectors alone ap-
pear to corroborate its qualitative findings. 

Table 3-6 lists the average growth rates of real per capita government ex-
penditures for education and health. It shows no evidence that the social sec-
tors have been more adversely affected than others when total government
expenditures have been reduced. Between 1972 and 1975, when per capita
total government expenditures fell an average of30 percent for seven coun-
cries, average per capita health expenditures fell by approximately the same 
amount, and educational experditures fell by only 3 percent. The same trend 
can be found between 1975 and 1979 for the twelve countries with declines 
in per capita total expenditures of 45 percent. Health declined propor-
tionately, while education declined less than proportionately. These tentativefindings indicate that although social sectors have been "squeezed" in favor 
of other government expenditures over the past decade, this has not occurredwhen goverrinents have had to decrease total per capita spending. Rather, so-
cial sector spending has grown less rapidly during times of government
expansion. 

For example, more than half ofthe twenty-eight countries in table 3-6 ex-
per':nced declines in per capita expenditures in education or health (or both)
between 1972 and 1975, while eight experienced declines in total govern-

Th. 3-. Expedkatw on Mdacado and Hlmh a Perm tap
oflMa roovuummt xpendtum by Couatry Group and ReOA 

zmH 

C-fty r-Simple-d ft1 1973 1975 1977 1980 1973 197s 1977 1980 

World 
Indusai 
Oil cvortiq 

6.31 
5.08 

11.60 

6.81 
5.70 

11.49 

6.67 
5.54 

10.90 

6.39 
5.20' 

13.07' 

9.07 
9.94 
5.20 

9.98 
11.28 
4.20 

10.16 
11.47 
4.07 

1036 
11.73 
4.72* 

Non-Oidcw&-opi 11.76 11.42 11.45 10.47 5.45 4.49 4.86 4.73' 
Affica 18.62 15.71 15.68 16.76 6.12 5.35 5.46 5.09 
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Mid& Em 9 .31 b 
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8.45 
7.41 

8.90 
817 

8.38 
8.72 

2.895 
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3.27 
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2.82 
273 
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1264 12.28 
1228. 
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ment expenditures between 1972 and 1979. During the latter part of this
period (1975-79), sixteen of the twenty-eight experienced real declines in 
per capita spending in education or health (a fourth experienced declines in
both), while twelve experienced declines in total government expenditures.

These trends indicate that many countries are (and will continue to be) un
able to allocate sufficient funds to meet their stated health and educational 
goals. According to the World Bank's 1984 World Development Report, the 
resource requirements to meet these goals are expected to increase rapidly
because ofunprecedented high population growth rates. To meet their goals
in the face of troublesome financial constraints, governments often make un
fortunate tradeoffs between quantity and quality that lead to a severe mis
allocation of very limited resources. 

Alleviating Underinvestment 

Because health and education in many developing countries are considered
responsibilities of the state, users are often charged minimal fees or none at
all. And since users' fees are limited, so is cost recovery. This means that the
health and education sectors can turn only to the central government for
help. But, as demonstrated earlier, governments' abilities (or willingness) to
allocate more funds to these sectors is limited, even though demand continues 
to grow. The result has been underinvestment in both of these subsectors. 

At the same time, the private sector has often been prohibited by law from 
operating in health and education, so it cannot compensate for inadequaciesthat arise in the purely public systems. Ironically, laws intended to shieldsociety from the underprovision of a completely private market have pre
vented the sectors from responding to demand. 

tools of economic analysis illustrate the cru.._.I role of pricingpolicy in alleviating underinvestment. Although this technical section can be 
skipped without losing the flow of the later analysis, it does show howeconomic analysis has been applied to pricing in the social sectors.

In figure 3-1, the private demand for a service is depicted as D. and the so
cial demand as D,. These are not equivalent for reasons outlined in the previous chapter: externalities, failures in related markets, and concerns about 
equity. The total social marginal cost of providing the service is assumed to 
be constant at c. This unit cost is the sum ofdirectly incurred private costs. cp,exclusive of prices, and the unit costs borne by the government provider, 

Cr 

socially optimal amount of the social service that should be providedand consumed is that amount at which the additional gain to society fromanother unit of consumption is equal to the additional cost. In figure 3-1, this 
osmton eul autoasfgr -,ti 



"hble 3-6. Average Growth Rates of Real Per Capita Government Expenditures for Education and Health 

by Income Group and Country 

19M2-75 1975-79 1972-79 

I-w r-7 mad -,by Told Ekdm Hum Ted Ehicgio HeM Tud Rkiowd Ht" 

o' Lower incomc 
Mahwi 
Nepal 
T'nzania 

1 
-2 
54 

-41 
4 

11 

3 
22 
60 

29 
24 

-18 

29 
48 

1 

38 
42 

-83 

39 
39 
66 

-24 
108 
24 

33 
52 

-

Lower-middle incomc 
Bolivia 
Costa Rica 
El Salvador 
Guatemala 
Honduras 
Kenya 
Korea, Rep. of 
Morocco 
Paraguay 

23 
-12 

14 
2 
4 
0 

-10 
86 

-3 

-27 
-20 

27 
-15 
-1 

1 
-10 

45 
7 

-7 
5 

-14 
17 
31 

1 
- 3 

4 
-23 

16 
50 
14 
34 
43 
34 
55 
17 
23 

49 
83 

-6 
4 

20 
0 

29 
38 
16 

10 
736 
22 
19 

-10 
21 
64 
-1 
64 

20 
32 
31 
37 
49 
35 
40 

118 
19 

10 
46 
20 

-12 
19 
10 
16 

100 
24 

10 
778 

4 
10 
18 
23 
26 
39 
25 

Peru 
Philippines 
Syria 
Thailand 
Tunisia 
Turkey 
Zambia 

5 
17 
99 
0 

75 
8 

39 

-6 
-13 
-42 

1 
22 
36 
2 

-14 
50 
15 

-1 
49 

-2 
9 

-86 
-12 
-25 

43 
32 

-36 
-52 

91 
14 
2 

47 
10 

-49 
-49 

-83 
4 

32 
78 
37 

-39 
-43 

-85 
3 

49 
44 

130 
-31 
-33 

-91 
-1 

-42" 
48 
34 

-30 
-49 

-86 
56 
52 
76 

104 
-40 
-38 

-4 

Upper-middle income 
Argentina 
Brazil 
Chile 
Iran. Islamic Rep. of 
Malaysia 
Mexico 
Uruguay 
Venezuela 
Yugoslavia 

-72 
-5 
-
85 
32 
35 

-76 
26 
16 

-67 
-4 

1 
39 
28 
49 
71 
18 

-

-77 
-4 
-1 
63 
33 
13 

-42 
-2 
-

-99 
-65 
-1 
17 
54 
-6 

-92 
21 

-44 

-99 
-72 
-80 

21 
13 

-28 
-74 

4 
16 

-98 
-59 
-85 
-12 

10 
-36 
-63 

-9 
-1 

-99 
-65 
-99 

17 
54 
-6 

-92 
21 

-44 

-10 
-73 
-99 

68 
44 

6 
-92 

23 
-

-
-61 
-10 

42 
47 

-27 
-80 
-11 
-99 

- Not available. 
Smra.: Intemational Monctary Fund (1982). 
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is q*, which is the amount of the service where the marginal gain, measured 
by the social demand curve D, is equal to the social marginal cost. . 
Although for some countries q*may be equivalent to declared social objec
tives, such as universal primary education or universal access to primary 
health care, these objectives may imply magnitudes beyond q*. They are fre
quently formulated withovA regard to c-the cost to society of providing 
them. 

Suppcse that prices are nil. (According to the previous chap'er, this is true 
for many public providers in developing countries; almost all charge prices
dose to nil.) To ensure that the socially optimal amount of the service is pro-
vided, the pubuic sector must offer a unit subsidy (s,) equal to cc . At this level 
ofsubsidy, it must also restrict access to q*, and there will be excess demand 
q*qj. The total subsidy allocation (S) required to finance optimal consump-
tion would equal the area cFEc,r which is S, = (si(q*). 

The problem arises because governments allocate subsidies of an amount 
So less than S1. Suppose this subsidy is equal to cBGc, less than cFF. Given s1,r
the total quantity that can be provided is qo less than q*, and there will be so-
cial losses of an amount ABF. 

4
 

Inefficences in the Social Sectors
 

each of the education and health sectors, as well as to underinvestment in 
relation to other sectors. In particular, prices are low, which implies that services are provided with heavy public subsidies. Moreover, prices are uni
formly low regardless of the type ofservice or consumers' willingness to pay.
As a result, government&have tended to allocate less to services with high 
rates of return, a lack of accountability has decreased internal efficiency, and 
spending has not been successfully targeted to those who could benefit most 
from the services. 

The Mix of Services 

Within the education and health sectors, various types of services are pro
vided. Their different characteristics are important factors to consider in 
resource allocation. These characteristics depend upon whether the services 
exhibit externalities, whether users are knowledgeable about their benefits, 
and whether markets that affect them are distorted (see chapter 2). Using 
these criteria, analysts have grouped educational services into primary, secon
dary, and tertiary levels, and health into preventive and curative services. 

According to the efficiency criterion for investing in social services, the 
most resources should flow to those services with the highest social rates of 
return. Although estimates ofsocial rates ofreturn are, at best, imprecise, es
pecially for education and health, some quantitative and qualitative evidence 
suggests that the current pricing structure in many countries contributes to an 
inefficient mix ofsocial services. Educational and health services with low social rates of return are generally more attractive to consumers and are pro
vided more readily than are services with high rates of return. 

39
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Education 
Ile pattern of subsidies leads to a great stimulation of demand for higher
heu lakead abt sofattrn. oubsds tseducation. Households make judgments about sending children to school on 

the basis of the private rate of return, which differs from the social rate of 
return because of externalities on the bnfit side or because ofsubsidies on 
the cost side. If households faced the true social costs of obtaining more 
education, they would confront a lower rate of return; instead, they are in-
duced to obtain more schooling. 

Table 4-1 reveals that for Africa the difference between private and social 
rates of return is greater for higher education relative to primary education. 
Much of this difference reflects direct payments to students for living 
allowances, which amount to 35 percent (East Africa) and 67 percent (West 
Africa) of the recurrent budget for higher education (World Bank 1986). 

Yet, the social rates of return on investment in education decline as the 
level of education for all country groups increases (table 3-1). According to 
those rates, it would be most efficient to give priority to investments in

coutris i su-SahranAftca.theprimry ductio,i paticlaryprimary education, particularly in countries in sub-Saharan Africa. 
For any level of education, the social rates of return reported in taL3-1 r bcurrent 

were based on the difference between average earnings of graduates folevel and earnings at the previous level. These earnings were not adjusted for 
the possible effects of externalities or distortions in related markets, which 
may differ by Schooling level. If these factors influence earnings, differences 
between social and private rates may be justified on the basis ofeconomic ef
ficiency. But even if externalities and labor market distortions are con-
sidered, the larger difference between private and social rates cannot be Mully 

Uble 4-1. Ratio of Private to Sodal Rates of Return in Euation 

Itwi fcwaim, 

rqa, -or PinrY st"Y Hik 

Africa 1.42 1.34 1.77 

.i A 1.28 1.15 1.17 

Avernge developing country 1.32 1.19 1.73 
intennediat' 1.38 1.15 1.55 
Advaned 1b 1.55 1.32 

a. Cyprus. G . the Isa Republic of In. Israel, Spain. Markey. and Yugoslavia. 
b. - Not available beause of the lac, of a control group with no education. 

Ss.auclupoulos (I"S). tables I aMnd
2 

Ls 

INIFFICIENCIES IN THE SOCIAL SECTORSW 41 

explained. Positive externalities, such as good citizenship and the benefits to 
social transactions from a literate population, are apparent at primary levels

education but would likely diminish at higher levels. In contrast, thebenefits of a greater amount of higher education are realized primarily by the 
individus who consume the education and who are paid according to the 
value of their additional contuibution to production. Therefore, externality 
arguments for subsidization of higher education are weak. 

Ingmantrirlation of r gher educationwe- to 
In many countries, reallocation of resources from higher education to ex

pand primary and basic education would lead to gains in efficiency. in fact, 
estima ates o tnat el l e efice ould amsoifpublic resources werl 
cial rates ofreturn atall educational levels, the efficiency gains would amount 
to 2.6 percent of GDP in certain African countries and more than 3 percent in 
some otin TheseAmerican countries (Dougherty and Psacharopoulos 1977). 
gains artcomparable to a doubling of the public budget for education. 
inreources alocate to secondare h eanddco i dto 
th rese alte o secondary and higher education at

present pattern of subsidies favoring secondary and higher education at 

the expense of primary and basic education is inefficient. In other words,
subsidies are not distributed in relation to expected social returns. 

There is a need, therefore, to increase the relative proportion of publicr s u c sd v t d t r m r d c t o v r o h rl v l f e u ai n 

Health 

In the health sector, it is important to distinguish between curative and 
preventive services. Curative health care involves the treatment of the sick. 

Preventive health care might include all services that ensure good health,
such as immunizations and nutritional advice. 

Some preventive health services have attributes that inhibit the role of 

prices in promoting efficiency: high levels of consumption externalities (im
munization and disease control programs), unidentifiable individual bene
ficiaries, and a lack of information among users regarding benefits. As 

de Ferranti (1985) points out, it is probably impossible to implement national 
user fees for many types of preventive health services. For example, when agovernment agency sprays an area to combat insect infestation, it is imposs
ible to identify whn benefits and who is to pay for this service. 

Us(: fees may be appropriate for certain kinds of preventive and curative 

health care, such as in- and outpatient treatments, dug sales, and water sup
ply; in these cases positive externalities are negligible since most benefits ac
crue to the individua. This is especially true for curative treatment ofnonin
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fectious illnesses. Society as a whole obtains no additional benefits nrom the pr 4-1. Undwatadoin of a Fr Sod Serviccurative treatment ofailments such as stomach disorders. And when patients

return to work after this type of illness, there would be no additional social
benefits ifthey were paid the competitive wage--the value oftheir marginal "
 product (de Ferranti 1982; Blomqvist 1979).
Yet many countries charge uniformly low unit prices or give uniformly
high subsidies regardless of the type oi service. The greatest proportion of
government health p...-nditures in developing countries goes 
 for curative care, probably owing "in parc to the professional bias of physicians and the
mystique and popular appeal of hospital-based health care" (World Bank
1980b. 40). In Senegal and Brazil, for example, 72 percent and 85 percent of
t.e health budgets of the central governments are devoted to curative care 
(de FerraLnti 1983, 68-69). These figures indicate that governmrents may beIinvesting the majority of their health care resources in services that promise

only negligible positive externalities. This does not automatically mean,
however, that all curative care should be abandoned or charged at fullcost.I
 

A comprehensive curative health carz system cn be very expensive for
both consumers and providers. Consumers must incur private costs, such as 
I
 

*
transportation and opportunity costs, I even when curative health facilities
charge no fees. Also, curative services, such as hospitals, require huge iritial
investments, even though they are likely to experience decreasing coststheir average costs would decline as the quantity of services provided in-creased. Thus, within curative health care there appears to be little effort to 
In figure 4-2. zero prices result in overutilization ofthe service but fordif

differentiate prices according to the private costs of services and the in-
ferent reasons. Some services, such as secondary education, may have substantial externalities, but private costs are a small proportion of total costsdividuals who must incur them. In particular, the rates charged for services in

rural and urban areas tend to be uniform, 
because of scholarships. In figure 4-2A, this results in overutilization of q,
greater than q*. Other services, such as curative outpatient care or university 

A education, may imply high private costs but with little externalities. In figure 
GT, C 

-h 4-2B, this results in overutilization of q2 greater than q*. In both cases, theto 

shaded area depicts the service losses if the service is not rationed.

The differential welfare effect of a uniform pricing scheme on any two 
 The Mix of Inputs
"apesof services can be illustrated with standard economic techniques. Forthis example. assume that prices are nil for al types ofservice. As before, Dand D, depict the respective private and social demand curves; c and c. are 
A high level of unit subsidy has contributed to inefficiencies in the waysthat various educational and health services are provided. Relianceconstant total marginal costs and private costs, respectively. on sub-

In figure 4-1, zero prices result in an inefficiently low use of the service, 
sidies from central governments has led to inappropriate input mixes. In par

since the presence of private costs inhibits demand too much. Thus, q0 is less 
ticular, this method of financing has caused underutilization of variable factots ofproduction, such as nonlabor inputs, relative to other factors. There isthan q*. One can argue that this figure depicts the case for primary education or primary health care,*particularly in rural areas. 
a growing body of evidence that recurrent expenditures are being crowdedTansport and, in the case out, even in casesof primary education, opportunity costs would be the principal components 

where total health or educational expenditures are not
of private costs. The shaded area represents the social loss. 

being eroded. In addition, resources tend to be misallocated among variablefactors, with labor inputs being favored over material inputs. 
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5 Table 5-1. Per Student Public Subsidy on Education and Educational 
Attainment of the Population In Major World Regions, ca. 1980 

Per sAmWnpukir suisidy asp-Sqr efper cqsa GNP Eun,nit rahio 

PiainY S-4-kr MiJvr NO NAiW, Ser"nJY HiAeInequities in the Provision fca

of InServicesqiish i 'c nz nAnglophone 18 so5 9202 23 60 15.8o , 1.2 

THE SUBSIDIES INHERENT in publicly provided educational and health ser-
vices have not been equitably distributed. Only a small proportion of the 
population is able to obtain access to these subsidies. Moreover, the poorest
socioeconomic groups are not given priority. Indeed, at least for education 
subsidies, the richest income groups obtain a disproportionately large 
share. 

The Distribution of Subsidies 


E icafion 

A great proportion of government subsidies for education is directed at the 
highest level. Table 5-1 compares the unit public subsidies for primary, 
secondary, and higher education. On average over all developing countries, 
unit subsidies at the higher level are twenty-six times greater than at the 
primary level and nine times greater than at the secondary level. The dis-
crepancy is largest for the two African regions. At the same time, the propor-
tion of the world regional populatons with no education or only primary
schooling compared with the proportion with higher education is very 
small-72 percent versus 6 percent, respectively-as shown in the last four 
columns of table 5-1. 

These figures can be combined to derive a picture ofthe shzres ofsubsidies 
acquired by different proportions of the populations (table 5-2). The figures 
account for the subsidies received by those inhigher education throughout
their school career, including subsidies at the primary and secondary levels. 
In the developing countries, 71 percent of the population in each generation 
receive only primary schooling or less and obtain only 22 percent of the 

resources devoted to education. The proportion receiving higher education is 

Francophone 29 143 804 54 32 11.6 2.4 
South Asia 8 18 119 29 52 14.6 4.4 
East Asia and 

Pacific 11 20 118 13 44 33.9 9.1 
Latin America 9 26 88 10 46 32.0 12.0 
Middle East and 

North Africa 12 28 150 18 46 26.6 9.4 
Developing
 

countries 14 41 370 25 47 22.0 6.0 
Developed 

countries 22 24 49 0 20 59.0 21.0 
Saurce: Based on Mingat and 11n (1985a). Reprinted with permission; copyrght 1985 the University of 

wsconsin Pres. 

only 6 percent, but it obtains 39 percent of total resources. In francophone 
Africa, 2 percent ofeach cohort in the popuLtion Pttain higher education and 
receive 40 percent of the public resources devoted to education. In 
anglophone Africa, 1 percent ofthe cohort receives more than one-quarter of 
the public educational resources allotted to it. 

The main reason for this disproportionate allocation of resources is the 
large public reimbursements for out-of-pocket personal costs, such as 
transport and books (Eicher 1985; Hinchliffe 1985; Mingat and Psacha
ropoulos 1985). For example, in anglophone Africa, "student subsidies repre
sent 14 percent [of total subsidies] at secondary and higher education levels, 
while in francophone Africa the figures are much higher, 23 and 43 percent 
respectively" (Mingat and Psacharopoulos 1985, 36). Also. per student 

scholarships as a percentage of per capita GNP are 120 percent in the C6ted!voire, 160 percent in Senegal, 700 percent in Mali, and 800 percent in 
Niger and Burkina Faso.
 
The rich get a larger proportion of the subsidy because they have more 

children in school, particularly at those educational levels where subsidies are 
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"lble5-2. Population and btal Educational Resources 
by Terninal Level of Schooling In Major World Reloons, ca.__ _ _ _ _ __ _ 1980_ _ _ enO__ iC 4 C r4-

Piiuymai7 t w o Len MHge &"awi 

RtJ*- IPopu~don Rewmrn PopwWL-A &souerr 

Anglophone 
Francophone 

South Asia 
EastAs6 andPadfic 
Latin America 
Middle East wnd North 

Africa 

83 
86 
81 
57 
56 

64 

39 
16 
23 
19 
16 

19 

1 
2 
4 
9 

12 

9 

26 
40 
39 
40 
42 

45 

V 
00CC t0 C , 

DeVCIopImg Countries 
Developed countres 

71 
20 

22 
8 

6 
21 

39 
37 U L 

Sor"Miaptand ~n (1985a4 Reprintedwith perminion; copyright 198S the Univmity ofos.6comin 0 

highest. The total monetary effect of this on various world regions -s re-
cently been estimated by Mingat and Tan (1986a). Table 5-3 shows the pro
portion of total public resources appropriated for education by different 
socioeconomic groups. Because of the paucity of income data in developing 
countries, the distribution figures are categorized on the basis of occupation 
rather than income. The figures take into account the cumulative effects of 
subsidies obtained at previous levels of education. A comparison of the share 
of resources received by three socioeconomic groups with their share of the 
total population of school-age children provides a measure of the benefit 
that each socioeconomic group derives from education subsidies. This corn
parison, which is termed the "subsidy-benefit ratio," is much higher for the 
white-collar group, indicating that it enjoys a disproportionate share of all 
education subsidies. In most developing regions, the children ofwhite-collar 
workers gain nearly six times more benefit from public education subsidies 
than do the children of farmers. In francophone Africa, the contrast is even 
more marked-ten to one. Thus, the provision of free or heavily subsidized 
education does not ensure equity in the distribution of public resources. 
Health lidh or 
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Information on the distribution of public health subsidies by income class 
is even more limited than for education subsidies. Tble 5-4 summarizes the A 
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distribution ofoverall public health subsidies for seven countries. Health sub
sidy distribution is not as regressive as it is for education. But neither is it pro
gressive, with the possible exception of prerevolutionary Iran; it tends to be 
neutral. If one adds the first two columns of percentage shares, the poorest 40 
percent in Colombia, Malaysia, and Sri Lanka receive, respectively, 41, 47, 

46 percent of the public subsidy for health. This is due mostly to the pro
gressive incidence of public expenditures on rural health care. The distribu

is more regressive in Indonesia and the Philippines, where the poorest 40 
- percent receive only 19 and 27 percent, respectively, of the subsidies from 

A Aneeds 
public health centers and hospitals. 

The distributions are even more dramatic when one considers the relativeof income groups. Although space does not permit a thorough review,
the bias against lower-income groups in the distribution of public educational 

C4g gogl . 
0 
C", 

and health expenditures is more pronounced when one considers the larger
number of school-age children and the incidence of disease for thepoorer household. 

0 Overafl Dismribution of Resources 

It is sometimes argued that the regressive distribution of education andhealth subsidies may be mitigated because most of these subsidies are drawn 
- -2 . from general revenues that are financed by a progressive tax system.Although some income tax revenue may be based on a progressive schedule, 

73 . a large proportion of central government revenue, which fimds most health 
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educational expenditures in highly centralized developing countries, israised through indirect taxation. Thus, when all sources of tax revenue are
taken into account, the tax systems in these countries are not strongly pro
gressive and may even be regressive (see table 5-5).

In summary, the distribution of government subsidies in education and 
A. ah'o 1! 

.Z health is, at best, neutral with respect to household income. Indeed, for most 
types of education the distribution is highly regressive. Thus, current policies 
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regarding the public provision of educational and health services have notsucceeded in substantially improving the national distribution of resources. 

a ..1" 
.! 

Reasons for Inequities 
Under current pricing arrangements, rich households have greater access 

to public subsidies in educational and health services than do poor households 
.. , 

U 
U 

C2 
for several reasons. First, the presence ofprivate costs implies that income 
constraints limit consumption choices, even if the public authorities do not 

., - . ,,, charge for the services. Second, for any given type of publicly subsidized ser


